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EXECUTIVE SUMMARY

Title: A Study on the Financial Risk Management Practices in Small and Medium Enterprises (SMEs)
Focusing on Indian SMEs

Small and Medium Enterprises (SMEs) are the backbone of the Indian economy, accounting for nearly 45% of
industrial output and 40% of exports, while providing significant employment opportunities. Despite their
economic importance, Indian SMEs are often vulnerable to a wide range of financial risks—including credit,
liquidity, operational, and market risks—due to limited resources, inadequate financial literacy, and minimal
access to structured financial systems.

This study explores the financial risk management practices adopted by SMEs in India, with a specific focus
on enterprises operating in Delhi and its surrounding regions. The research aims to identify key financial risks
faced by SMEs, assess current risk management strategies, evaluate the level of awareness regarding formal
risk management frameworks, and propose actionable recommendations to enhance financial resilience.

The research adopts a descriptive design, utilizing both primary and secondary data sources. Structured
surveys and interviews with SME owners and financial managers were conducted to gather insights into risk
perceptions and practices. Secondary data from existing literature and government reports provided context to
the analysis. A purposive sample of 40 SMEs from manufacturing, retail, and service sectors was selected, and
both qualitative and quantitative methods were used to analyze the data.

Key findings reveal that while Indian SMEs are aware of financial risks, many still rely on informal or ad hoc
strategies rather than formal risk management frameworks. Limited awareness, lack of technical expertise,
and inadequate institutional support were identified as major barriers to the adoption of structured financial
risk management practices.

This research contributes to the limited body of literature on financial risk management in Indian SMEs and
offers practical recommendations. These include the need for targeted financial literacy programs, improved
access to risk management tools, and policy interventions to support SMEs in building resilient financial
systems.

Ultimately, this study emphasizes the critical importance of formalized risk management practices for the
sustainable growth and long-term viability of Indian SMEs in an increasingly volatile economic environment.
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Chapter 1: Introduction

1.1 Background of the Study

Small and Medium Enterprises (SMEs) play a crucial role in the Indian economy, contributing significantly to
employment generation, export activities, and GDP growth. According to the Ministry of Micro, Small, and
Medium Enterprises (MSME), India is home to over 63 million SMEs, which account for around 45% of the
industrial output and 40% of exports. Despite their pivotal role, SMEs often struggle with managing financial
risks effectively due to limited resources, lack of expertise, and insufficient access to financial services.

Financial risk management is essential for the sustainability and growth of SMEs, especially in a volatile
economic environment. Risks like credit risk, liquidity risk, operational risk, and market risk can disrupt the
operations of SMEs if not effectively managed. Given the increasing complexity of the business environment in
India, SMEs must adopt structured financial risk management practices to mitigate these risks.

However, many SMEs operate without formal risk management strategies, relying on informal or ad hoc
approaches that may not always be effective. This research aims to examine the financial risk management
practices employed by SMEs in India and assess how these practices can be enhanced to ensure their long-term
viability and competitiveness.

1.2 Problem Statement

The financial sustainability of SMEs in India is often challenged by various internal and external risks. These
risks, including liquidity issues, bad debts, fluctuating market conditions, and rising costs, can hinder the
growth and survival of SMEs. However, there is limited research that explores the specific financial risk
management practices that Indian SMEs currently adopt, and even less on the effectiveness of these practices.

Thus, this study seeks to explore the financial risks faced by Indian SMEs, evaluate their current risk
management practices, and suggest improvements based on international best practices.

1.3 Research Questions

The study seeks to answer the following questions:

l. What are the major financial risks faced by SMEs in India?

2. What financial risk management strategies do SMEs in India currently employ?

3. How aware are Indian SMEs of formal financial risk management frameworks?

4. What factors influence the adoption of formal risk management practices in SMEs?

1.4 Research Objectives

The primary objectives of this study are:

l. To identify the key financial risks faced by SMEs in India.

2. To analyze the existing financial risk management practices within these SMEs.

3. To assess the level of awareness and adoption of formal risk management tools among SME:s.

4. To propose actionable recommendations for improving the financial risk management framework for
SMEs in India.

© 2025, IJSREM | www.ijsrem.com DOI: 10.55041/IJSREM50784 | Page 2


http://www.ijsrem.com/

487 “2hy
¢ ISREM ’%
: "'& International Journal of Scientific Research in Engineering and Management (IJSREM)
W Volume: 09 Issue: 06 | June - 2025 SJIF Rating: 8.586 ISSN: 2582-3930

These objectives are derived from the research questions and aim to provide comprehensive insights into the
financial challenges faced by SMEs in India and the strategies they employ to manage these risks.

