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Increasing debt levels among Micro and Small Enterprises (MSEs) threaten not only
business survival and growth but also the livelihoods they sustain within local
communities. This study examines the impact of financial literacy on the debt levels of
MSEs in Sri Lanka’s Northern Province, a region affected by prolonged post-conflict
economic challenges. Grounded in Resource-Based Theory (RBT) and the Knowledge-
Based View (KBV), financial literacy is treated as a multidimensional construct
comprising of, bookkeeping, saving, debt, investment, and insurance literacy, and viewed
as a critical resource for business owners’ financial decision-making. Data was collected
through a structured survey among 380 MSEs across manufacturing, trading, and service
sectors and analysed using SPSS and SmartPLS. The findings reveal a strong, statistically
significant negative relationship between financial literacy and debt levels, indicating that
financially literate owners are less likely to accumulate unsustainable debt. Debt literacy
shows the strongest effect, while insurance literacy among MSEs remains notably low.
Access to finance significantly moderates this relationship, strengthening the impact of

financial literacy on debt reduction.

Introduction

Even though Micro Small Enterprises (MSEs) of Sri Lanka play a
significant role in building our economy, a large number of these
businesses struggle with high levels of debt (Mithula, 2015). In
developing nations, MSEs are invariably linked to social and
economic issues including poverty, economic inequality, and
unemployment (Forum, 2024). The MSE sector in Sir Lanka
account for 90% of all the businesses, contributing 52% to the
GDP of the country and 45% to the national employment (Sri
Lanka Export Development Board, 2024). Thus, expanding the
MSE sector aids in the nation's recovery from the current
economic crisis, encourage export diversification, reduce
provincial inequities, and foster growth in developing
communities (Ghura et al., 2023). Accordingly, this study focuses
on understanding the financial literacy of these MSE owners and
the debt level of these entities.

Due to the economic crisis of 2022, 89% percent of Sri Lankan
MSE:s had already been negatively impacted (International Labour
Organization, 2023). Throughout the several economic crises
(2020 - 2023), employment in the enterprises that survived shrank
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by 20%. Small businesses experienced the largest employment
contraction (23%), closely followed by micro sized businesses
(22%).

Based on the International Labour Organization and NielsenlQ’s
survey of 521 MSEs in 2023 post economic crisis, revealed that
MSEs that have managed to survive are now heavily indebted,
which could pose a threat to their ability to continue operating,
recover, and expand. Up till the end of 2022, the average total
amount of debt owed by MSEs in Sri Lanka was 786,655 rupees
and 1,996,250 rupees respectively (International Labour
Organization, 2023). During the lockdowns implemented in 2020
due to the pandemic, the amount of financing available to MSEs
had already been decreased. During the post crisis, credit to the
private sector shrank to -5.1% in March 2023 after slowing down
from 15.9% in 2018 to 6.2% in 2022 (Central Bank of Sri Lanka,
2022). The annual report also highlights that, with high interest
rates and limited financial resources, MSEs were unable to grow
and reinvest for future expansion. As banks demand higher levels
of collateral for both working capital and investment loans, MSEs
have a harder time getting to finance (Saleem, 2017). Thus, this
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clearly highlights the high debt levels of MSEs, and the challenges
faced with access to finance.

The sustainability and the success of these businesses depend
heavily on the financial literacy of their owners (Mithula, 2015).
Strong financial literacy equips them to manage cash flow
effectively, make informed investment decisions, and navigate
debt responsibly (Ghura et al., 2023). Small businesses need to
ensure their survival, or at the very least, able to escape financial
distress to achieve success. Thus, there is a burning requirement
for sound financial knowledge of MSEs, precisely in developing
countries (Sawaean & Ali, 2021; Al-Muzaini, 2023). Despite Sri
Lanka reporting a noteworthy adult print literacy rate of 92% as of
2023 (Department of Census and Statistics, 2024) which is the
highest among South Asian nations, it is surprising to discover that
the financial literacy rate of the country is only 57.9% as per the
latest available financial literacy survey in 2021 (Central Bank of
Sri Lanka, 2021). The rate is further lower in the rural areas of the
nation recording only 12.10%, which is significantly less than the
global average (Central Bank of Sri Lanka, 2021). This study
focuses on the impact of this level of financial literacy of MSE
owners in an economically marginalized region.