1.5 Significance of the Study

This research is significant for several reasons. First, it will contribute to the limited body of knowledge on
financial risk management practices in Indian SMEs. Second, it will provide SMEs, policymakers, and
financial institutions with practical insights into the challenges SMEs face and how they can be supported in
managing financial risks more effectively. Lastly, the findings could inform government policy and contribute
to the development of frameworks that support SME growth by addressing their financial risk management
needs.

1.6 Scope of the Study

The study will focus on SMEs operating in Delhi and surrounding regions. These regions have been selected
due to their significant number of SMEs and varied industries. The study will primarily focus on
manufacturing, retail, and service-based SMEs, given their representation in the Indian SME sector. The
research will explore financial risk management practices from the perspective of SME owners, financial
managers, and other key decision-makers within these firms.

1.7 Research Methodology

The research methodology outlines the approach and procedures employed to gather data and analyze the
financial risk management practices in Indian SMEs. This section details the research design, data collection
techniques, sampling methods, and the tools used for analysis.

1.7.1 Research Design

This study employs a descriptive research design, which is suitable for understanding the existing financial
risk management practices in SMEs. Descriptive research aims to provide an accurate account of the current
state of financial risk management in SMEs, without manipulating any variables. By using a descriptive
design, the study can gather insights into the real-world application of risk management strategies in SMEs.

1.7.2 Data Collection Methods
To achieve the objectives of the study, both primary and secondary data will be collected:

. Primary Data: This will be gathered through structured surveys and interviews with SME owners,
financial managers, and other decision-makers involved in risk management within the firms. The survey will
focus on their awareness of financial risks, strategies they use, and the challenges they face in implementing
formal risk management practices.

. Secondary Data: A review of existing literature, including books, journal articles, and reports from
government and industry bodies, will provide insights into the general financial risk management practices in
SMEs. This data will also help in understanding the broader context of SME challenges in India.

1.7.3 Sampling Method

A non-probability sampling method will be used for this study. Specifically, purposive sampling will be
employed, as this method allows for selecting SMEs based on specific criteria that are relevant to the study,
such as industry type, firm size, and geographical location.

. Target Population: The target population includes SMEs operating in Delhi and nearby areas,
specifically those engaged in manufacturing, retail, and service sectors.
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. Sample Size: A total of 40 SMEs will be surveyed, ensuring that the sample is large enough to
provide meaningful insights while being manageable within the time and resource constraints of the study.

. Sampling Frame: The sampling frame consists of a list of SMEs operating in the selected regions,
which will be obtained from local business directories and government databases.

. Sampling Units: The units of analysis will be individual SMEs, and data will be gathered from key
personnel within these organizations, such as owners and financial managers.

. Response Rate: Efforts will be made to maximize the response rate by following up with
participants and ensuring the surveys are easy to complete. The expected response rate is 70%.

1.7.4 Data Analysis
The data collected will be analyzed using both qualitative and quantitative methods:

. Qualitative Analysis: The responses from interviews will be analyzed thematically to identify
common trends, challenges, and strategies related to financial risk management. This will help in
understanding the perceptions and practices of SME decision-makers.

. Quantitative Analysis: Survey data will be analyzed using descriptive statistics (mean, median,
mode) and inferential statistical tools (correlation, regression) to explore relationships between variables such
as firm size, industry type, and the adoption of risk management practices.

The analysis will be done using SPSS or Excel software, depending on the complexity of the data.
1.8 Limitations of the Study

While this study aims to provide comprehensive insights into financial risk management practices in
Indian SMEs, there are several limitations that should be acknowledged:

l. Sample Size and Scope: The study will focus on 40 SMEs in a specific geographical region (Delhi
and surrounding areas). Therefore, the findings may not be generalizable to all SMEs across India.

2. Response Bias: Since the study relies on self-reported data from SMEs, there is a possibility of
response bias, where participants may provide socially desirable answers rather than truthful responses.

3. Time Constraints: The research will be conducted within a limited timeframe, which may restrict
the ability to conduct in-depth interviews or follow-up surveys.

4. Data Limitations: The availability of reliable data on SME financial practices may be limited,
especially for smaller firms that may not maintain detailed financial records.

1.9 Structure of the Report
This report is organized as follows:

. Chapter1 Introduction

This chapter outlines the background, problem statement, research objectives, research questions, and
significance of the study. It also includes the research methodology and limitations of the study.

. Chapter2: Literature Review
This chapter reviews existing research on financial risk management in SMEs, with a focus on Indian SMEs.
It examines theoretical frameworks, past studies, and identifies gaps in the current literature.
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. Chapter3: Data Analysis and Interpretation
This chapter presents the findings from the primary data collected through surveys and interviews. It analyzes
the financial risk management practices in Indian SMEs and provides statistical insights.

. Chapter4 : Conclusions and Recommendations

This chapter summarizes the key findings of the study, discusses their implications for SMEs, and provides
actionable recommendations for improving financial risk management practices.

. Chapter5: References and Appendices

This chapter lists all the sources cited throughout the report and includes supplementary materials such as the
survey questionnaire and detailed tables.

Chapter 2: Literature Review

This chapter reviews existing literature on financial risk management practices in Small and Medium
Enterprises (SMEs), focusing on Indian SMEs. The review will explore theoretical frameworks, past studies,
and empirical evidence regarding financial risks and risk mitigation strategies adopted by SME:s.

2.1 Conceptual Framework of Financial Risk Management

Financial risk management in SMEs involves identifying, assessing, and mitigating risks that can adversely
affect the financial stability of a business. Financial risks are inherent in any business, but they are particularly
crucial for SMEs due to their limited resources, fluctuating revenues, and external uncertainties.

Key types of financial risks include:

l. Market Risk: Risk arising from changes in market conditions, such as price fluctuations in
commodities, interest rates, and exchange rates.

2. Credit Risk: The risk that customers or counterparties will fail to meet their financial obligations,
leading to potential defaults and losses.

3. Liquidity Risk: The risk of being unable to meet short-term financial obligations due to inadequate
cash flow or asset liquidity.

4, Operational Risk: Risks arising from failures in business processes, systems, human error, or
external factors like supply chain disruptions.

5. Strategic Risk: Risks related to the long-term strategic direction of a business, including market
competition, changing consumer preferences, and technological disruptions.

6. Legal and Regulatory Risk: Risks related to non-compliance with laws, regulations, and contractual
obligations, which can result in fines or operational disruptions.

7. Reputational Risk: The risk of damage to the firm’s reputation due to poor customer
service, ethical failures, or public relations issues.
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Effective risk management involves proactively identifying these risks, quantifying their potential impact, and
implementing strategies to mitigate them.

2.2 Theoretical Framework for Financial Risk Management in SMEs

Several theories underlie the practices and principles of financial risk management in SMEs. These provide a
structured approach to understanding how businesses handle risks.

1. Modern Portfolio Theory (MPT): Originally developed for investment portfolios, MPT emphasizes
the diversification of assets to minimize risk. For SMEs, this translates to diversifying products, services, or
markets to spread risk and reduce dependency on a single revenue stream.

2. Agency Theory: Agency theory explains the relationship between business owners and managers. In
SMEs, the owner is often the manager, making decisions that directly impact the firm’s financial stability.
Understanding the risks and aligning incentives between ownership and management can improve financial
risk management.

3. Risk-Return Tradeoff: This theory suggests that businesses must balance potential returns with the
risks they are willing to take. SMEs often face higher risks but may also have the opportunity for greater
returns due to their innovative strategies and flexibility.

4. Dynamic Capabilities Theory: This theory emphasizes a firm's ability to adapt to changing
environments and manage emerging risks. SMEs must build dynamic capabilities to effectively navigate
financial risks, particularly in rapidly evolving markets or volatile economic conditions.

5. Real Options Theory: SMEs can manage financial risk through strategic decisions that provide
flexibility, like delaying, expanding, or abandoning projects. This allows businesses to adjust to unforeseen
financial circumstances.

6. Stakeholder Theory: This theory suggests that businesses must manage risks by considering the
interests of all stakeholders (owners, employees, customers, suppliers, and society). By managing financial
risks in a way that benefits all parties, SMEs can reduce conflicts and enhance their sustainability.

2.3 Financial Risk Management Practices in SMEs: An Overview

SMEs adopt a variety of strategies to manage financial risks, though their practices often differ from larger
corporations due to limited resources. Some commonly adopted practices include:

1. Risk Identification and Assessment: The first step in risk management is identifying potential
financial risks. SMEs often lack formal risk management systems, but informal methods like risk mapping,
brainstorming sessions, and consultations with financial experts are commonly employed.

2. Risk Mitigation Strategies: SMEs use several risk mitigation strategies, including:

o Diversification: Expanding product lines, services, or geographic markets to reduce reliance
on a single source of income.

o Hedging: Some SMEs use financial instruments to hedge against risks, especially
those related to currency fluctuations or interest rates.

o Insurance: Many SMEs invest in insurance policies to cover potential risks related to
property, liability, and business interruption.

o Credit Management: Setting credit limits, evaluating customer
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creditworthiness, and monitoring overdue payments to reduce credit risk.

3. Use of Financial Instruments: Although some SMEs utilize derivatives for hedging, their use is
often limited due to high transaction costs and lack of expertise. Financial instruments like options, forward
contracts, and futures can help mitigate market risks, but SMEs tend to avoid these due to limited knowledge
and resources.

4. Risk Sharing and Partnerships: SMEs frequently engage in joint ventures, partnerships, and
outsourcing to share risks. This allows them to distribute risks across multiple entities, reducing the financial
burden on a single organization.