This study particularly concentrates on the Northern Province of
Sri Lanka. The unemployment, poverty and debt levels are high in
the Northern Province of Sri Lanka (Department of Census and
Statistics, 2024), where these people were separated from the rest
of the island, during the civil war, and even years after that also
the situation continues. In 2023, The average unemployment rate
reported in Sri Lanka was 4.7%; however, the unemployment rate
in Jaffna, was 5.7% (Department of Census of Statistics, 2024).
Further, based on the Labour force survey, only around 32.7% are
engaged in self-employment out of the employed population in the
Northern Province as of 2023 (Department of Census of Statistics,
2024). Based on the latest available poverty headcount index as of
2019, the national headcount index is 14.3% whare as the poverty
level of Northern province is 23.8%, and also the Mullaitivu
district reporting the highest percentage (44.5%) of poverty in Sri
Lanka (Department of Census of Statistics, 2024). According to
Multidimensional Vulnerability Index of Sri Lanka as of 2023,
large amount of population in Northern Province of the country
lives below the poverty line (UNDP, 2023). Further according to
Kadirgamar (2020), micro finance loans adversely affect the
business and families of this province. The business owners of
Northen Province have lost millions as interest, properties, their
businesses and also lives due to high debt (Mithula, 2015).

According to the publication of Committee for the Abolition of
Illegitimate Debt (2020), the microfinance sector in Northern Sri
Lanka is highly challenging, where it maintains abusive interest
rates, keeping the maximum rate of 35% only as advertised, and
in reality, charging higher effective rates and using aggressive
collection methods. According to Economic Development
Framework for a Northern Master Plan (Central Bank of Sri
Lanka, 2018), in the post-war context microfinance institutions
aggressively targeted the Northern Province, leading to
widespread over-indebtedness among vulnerable populations. The
limited economic opportunities and a strong reliance on MSEs of
the province highlight the importance of understanding the high
debt-level of these entities in the post conflict situation
(Committee for the Abolition of Illegitimate Debt, 2020).

According to the literature review, financial literacy has been
recognized as a key competency of an entrepreneur. Although
prior studies have explored the impact of financial literacy on debt
management in large scale businesses and listed corporates, there
is a gap in understanding how specific financial literacy influence
debt levels in Sri Lankan MSEs (Assifuah-Nunoo, 2023). Also, the
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relationship between financial literacy and personal financial
outcomes has been studied in the finance literature (Hilgert &
Hogarth, 2003; Lusardi & Mitchell, 2014; Remund, 2010; Abreu
& Mendes, 2010), there has not been sufficient studies focused on
financial literacy from the perspective of MSEs (Charfeddine et
al., 2024). Further, According to Nyamboga et al., (2014), from
the previous studies conducted, there is mixed evidence on the
effects of financial literacy on the debt level of MSMEs. Thus,
this study aims at identifying the level of financial literacy of MSE
entrepreneurs and the debt level of MSEs, to analyze level of
financial literacy and access to finance in deciding the debt level
of these enterprises, particularly in the Northern Province.

Drawing on the Resource-Based Theory (RBT) and Knowledge-
Based View (KBV)), this study contributes to existing literature by
investigating the impact of financial literacy on the debt levels of
MSEs, in a marginalized economy. RBV highlights the
recognition of resources of the business owner and KBV explains
the path by which knowledge translates to action, through the
access to finance. By examining the moderating role of access to
finance, this research offers novel insights into the complex
relationship between financial literacy, debt, and access to finance
in a post-conflict context. Thus, this study intends to answer the
research questions, what is the impact of financial literacy on the
debt level of Northern province and what is the moderating role of
access to finance in this relationship. The findings of this study are
expected to inform the development of targeted financial literacy
programs and policies to enhance the financial resilience of MSEs
in the Northern Province.

Literature Review

MSEs operate in environments where resource constraints,
financial risks, and strategic decision-making capabilities directly
influence their performance and sustainability. The literature
reveals that the debt level of the firm, financial literacy and access
to finance play a central role in shaping the outcomes of MSEs.
These interdependencies are better understood through the RBT
and the KBV, which together emphasize, that the unique resources
and knowledge possessed by the entrepreneur, particularly in
financially constrained, post-conflict contexts, can be decisive in
achieving competitive advantage, resilience, and sustainable
growth.

Debt Level of the Firm

Finances for an entity can be obtained either from internal or
external funding sources (Flynn, 2017). Earnings, and
undistributed profits are internal financing sources whereas share
issues and borrowings are external sources of financing (Bester &
Scheepens, 1996). The studies indicate inconsistent findings in
relation to the relationship between the debt structure and business
outcomes. Debt structure and business outcomes were reported as
negatively correlated in number of studies (Phan, 2018; Flynn,
2017; Kannadhasan, 2014; He & Xiong, 2012), whereas there are
studies highlighting the positive relationship between debt
structure and firm performance (John & Muthusamy, 2011; Bae,
2009; Titman & Tsyplakov, 2007).