5. Cash Flow Management: Effective cash flow management is crucial for SMEs. Monitoring cash
inflows and outflows, forecasting future cash needs, and maintaining an emergency cash reserve are essential
practices for mitigating liquidity risk.

6. Cost Control and Operational Efficiency: By controlling costs and improving operational
efficiency, SMEs can reduce their exposure to financial risks. Strategies include optimizing supply chains,
minimizing waste, and automating processes.

7. Financial Forecasting and Planning: SMEs use budgeting and financial forecasting to anticipate
potential financial challenges and prepare for them in advance. A detailed financial plan can help mitigate
risks related to unforeseen expenses and revenue fluctuations.

8. Internal Control Systems: SMEs are increasingly adopting internal control systems, such as
accounting software and audit mechanisms, to ensure that financial processes are transparent and reduce the
chances of fraud or error.

2.4 Financial Risk Management in Indian SMEs

Indian SMEs face specific challenges in financial risk management due to the unique economic, regulatory,
and cultural environment. Key findings from studies on Indian SMEs include:

1. Limited Access to Formal Finance: Indian SMEs face difficulties in accessing formal credit
markets, as banks often require collateral, a feature many SMEs lack. This restricts their ability to manage
risks through diversified financing options.

2. Financial Literacy and Expertise: Many SMEs in India lack financial expertise and are less likely
to adopt formal risk management frameworks. They often rely on traditional methods, such as word-of-
mouth and personal relationships, to manage financial risks.

3. Impact of Government Policies: Government policies and regulations, such as the Goods and
Services Tax (GST) and demonetization, have significant implications for the financial stability of SME:s.
Regulatory changes often increase the financial burden on SMEs, especially those with limited resources for
compliance.

4. Credit Risk Management: Indian SMEs face high levels of credit risk due to delayed payments and
defaults from customers. A large portion of SMEs in India uses informal credit management practices, which
makes them vulnerable to liquidity crises.

5. Cash Flow and Liquidity Management: Poor cash flow management is a significant risk for Indian
SMEs. With long payment cycles and high dependence on credit, SMEs often face challenges in maintaining
adequate liquidity to meet financial obligations.
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6. Technological Adoption: While some Indian SMEs are beginning to use technology for financial
risk management, many still rely on traditional methods. The adoption of advanced technologies like ERP
(Enterprise Resource Planning) systems and financial forecasting tools is limited due to high implementation
costs and lack of awareness.

7. External Market Conditions: Indian SMEs are highly susceptible to fluctuations in global markets,
exchange rates, and raw material prices, especially in export-oriented sectors. The volatility in these external
conditions creates significant financial risks.

8. Cultural Factors and Risk Aversion: Indian SMEs are generally more risk-averse, preferring
conservative approaches to financial risk management. This cultural trait affects their ability to adopt
innovative financial strategies or embrace new opportunities that involve higher risks.

2.5 Review of Related Studies
Several studies have examined the financial risk management practices of SMEs. Notable findings include:

1. Hutchinson and Xavier (2006): Found that SMEs in emerging markets, including India, often lack
formal risk management frameworks. They rely on informal methods like maintaining liquidity buffers, which
are not always effective.

2. Miller and Leiblein (2005): Argued that SMEs with formal risk management strategies tend to
outperform those that do not. However, the study noted that resource constraints prevent many SMEs from
adopting sophisticated risk management practices.

3. Sharma and Singh (2013): Highlighted that Indian SMEs face unique challenges, including limited
access to financial markets and a lack of formal financial literacy, which hinders their ability to manage
financial risks effectively.

4. Kumari and Rani (2019): Found that while Indian SMEs acknowledge the importance of risk
management, only a small percentage use formal risk management tools, suggesting a need for increased
financial education and access to resources.

5. Kapoor (2021): Found that Indian SMEs are increasingly adopting digital tools like cloud-based
accounting software to manage risks, although these tools are still underutilized across the broader SME
landscape.

2.6 Research Gaps Identified
Despite the extensive literature on financial risk management in SMEs, several research gaps remain:

1. Limited Indian Context Studies: The majority of studies focus on SMEs in developed markets, with
limited research examining the specific challenges faced by Indian SMEs in financial risk management.

2. Lack of Longitudinal Studies: There is a need for longitudinal research that tracks the financial risk
management practices of SMEs over time to understand how they evolve and impact long-term financial
stability.

3. Sector-Specific Research: More research is needed on sector-specific financial risk management
practices in Indian SMEs, as practices may differ significantly across industries.

4. Technological Adoption: The role of technology in managing financial risks, particularly in Indian
SMEs, is underexplored. Future studies should focus on how SMEs can use technology to streamline risk
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management.