According to Myers (1977) and Hart (1996), debt volume and
future investment are inversely correlated. Meanwhile, some
studies highlight that, debt is expected to improve future finance
and investment (Myers, 1977). On the other hand, Aivazian and
Santor (2008) discovered that underinvestment issues are a result
of debt financing. He and Xiong (2012), Flynn (2017), and
Kalemli-Ozcan et al. (2022) anticipated that debt will cause
problems for future funding. Taiwo et al., (2016) states that
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personal savings and unstructured loans from friends and lenders
rank among the top sources of funding for small businesses where
the additional sources that contribute to a small business's capital
structure are banks, informal financial markets, and partners.

High debt level is described in the literature as over indebted with
the distressing condition where the entities are unable to pay
mature expenses or debts, resulting in unavailability of current
assets, inadequacy of equity and forcing them for liquidity
problems (Younas et al., 2021). The high debt level issues begin
when a business fails to meet due payments, and the cash flow
forecasts unveil that the business is unable meet the maturing
obligations (Aviantara, 2021). High debt level experienced by an
organization might trigger forced liquidation and bankruptcy
(Younas et al., 2021).

Financial Literacy

The term financial literacy term was initially created in 1787 in
America, where the country confessed the need for literacy to
overcome the misperception and extensive debt-trap in USA due
to ignorance of credit, circulation and nature of currency
(Financial Corps, 2014). After that, a number of changes
happened, and financial literacy was commonly used in numerous
ways by several scholars, organisations, and governments (Hung
et al., 2009).

Financial literacy is defined as the capability of decision makers
to understand and analyze financial information to make wise
financial choices (Marriott & Mellett, 1996). Financial literacy has
been developed as a serious element for the performance of MSEs,
particularly in developing economies (Rahadjeng et al., 2023;
Buchdadi et al., 2020). Financial literacy, as defined OECD
(2022), is the combination of consciousness, knowledge, ability,
attitude, and behaviour essential to make detailed financial
decisions, to reach personal financial health. The revised UK
Adult Financial Capability Framework identified financial literacy
into four main segments, they are, financial understanding,
financial competency, financial responsibility, and numerical
literacy and Standard literacy. Financial literacy can also be
divided into two broad levels: basic requirements and advanced
competencies (Kuntze et al., 2019).

With reference to Hung et al., (2009) financial literacy is “the
financial knowledge, attitude, and awareness that improve
organizational performance”. This is the capability to appraise the
new and complex financial options to make knowledgeable
judgements in choice of instruments and degree of usage for the
long-run interests (Mandell & Klein, 2007).

Access to Finance

The empirical evidence has shown that one of the biggest obstacles
for MSEs' entrepreneurs is  getting access to financing (Kraemer-
Eis & Lang, 2014; Boscoianu et al., 2015; Nagaraju et. al, 2013).
Cowling et al., (2016) claims that MSEs' access to external
financing differs significantly from that of larger businesses, since
MSEs can only access the private loan and equity markets, but
larger businesses can access both private and public markets.

According to Hussain et al., (2018), one of the key conclusions in
the literature is that MSMEs face external financing constraints
and that having inadequate financial literacy also has a harmful
impact on MSMEs' chances of surviving, expanding, and
innovating. Fraser et al., (2015), referenced by Hussain et al.,
(2018), highlights the relationship between a lack of financial
management expertise and a company's inability to obtain
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financing, which negatively impacts the firm’s capacity to obtain
the right loan and equity and ultimately results in bankruptcy.
According to a World Bank (2022) study, having access to
financing improved business performance and growth by lowering
risk, facilitating market entry, and promoting innovation and
entrepreneurship, especially in developing nations. Based on the
investigation of the funding practices of Sri Lankan small
businesses, own savings is the preferred source of funding; share
capital provided no significant contribution to the financing of Sri
Lankan MSEs; commercial bank loans were the primary source of
debt financing (Kuruppu, 2015). Despite the existence of a well-
developed and competitive financial sector the owners of MSEs in
Sri Lanka keep choosing unregulated debt funding, such as loans
from friends and family incurring high cost of debt
(Gamage,2015). Thus, access to debt does not explain the causal
pathway between literacy and outcomes but rather conditions or
moderates the strength of that relationship. This conceptualization
aligns with prior studies that treat financial access as a contextual
moderator influencing the impact of financial capability on
enterprise performance and sustainability (Lusardi & Mitchell,
2014; Gamage, 2015; Morgan & Trinh, 2019).

Resource Based Theory of Entrepreneurship

With reference to the RBT of entreprencurship developed by
Barney (1991) emphasizes that for MSEs, the entrepreneur is the
resource carrier whose personal resources impact the firm’s
competitive advantage and performance. Therefore, it is important
to investigate the level of financial literacy of the entrepreneur as
he is the sole decision maker in the MSEs, and the financial
decision of the business is critical for the success as well as the
survival of business.

The RBT framework for managing the resources of a firm,
diversification strategy, and efficiency opportunities, was
established by Penrose (2009). This proposed conceptualizing a
business as an organized bundle of resources, in order to tackle
how the business may achieve its objectives and strategic actions
(Penrose, 2009). RBT started to take shape in the 1980s. RBT
suggests a model for identifying and predicting the critical
components of competitive advantage and organizational success.
Large organizations were increasingly focused on the resource-
based view of strategic implementation. However, the researchers
recognized something was lacking in terms of small businesses.
Thus, KBV came into existence, highlighting the fact that the most
important components of a long-term competitive advantage for
organization are its capacity to use and produce knowledge. The
resources, business procedures, capacities, business features,
expertise, knowledge, etc. that a business controls to understand,
and execute plans intended to increase effectiveness and efficiency
are referred to as resources in RBT, according to Barney (1991).
The RBV of entrepreneurship and the KBV states that
opportunity-based entrepreneurship and the growth of new
businesses are significantly predicted by the resources available to
founders. The importance of financial, social, and personal
resources is emphasized by this strategy (Barney, 1991).
Consequently, being able to access resources enhances the ability
of the firm to spot and take advantage of opportunities.

In summary, the literature underlines that the interaction between
debt level, financial literacy, and access to finance is complex,
context-dependent, and deeply influenced by the entrepreneur’s
resource profile. Within the framework of RBT and KBV, these
factors highlight that the business owners’ financial capabilities
are not merely supportive, but central to sustaining competitive
advantage. This theoretical grounding provides a lens for
interpreting the study findings on how financial literacy and access
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to finance influence the debt-related outcomes for MSEs in this
unique setting.

Development of Hypothesis

With the support of the literature review this section focused on
developing the hypothesis for the study highlighting the direct
impact of financial literacy on debt level of the firm and the
moderating effect of access to finance on this relationship. Based
on the hypothesis the conceptual framework is also developed for
the study.

The latest studies on financial literacy research highlights the link
between financial literacy, financial decision-making and firm
level outcomes (Guiso & Viviano, 2015; Adomako et al., 2016;
Esiebugie et al., 2018). The sustainability and growth of MSEs are
significantly influenced by financial knowledge and behaviour,
which in turn plays a crucial role in deciding debt and financing
(Bongomin et al., 2018). Several researchers have identified and
agreed on the association between financial literacy and business
performance (Zuhair et al., 2015; Esiebugie et al., 2018; Benedict
et al.,, 2021). The studies indicate that entrepreneurs with high
levels of financial literacy perform better in their businesses
financing (Charfeddine et. al, 2024). According to literature,
financial literacy is highly essential to small business achievement
and improves their financial decision making (Lusardi & Mitchell,
2014). Aron, Muellbauer, and Murphy (2006), emphasize the
necessity of regularly conducting research to monitor the business
financial behaviour and debt levels in order to reduce the financial
risks associated with loan non-performance and payback default.

On the other hand, as per the study conducted by McKenzie and
Lounsbery (2009), it is important to understand that even someone
who is financially knowledgeable can also take poor financial
decisions that put them in danger of falling into a severe debt trap.
According to Huston (2010), financial literacy is critical for MSEs
to stay alive and respond to the changes in economic conditions.
The results of a study conducted to identify the connection
between over indebtedness and financial literacy by Lusardi and
Tufano (2015) highlighted only one-third of the respondents were
able to apply financial ideas to understand everyday financial
decisions, which indicated low levels of financial literacy. People
who lack the financial literacy to make informed decisions are
more vulnerable to the wide range of financial services available
on the market and are less able to differentiate between safe and
risky investments (Assifuah-Nunoo, 2023). Also, individuals with
lack of financial literacy are more likely to experience financial
difficulties like default and debt (Lyons, 2004). The study of
Disney and Gathergood (2013), supports this viewpoint by
pointing out that people with low financial literacy tend to
underestimate the cost of credit and become more vulnerable to
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debt accumulation, where businesses with lower financial literacy
typically take on higher levels of debt and may even become
overly indebted.

H]I: Financial literacy influences the level of debt of the MSEs

Financial literacy enables managers and owners of MSEs in
developing economies to access financial options to make
appropriate financial decisions and selections on the complex
financial products offered by the financial systems without feeling
intimidated (Njoroge & Gathungu, 2013; Bongomin et al., 2018).
The relevance of financial literacy and its ability to assist business
owners in making wise financial decisions and accessing the funds
from external sources to expand their enterprises, has increased
recently (Potrich &Vieira, 2018).