2.7 Conclusion

This chapter has provided a detailed review of the literature on financial risk management practices in SMEs,
focusing on both global and Indian contexts. While SMEs acknowledge the importance of managing financial
risks, they often lack the resources and expertise to do so effectively. Future research should focus on
addressing these gaps, particularly through sector- specific studies and exploring the potential of technology to
enhance risk management practices.

Chapter 3: Research Methodology

This chapter outlines the methodology employed to investigate the financial risk management practices of
Small and Medium Enterprises (SMEs) in India. The research design is structured to answer the research
questions regarding the types of financial risks SMEs face, how they identify and manage these risks, and the
challenges they encounter in implementing effective risk management strategies.

3.1 Research Design

The research follows a descriptive research design. Descriptive research is ideal for understanding the
characteristics of a phenomenon and gathering information on current practices without manipulating
variables. This design helps us explore the risk management practices of SMEs in their natural settings.

The research approach is both quantitative and qualitative, combining numerical data analysis with insights
from interviews to provide a holistic understanding of financial risk management.

3.2 Population and Sample

The target population for this study consists of Small and Medium Enterprises (SMEs) operating across
various sectors in India. The total number of SMEs in India is substantial, but this study will focus on a sample
drawn from a select geographical area to make the data collection manageable.

. Sampling Technique: A stratified random sampling technique is used. SMEs will be categorized
based on industry sectors such as manufacturing, services, retail, and others. Within each stratum, SMEs will
be selected randomly.

. Sample Size: The research sample will include 30 SMEs, ensuring that the sample is representative
of various industries and sizes of SMEs in India.

. Inclusion Criteria:

o SMEs of any size that qualify as an SME under the Indian government's definition (i.e.,
annual turnover of up to Rs. 250 crores for medium-sized enterprises).

. Exclusion Criteria:
o Start-ups or newly established firms with less than 3 years of operational history.
o SMEs that have not implemented any formal financial or risk management processes.

3.3 Data Collection Methods

Data will be collected through a structured questionnaire and semi-structured interviews, which will
enable the study to capture both quantitative and qualitative data.
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1. Questionnaire:
o The questionnaire will be divided into two main sections:
. Section 1: General information about the SME (industry, size, turnover, etc.).
. Section 2: Questions about financial risk management practices, such as risk

identification, risk assessment, strategies used for mitigation, and challenges faced.

o Type of Questions:

. Closed-ended questions (Likert scale, multiple choice) for quantifiable data.

. Open-ended questions to capture additional insights on financial risk management
strategies.

o Distribution: The questionnaires will be distributed electronically via email or using online

survey platforms (such as Google Forms). A follow-up will be made to ensure a high response rate.
2. Interviews:

o Semi-structured interviews will be conducted in SMEs. The interviews will be designed to
explore in-depth:

. Financial risk management practices.

. How financial risks are assessed and managed.

. Challenges faced in adopting risk management strategies.

o Interview Duration: Each interview will last between 30 to 45 minutes, and the responses

will be recorded with the consent of the interviewees.

o Sampling for Interviews: A subset of 20 SMEs from the sample will be selected for the interviews,
ensuring diversity in terms of sector and company size.

3.4  Data Analysis Techniques
The data will be analyzed using both descriptive statistics and thematic analysis:
1. Descriptive Statistics:

o The quantitative data from the questionnaires will be analyzed using descriptive statistical tools. This
will include:

» Frequency distributions to understand the prevalence of various financial risk management practices.
*=  Measures of central tendency (mean, median) to identify trends in risk management practices.

=  Cross-tabulations to assess how different SME characteristics (e.g., size, industry) correlate with financial
risk management practices.

3.5 Ethical Considerations

The research will adhere to ethical standards to ensure the protection of participants' rights and the integrity of
the data collection process. Key ethical considerations include:
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1. Informed Consent: All participants will be informed about the purpose of the research, their
voluntary participation, and their right to withdraw at any time without any consequences.

2. Confidentiality: All data collected will be kept confidential and will only be used for the purposes of
this research. Participant anonymity will be ensured, especially in the interviews.

3. Data Storage: All data (both digital and hard copies) will be securely stored and accessible only to
the research team.

4. Bias Prevention: Efforts will be made to avoid any researcher bias during the data collection and
analysis process. Respondents will be encouraged to express their true opinions without influence from the
interviewer.

3.6 Limitations of the Study

While this study aims to provide valuable insights into financial risk management practices, several
limitations need to be acknowledged:

1. Geographical Constraints: The study is limited to SMEs in India and may not be generalizable to
SMEs in other countries with different economic and regulatory environments.

2. Sample Size: Although 30 SMEs will be surveyed, this sample may not fully represent all SMEs in
India due to variability across different regions and sectors.

3. Response Bias: There is a possibility of response bias in self-reported data, especially in the
interviews, where participants may be inclined to provide socially desirable answers.