Financial access, according to Fatoki (2014), enables MSEs to
make better financial decisions and to comprehend and manage
risk. It also helps to advance practices like avoiding excessive
debt. Even though it is still difficult to access financial institutions
in South Asia, many of the continent's nations or at least its most
populous regions, have relatively easy access to several banking
institutions for savings and loans. In several South Asian nations,
multiple borrowing, that is, borrowing from several financial
institutions, has raised concerns (Asia Development Bank, 2023).
Although the need for MSEs to be financially included is not new,
the ongoing difficulty of MSEs to survive because of their
financial constraints highlight the importance of improving
financial inclusion through financial literacy (Adomako et al.,
2016). The KBV is used to strengthen the understanding of the
relationship between financial literacy and financial accessibility
that can result in obtaining external debt for entities. According to
this theory financial knowledge helps people get access to credit.
According to Curado and Bontis (2006), the KBV argues that
knowledge is a strategic resource that businesses can leverage to
gain a competitive edge. Organizations can utilize financial
literacy as a valuable tool to gain access to funding. Ye and
Kulathunga (2019) claim that financial literacy is viewed as an
intellectual and knowledge asset necessary for managing finances,
arriving at wise financial judgements and obtaining credit from
potential sources.

H2: Access to finance moderates the relationship between

financial literacy and debt level of the MSEs

Based on the review of literature the conceptual framework (figure
1) was developed for the study. Financial literacy has been
conceptualized with five dimensions and access to finance into
four (appendix 1).

Access to Finance

H2

Debt Level

Welfare
Quality
Usage
Accessibility
Financial Literacy

Book-keeping literacy

Saving Literacy HA1

Debt Literacy v

Investment Literacy
Insurance Literacy

v

Figure 1. Conceptual Framework
Source: Own Elaboration
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Methodology

Under the research paradigm of positivism, the quantitative
research approach is applied in this study. Although
behavioural constructs often involve subjective perceptions,
prior research has demonstrated that quantitative methods
within a positivist framework are effective for investigating
financial behaviour, literacy, and decision-making, as these
constructs can be operationalized and measured using validated
instruments (Robson & McCartan, 2016; Saunders et al., 2019).
The survey method is used to collect the data among the sample
of MSEs in the Northern Province of Sri Lanka. Numerous
definitions of MSEs are applied by various international
organizations, statistics agencies and nations based on factors,
such as, number of employees, capital investment, asset value,
turnover, and balance sheet (Sri Lanka Export Development
Board, 2024). However, applying turnover as a parameter in
studies is effective because with the increase of technology the
number of employees cannot be considered as a valid criteria
and the growth of the business is highly determined by revenue
generation (Esubalew & Raghurama, 2017). To define MSEs,
this study applied the turnover as a parameter where entities
with less than Rs. 250 million annual turnover is considered
MSEs (Institute of Policy Studies Sri Lanka, 2017).

The target population for the survey is MSEs that are registered
with DS divisions of the five districts as of year 2023. From the
target population of 27,316 MSEs a representative sample of
380 was selected for the data collection based on statistical
power analysis. Accordingly, 379 or more responses are needed
for a confidence level of 95%, where the real value is within
+5% of the measured/surveyed value. Participants were

Table 1: Demographic Profile of the Respondents
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approached through the Divisional Secretariat offices and
invited to complete a structured questionnaire, either in person
or via electronic means. The sampling strategy applied is
convenience sampling due to the practical constraints in post-
conflict areas, and the participants were selected based on
specific characteristics such as the primary decision maker of
the entity. The main challenge of generalizability in
convenience sampling was minimized with the large sample,
covering diverse respondents, providing useful insights into the
target population.

Analysis and Discussion

The data collected from 380 MSEs were examined using
statistical software SPSS and Smart PLS. The demographic and
descriptive ~ statistics, measurement model assessment,
structural model testing and the discussion of the findings are
presented in this section.

The analysis of the data reveals the following characteristics of
demographics; 145 made up 38.0% of the sample were from
Jaffna district, 115 entrepreneurs (30.3%) from Vavuniya, 56
(14.7%) from Manner, 43 (11.3%) from Mullaitivu, and 21
(5.5%) from Kilinochchi. Focusing on the gender of the
participants in the survey, majority of respondents (67.9%)
were males and 32.1% of them were females (Table 1). All
these entrepreneurs have indicated that they are the primary
decision makers of the entity. Though they obtain information
to make their financial decision from their support system such
as friends, relatives, experts, and banks staff, the business
financial decisions are taken by the business owners.

Variable Category Frequency Percentage (%)
District Jaffna 145 38.2
Killinochchi 21 5.5
Mannar 56 14.7
Vavuniya 115 30.3
Mullaitiva 43 11.3
Gender Female 122 32.1
Male 258 67.9
Education Post-graduate education or equivalent 39 10.3
Professional qualification 91 239
Graduate 79 20.8
G.C.E A/L completed 113 29.7
G.C.E O/L completed 24 6.3
Grade 6 - 9 12 32
Primary school — up to grade 5 10 2.6
No formal education 12 32