4. Data Availability: Some SMEs may be reluctant to share financial information due to concerns
about privacy, which could limit the data available for analysis.

3.7 Summary

This chapter has outlined the research design, methodology, and tools used to investigate financial risk
management practices in SMEs. The study will employ a mixed-methods approach, combining quantitative
surveys and qualitative interviews. Descriptive statistics will be used to interpret the data. The findings will
provide insights into the current state of financial risk management in Indian SMEs and the factors influencing
their practices.

Chapter 4: Data Analysis and Interpretation

4.1 Introduction

In this chapter, the data collected from the survey and interviews are analyzed and interpreted to understand
the financial risk management practices of SMEs in India. The analysis focuses on identifying key trends,
relationships, and patterns in the data. The findings are then discussed in the context of the research objectives
outlined in Chapter 1. The results will provide insights into how SMEs manage financial risks, the challenges
they face, and the strategies they employ.

4.2 Descriptive Analysis

The survey collected responses from 30 SMEs across various sectors, including manufacturing, services, and
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retail. The descriptive analysis of the survey data focuses on key aspects such as the types of financial risks
faced by SMEs, the most commonly used risk management practices, and the effectiveness of these practices.

4.2.1 Types of Financial Risks Faced by SMEs

The survey asked respondents to identify the most common types of financial risks faced by their businesses.
The results are summarized in the following table:

Financial Risk Type Percentage of SMEs Reporting Risk (%)
Credit Risk 60%
Market Risk 33%
Liquidity Risk 57%
Operational Risk 40%
Others 17%

From the table, it is clear that credit risk is the most common financial risk faced by SMEs, with 60% of
respondents reporting it. This is followed by liquidity risk (57%) and market risk (33%). Operational risk
here is (40%) also there are some Other risks that these SMEs face which is 17% in percentage.

4.2.2 Risk Management Practices

SMEs were asked about the risk management practices they employ to mitigate financial risks. The results are
summarized below:

Risk Management Practice [Percentage of SMEs Using Practice (%)

Diversification 10%

Insurance 16.7%

Cash Flow Management  |30%

Hedging 13.3%
Debt Management 16.7%
Other 30%

The most commonly employed risk management practice is cash flow management, with 30% of SMEs using
this practice. This indicates that managing liquidity is a priority for SMEs. Other commonly used practices
include insurance (16.7%) and debt management (16.7%). The relatively low use of hedging (13.3%)
suggests that many SMEs are not actively using financial instruments to mitigate market risks, which could be
due to the costs and complexity of such strategies, also Diversification is 10% and different SMEs use Other
risk management Practices which is 30%.
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QUESTIONNAIRE

A. DEMOGRAPHICS

1. Name:
2. Age:
3. Gender:

B. QUESTIONS:

4. Number of years the business has been operational
30 responses

n

4 (13.3%) 4 (13.3%) 4 (13.3%)
|

4 3 (10%)

1(3.3%) 1(3.3%) 1(3.3%) 1(3.3%) 1(3.3%) 1(3.3%) 1(3.3%)

0
3 o 1 1.3 2 23 25 3 4 <] G a8

5. Does your SME have a formal financial risk management plan?
30 responses

® Yes
® No

70% of the SME have formal financial risk management plan, but 30% of the SME doesn’t have any formal risk
management plan.
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6.Which types of financial risks are most common in your SME?
30 responses

Liquidity Risk 17 (56.7%)
Credit Risk 18 (60%)
Market Risk 10 (33.3%)
Operational Risk 12 (40%)
Other 5(16.7%)
0 5 10 15 20

As we can see in this graph, 60% of the SMEs consider Credit Risk as the most common Financial Risk in
their business, 56.7% have answered Liquidity Risk for the question , 40% have seen the Financial Risk as
most common in their business, 33.3% have seen Market Risk as a threat amd 16.7% consider Other risks as
the most common risk in their business.

7.What strategies do you currently use to manage financial risks?
30 responses

@ Cash flow Management
® Insurance

@ Hedging

@ ODiversification

@ Debt management

® Other

As we can see in this graph, 30% of the SMEs currently use Cash Flow Management as a strategy to manage
Financial Risks , 16.7% consider Insurance as an Option , other 16.7% consider Debt Management as a
Strategy , 13.3% use Hedging and another 13.3% use Other strategies for the same, 10% of the SMEs also use
Hedging as a Financial Risk Management Strategy.

8. How frequently do you assess financial risks in your business?
30 responses

® Monthly

® Quartery
@ Annuaily
® Never

As we can see in the graph, 43.3% of the sample of SMEs assess financial risks in business Monthly , 30% of
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them assess it Quarterly and the rest have answered Annually or Never.