Source: Survey Data, 2025

Looking at the educational qualifications in Table 1, a
significant percentage (84.7%) of the business owners are
having G.C.E Advanced level or above qualification. The
descriptive statistics in Table 2 below offer a comprehensive

overview of Book-keeping literacy, Saving Literacy, Debt
Literacy, Investment Literacy and Insurance Literacy and
Access to finance.
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Table 2: Descriptive Statistics of the Variables
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Variable Min Max Mean Std. Skewness  Kurtosis
Deviation

Financial Literacy 1 5 2.54 1.01 0.062 -1.286
Book-keeping Literacy 1 5 2.95 1.42 0.018 -1.531
Saving Literacy 1 5 2.86 1.33 0.104 -1.424
Debt Literacy 1 5 237 1.27 0.474 -1.233
Investment Literacy 1 5 2.57 1.21 -0.036 -1.454
Insurance Literacy 1 5 1.96 1.05 0.848 -0.615
Access to Finance 1 5 3.30 1.53 -0.402 -1.578
Welfare 1 5 3.31 1.57 -0.362 -1.562
Quality 1 5 3.30 1.54 -0.392 -1.536
Usage 1 5 3.31 1.54 -0.381 -1.530
Accessibility 1 5 3.30 1.53 -0.373 -1.522

Source: Survey Data, 2025

The descriptive statistics indicate that respondents variation in responses. All variables show a roughly normal

demonstrated moderately negative outcomes across key
financial dimensions, suggesting a generally negative self-
perception in these areas. Specifically, respondents highly lack
insurance literacy where the mean value is 1.96. The standard
deviation is between 1.05 to 1.53, reflecting a fair amount of

Table 3: Descriptive Statistics of the Measured Variable

distribution as the skewness and kurtosis are within +2. The
debt level of the MSEs was a computed variable and the
descriptive statistic of this variable is provided in Table 3
below.

Variable Min Max Mean Std. Deviation Skewness Kurtosis
Debt Level 0.03 5.29 1.11 1.42 1.23 3.33
(Debt/Equity)

Source: Survey Data, 2025

Looking at the debt-to-equity ratio in Table 3, MSEs have
relatively high debt with a mean value of 1.11 and ranging from
0.03 to 5.29 reflecting variability. According to Table 4, the
scales demonstrate strong internal reliability, with book-
keeping literacy, debt literacy, investment literacy and
accessibility of finance scoring above 0.84. Saving literacy

Table 4: Reliability and Validity Testing

(0.776), insurance literacy (0.761) also shows acceptable
reliability supporting the consistency of the questionnaire
items. All KMO values are above 0.68, which indicates that the
data is suitable for factor analysis, and the constructs used in
the questionnaire are valid representations of their respective
concepts.

Scale Type of Scale No. of Items Cronbach’s KMO Value
Alpha (CA)

Financial Literacy

Book-keeping Literacy 5 - point Likert 6 0.887 0.845

Saving Literacy 5 - point Likert 3 0.776 0.781

Debt Literacy 5 - point Likert 5 0.860 0.766
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Investment Literacy 5 - point Likert

Insurance Literacy 5 - point Likert

Access to Finance

Welfare 5 - point Likert
Quality 5 - point Likert
Usage 5 - point Likert
Accessibility 5 - point Likert

3 0.847 0.873
3 0.761 0.875
3 0.682 0.742
3 0.778 0.681
3 0.692 0.767
3 0.852 0.893

Source: Survey Data, 2025

The Variance Inflation Factor (VIF) indicator was computed in
SmartPLS to test for multicollinearity. According to the results
for the variables, there is no substantial multicollinearity if the
indicator value is less than 10. Most statistical tests assume that
the population variance is equal, thus, the Levene test should
be performed for population consists of two or more groups
(Gastwirth, Gel & Miao, 2009). In this study MSEs are from

Table 5: Test of Homogeneity of Variances

the manufacturing, trading, and services sectors, thus Levene’s
test was performed to ensure there are no substantial variations
in the measurements of the variables within and between the
categories. As there were no noticeable differences between the
groups (Table 5), the survey responses were analyzed as a
whole.

Levene df1 df2 Sig.
Statistic
Debt to Equity Based on Mean 0.944 9 370 0.487
Based on Median 0.765 9 370 0.649
Based on Median and with adjusted df 0.765 9 269.787 0.649
Based on Trimmed Mean 0.913 9 370 0.514
Access to Finance Based on Mean 1.438 9 370 0.170
Based on Median 0.793 9 370 0.623
Based on Median and with adjusted df 0.793 9 341.102 0.623
Based on Trimmed Mean 1.618 9 370 0.108
Financial Literacy Based on Mean 0.912 9 370 0.515
Based on Median 0.878 9 370 0.545
Based on Median and with adjusted df 0.878 9 354.598 0.545
Based on Trimmed Mean 0.911 9 370 0.515

Source: Survey Data (SPSS)

The study model was assessed using SmartPLS 4.0 to test the
hypothesized relationships among the constructs: Financial
Literacy (FL), Access to Finance (ACF), and Debt level (DT).
Financial literacy is conceptualized as a multidimensional
construct consists of book-keeping literacy (BL), saving
literacy (SL), debt literacy (DL), investment literacy (IL) and

Table 6: Diagnostics for Confirmatory Factor Analysis

insurance literacy (IS). The access to finance is also
conceptualized as a multidimensional construct consists of
welfare (WEL), quality (QLY), usage (USE) and accessibility
(ABY). The analysis discovered acceptable reliability and
validity indicators, confirming the robustness of the model.

o Pa CR AVE
Financial Literacy 0.893 0.894 0.895 0.881
Access to Finance 0.852 0.772 0.785 0.884
Optimal Values >0.7 >0.7 >0.7 >0.5

Note: o. = Cronbach Alpha; pa= Rho A; CR = Composite Reliability; AVE = Average Variance Extraction
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Source: Survey Data (SmartPLS)
According to the results of the Fornell-Lucker criteria (Table the results from the measurement model demonstrate high

7) shown that, the square root of the AVE for each variable have validity and reliability.
exceeded its maximum correlation with other variables. Thus,

Table 7: Discriminant Validity

ATF DT FLT
ATF 0.506
DT 0.195 0.474
FLT 0.058 0.126 0.251

Note: ATF = Access to finance; DT = Debt level; FLT = Financial Literacy
Source: Survey Data (SmartPLS)

Discriminant validity is verified across all constructs using that all outer loading surpassed 0.7, excluding an item that was
HTMT. The findings of the measurement model highlighted deleted due to its low loading (Table 8).

Table 8: Outer Loadings of the Model

AF BL DL DT IL IS SL
AF1 0.878
AF10 0.772
AF11 0.875
AF2 0.781
AF3 0.877
AF4 0.871
AFS5 0.871
AF6 0.673
AF7 0.772
AF8 0.681
AF9 0.675
BL1 0.887
BL2 0.910
BL3 0.712
BLS 0.748
BL6 0.890
DL1 0.755
DL2 0.871
DL3 0.863
DL4 0.734
DL5 0.647
DT 1.000
IL1 0.776
IL2 0.862
IL3 0.836
IS1 0.805
1S2 0.771
1S3 0.773
SL1 0.872
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SL2
SL3

0.758
0.857

Note: Threshold: Loadings > 0.7

AF- Access to Finance, BL — Bookkeeping Literacy, DL — Debt Literacy, DT — Debt level, IL — Investment Literacy, IS — Insurance

Literacy
Source: Survey Data (SmartPLS

The path coefficient from financial literacy to the debt level of
MSE was found to be significant and negative ( =-0.630, p <
0.05). This suggests that business owners with higher levels of
financial literacy which comprises of bookkeeping, saving,
debt, investment and insurance literacy, are less likely to get
into high debt levels. The interaction effect (Access to Finance
x Financial Literacy) is significant (f = -0.553,t=2.281,p =

0.004). This indicates that access to finance moderates the
relationship between financial literacy and debt level.
Specifically, when access to finance improves, the debt-
reducing effect of financial literacy becomes stronger,
suggesting a synergistic benefit. Further, the NFI score of 0.869
and the SRMR score of 0.023 suggest that the model has a good
fit.

Table 9: Results of the Structural Equation Modeling (SEM) with Moderation Effect

Hypothesis Relationship i} R? t-statistics p-value
H1 (A) Financial Literacy — Debt Level -0.630 0.78 4.388 0.000
H2 (A) Access to Finance X Financial -0.553 0.72 2.281 0.004

Literacy — Debt level

Note: *p<0.05, **p<0.01, ***p<0.001, n.s= not significant;(two tailed test), (R) = Rejected; (A) = Accepted

Source: Survey Data (SmartPLS)

The figure 2 below illustrates the final model, where financial
literacy accounted for a substantial proportion of variance in
the debt level (R? = 0.78), indicating that 78% of the variation
in debt level of MSEs is explained by financial literacy of the

business owners. Furthermore, the effect of the moderator,
access to finance, on direct relationships was also tested to be
positive

ABY aLy

BKL

DTL

-0.553
X

'
-EEEE‘

INL

USE WEL

ISL

SAL

DebttoEquity

=‘NaN

DL

Figure 2: Final Model loadings, R?> and § Moderator Analysis

Source: Survey Data (SmartPLS)

Discussion

This study analyses the effect of financial literacy on debt
level and the moderating role of access to finance. Though
previous literature has mixed evidence on the influence of
financial literacy and financial outcomes (Hilgert &
Hogarth, 2003; Lusardi & Mitchell, 2014; Remund,