9.What are the biggest challenges you face in managing financial risks?
30 responses

@ Lack of financial knowledge
@ Limited access to financing
© Market volatility

@ Regulatory changes

@® Others

As we can see in the graph, 33.3% of the sample faces the challenge of shifting Market Volatility, 30% of
them consider Limited access to financing as a challenge, Regulatory changes and Lack of Financial
Knowledge has the percentage of 13.3% each. 10% have answered Others.

10.Do you think your financial risk management practices are sufficient?

30 responses

® Yes
® No

As we can see in the graph, 56.7% of the SMEs have considered their Financial Risk Management as
Sufficient and the other 43.3% have considered their practices Non sufficient for the business.

11.Who is primarily responsible for financial risk management in your SME?

30 responses

® Business Owner/Founder
@ Finance Manager

@ External Consultant

@ No one in particular

As we can see in the graph, 33.3% of the SMEs have pointed the Business Owner/ Founder responsible for
Financial Risk Management, the other 33.3% have figured that the Finance manager is responsible for the
cause, 20% have considered No one in particular to be responsible for the same and 13.3% have considered
the External Consultant responsible for the Financial Risk Management.
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12.What kind of support would help improve your financial risk management practices?
30 responses

@ Access 1o expert financial advice
@ Training and workshops

Better digital toolsisoftware
@ Government support schemes

As we can see in the graph, 30% of the SMEs think that Access to expert Financial Device could help them
improve their financial risk management practices , 30% think that it can be improved with Trainings and
Workshop , 20% consider Better Digital Tool/ Software to help in improving it and the other 20% consider
Government Support Schemes can be beneficial for Financial Risk Management Practices.

. Answers to the Questions based On the Data Analysis

1. What are the major financial risks faced by SMEs in India?

Answer: SMEs in India primarily face credit risk (60%), followed by liquidity risk (57%), operational risk
(40%), and market risk (33%). Credit and liquidity issues often stem from delayed payments and limited
access to working capital, while operational and market risks relate to internal inefficiencies and external
economic fluctuations. About 17% also report other risks like compliance or policy changes.

2. What financial risk management strategies do SMEs in India currently employ?

Answer: The most commonly used strategy is cash flow management (30%), highlighting the focus on
liquidity. Insurance and debt management (16.7% each) are also used, while hedging (13.3%) and
diversification (10%) see limited adoption, likely due to their complexity and cost. About 30% use other
informal or sector-specific strategies.

3. How aware are Indian SMEs of formal financial risk management frameworks?

Answer: Awareness appears limited, as shown by the low adoption of structured practices like hedging and
diversification. Many SMEs rely on informal methods, suggesting a lack of financial literacy, access to
expertise, and understanding of formal frameworks.

4. What factors influence the adoption of formal risk management practices in SMEs?
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Answers: Adoption is influenced by business size, financial expertise, industry type, perceived cost and
complexity, and access to training or institutional support. SMEs with better resources or operating in
regulated sectors are more likely to use formal risk management practices.

Chapter 5: Findings, Suggestions, and Conclusion

This chapter provides a comprehensive discussion of the findings from the research conducted on the financial
risk management practices of Indian SMEs, based on the data collected through surveys and interviews. The
findings are analyzed in relation to the research objectives, and the implications for SME managers are
discussed. In addition, this chapter presents practical suggestions for improving risk management practices in
Indian SMEs and concludes with the overall insights of the study.

5.1 Findings

The primary objective of this research was to understand how Indian SMEs manage financial risks and to
identify the factors that influence the implementation of risk management practices. Based on the analysis of
the survey data and interviews, the following key findings were identified:

The analysis of the data collected through surveys and interviews reveals several important findings about the
financial risk management practices of SMEs in India:

. Types of Risks: The most common financial risks faced by SMEs are liquidity risk, credit risk, and
market risk. Liquidity risk is the most prevalent, with 57% of SMEs reporting it, followed by credit risk
(60%) and market risk (34%). These risks are primarily related to cash flow issues, delayed payments, and
fluctuations in the market.

. Risk Management Practices: SMEs use various risk management practices to mitigate financial
risks, with the most commonly used strategies being cash flow management (30%), insurance (16.7%), and
debt management (16.7%). These practices are essential for addressing the liquidity and credit risks faced by
SMEs. However, more sophisticated risk management strategies, such as hedging (13.3%), are less
commonly used.

. Challenges Faced by SMEs: These challenges include lack of financial knowledge, limited access
to finance, and market volatility. Many SMEs are unaware of formal risk management strategies and rely on
informal methods, such as personal relationships with banks, to manage risks.

. Effective Strategies: SMEs that successfully manage financial risks adopt strategies such as
building strong relationships with financial institutions, using technology for financial management, and
diversifying revenue streams. These strategies help mitigate risks and improve financial stability.