2010), this study highlights a strong significant influence
concerning financial literacy and debt level of MSEs.
However, numbers of studies also identified that the
financial literacy level of decision makers has a substantial
impact on business decisions (Fatoki, 2014).
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The study findings are also constant with previous research
concerning financial literacy and business financial
performance and the growth of MSEs (Wazdi et al., 2024;
Estelami & Estelami, 2023; Assifuah-Nunoo, 2023; Duarte et
al., 2018). Further the study findings indicates that higher the
financial literacy among MSE business owners would lead to
enhanced performance with better debt management,
supporting the findings recent studies conducted by the
researchers (Assifuah-Nunoo, 2023; Molina-Garcia et al.,
2023). Improved financial literacy allows MSE owners to
manage the business funds, improved bookkeeping, efficient
saving behaviour, manageable debt, better investment and
insurance (Adomako et al., 2016).

Interestingly the most substantial impact was identified
between debt literacy and debt level, where the average debt to
equity ratio is significantly high for most of the entities
considered in the survey, as most owners were not adequately
aware of debt and compound interest impact. Surprisingly, the
insurance literacy is very low among the province highlighting
that the business owners are not prepared for any future losses
or uncertainties as they are not aware of the concept of
insurance and its significance. Few studies conducted in MSEs
in relation to future readiness and proactiveness of businesses
also confirmed these findings (Lusardi & Tufano, 2015; Idris et
al., 2018). Moreover, the study confirmed that access to finance
moderates the relationship between financial literacy and the
debt level of MSEs. The study findings are aligned with the
findings of previous studies in the literature which analyzed the
influence of financial literacy on financial access of financial
products for developing countries (Changwesha, 2019;
Changwesha & Mutezo, 2023). This study highlights that
insufficient financial literacy adversely influences the access to
finance for MSEs. The previous study conducted in identifying
the barriers for entrepreneurs also concluded that lack of
knowledge and resources is a significant barrier for the access
to credit (Metu & Nwogwugwu, 2024). Also, the studies
conducted identified that access to finance is vital for MSEs to
come out from debt challenge, poverty, and ensure
sustainability (Assifuah-Nunoo, 2023). Thus, this study
confirms with the prior literature, demonstrating that financial
literacy is vital for the informed debt related decision.
Specifically, this study highlighted this influence for a post-
conflict situation in a rural community, where it is identified the
more particularly the insurance literacy and debt literacy are
significantly lower in Northern Province.

Construed through RBT and KBYV, the study positions financial
literacy, specifically the debt and insurance literacy, as a critical
intangible resource and specialized knowledge asset that
enhances the capacity of MSEs for effective debt management,
risk mitigation, and performance improvement. In line with
RBT, such literacy can create a source of continual competitive
advantage when it is valuable, rare, and inimitable (Grant,
1996; Barney, 1991), while KBV underlines its role in enabling
informed decision-making and adaptive capability (Kogut &
Zander, 1992). The moderating effect of access to finance
reflects the need for complementary resources to fully leverage
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knowledge assets, where the relatively low literacy levels
observed in the Northern Province highlight a critical gap that
constrains competitive potential in economically marginalized,
post-conflict environments (Metu & Nwogwugwu, 2024;
Assifuah-Nunoo, 2023).

Conclusion

The primary objective of this study is to identify the influence
of financial literacy of business owners on the debt level of
MSEs in the Northern Province of Sri Lanka and also to
identify the moderating role of access to finance. The study
results indicated that there is a significant negative relationship
between financial literacy and debt level, which implies
business owners with enhanced capability in bookkeeping,
savings, investment, insurance and debt management are
capable of making sound financial decisions, avoiding high
level of debt.
finance significantly moderates the relationship between

The study also demonstrated that access to

financial literacy and debt level. This suggests that financially
literate business owners are able to reach financial institutions
to obtain appropriate funds and manage their debt level wisely.
This study contributes to the RBT and KBV by empirically
testing financial literacy as an important resource that
influences the firm level financial outcome. This also confirms
that the business owner is the key resource carrier whose skills
shape the sustainability of the business.

The study also contributes to the limited literature on MSEs
particularly in post conflict and economically deprived regions.
As financial literacy is considered as a multidimensional
construct, it provides a wholistic insight into competencies that
influence the financial outcome. The study findings also
highlight the urgent need for a specific financial literacy
programme tailored to MSE owners in rural and post conflict
areas. While highlighting the valuable contribution derived
from this study, the following limitations need to be
acknowledged. As this study focused particularly on MSEs in
the Northern province, challenging to generalize the findings to
other parts of the country with different socioeconomic
contexts. Also, there could be respondent bias due to self-
reported data, and the cross-sectional nature of the study creates
challenges in understanding causal relationships. The future
studies can emphasis on longitudinal approaches to observe the
relationship between financial literacy and debt level. The
studies can also focus on comparative research between
provinces and test additional moderating variables for further
understanding.
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