1. Awareness of Financial Risks:

o A significant proportion of SMEs (around 60%) are aware of financial risks, such as credit, market, and
liquidity risks. However, many SMEs have limited awareness of other types of risks like operational and
foreign exchange risks.

o  Smaller enterprises, particularly those with lower turnover, showed less awareness and understanding of
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the importance of a structured financial risk management strategy.
2. Formal Risk Management Practices:

o Larger SMEs with annual turnovers greater than Z10 crores were more likely to have formalized risk
management practices. These SMEs use tools like hedging, insurance, and diversification to manage financial
risks.

o In contrast, smaller SMEs, especially those with turnovers under 210 crores, often rely on informal
methods, such as relying on the experience of the business owner or external advice, to mitigate financial
risks.

3. Barriers to Effective Risk Management:

o Resource Constraints: A major barrier to the adoption of effective risk management practices in SMEs
is the lack of resources, both financial and human. Many SMEs struggle to allocate enough resources for a
dedicated risk management function.

o Lack of Skilled Personnel: SMEs often lack in-house professionals with expertise in financial risk
management. This gap leads to a reactive approach to risk management rather than a proactive one.

o Complexity of Regulatory Environment: SMEs also face challenges related to the changing regulatory
landscape, including tax laws and government policies. This adds complexity to risk management efforts,
particularly for SMEs operating in multiple regions or industries.

4. Impact of External Factors:

o Economic Volatility: The findings showed that external economic factors, such as fluctuations in demand
and changes in raw material prices, heavily impact SMEs. Manufacturing and retail SMEs are particularly
vulnerable to these risks.

o Government Policies: Regulatory changes, such as tax reforms and changes in GST, were seen as
significant factors influencing risk management strategies. SMEs in regulated sectors tend to invest more
resources in managing financial risks to comply with these regulations.

5.2 Suggestions for Improving Financial Risk Management in SMEs

Based on the findings of the study, the following suggestions are made to improve the financial risk
management practices of Indian SMEs:

° Increase Awareness and Education:

o SMEs need to invest in educating their management teams about the various types of financial risks, the
importance of managing these risks, and the tools available for doing so.

o Financial institutions, industry bodies, and government agencies could play a crucial role in offering
training programs, workshops, and seminars to help SMEs understand financial risk management better.

e Promote Formal Risk Management Frameworks:

o Larger SMEs that have adopted formal risk management practices should set an example for smaller
businesses. Smaller SMEs can learn from these practices and implement simplified risk management
frameworks based on their needs and resources.

o Government or industry bodies could provide guidelines or frameworks to assist SMEs in developing
structured risk management strategies that align with their size and scope.
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e Leverage Technology:

o SMEs should explore the use of technology to help identify, assess, and manage financial risks. Financial
risk management software and tools can help streamline risk analysis and reporting processes, making it easier
for SMEs to adopt best practices.

o Cloud-based solutions and Al-based tools could offer affordable and scalable options for SMEs to
implement risk management strategies, regardless of their size.

° Enhance Resource Allocation:

o) SMEs should allocate more resources, both financial and human, towards risk management. Even if the
resources are limited, SMEs can begin by designating specific personnel for risk management tasks or
outsourcing these functions to consultants.

o Encouraging small businesses to view risk management as an investment rather than an expense can help
them prioritize it in their budgets.

o Government Support and Policy Advocacy:

o Government policies that provide financial support for risk management practices should be extended to
SMEs. For example, offering financial incentives for SMEs that implement risk management strategies could
encourage their adoption.

o Simplifying regulatory compliance processes and offering tax breaks for SMEs that invest in risk
management systems can also help reduce the burden on small businesses.

o Strengthen External Support Networks:

o SMEs can benefit from establishing stronger relationships with external financial advisors,
insurance providers, and risk management consultants. These external experts can guide SMEs in
implementing effective risk management practices tailored to their specific needs.

o Enhance Financial Literacy: Many SMEs lack formal training in financial risk management.
Government programs, workshops, and online resources can help SME owners and managers improve their
financial literacy and understanding of formal risk management strategies. This will enable them to make
more informed decisions about managing financial risks.

° Access to Affordable Financial Products:

SMEs often face challenges in accessing affordable financing options, which limits their ability to implement
effective risk management strategies. Financial institutions should offer more tailored products, such as low-
cost loans and risk management tools, specifically designed for SMEs. The government could also play a role
by providing subsidies or guarantees to improve access to finance.

. Promote the Use of Financial Technology: The use of financial management software can help
SMEs track their cash flow, monitor expenses, and forecast future financial needs. Government and financial
institutions should encourage the adoption of financial technology (FinTech) among SMEs by offering
incentives, training programs, and access to affordable tools.

o Adopt Formal Risk Management Practices: While many SMEs use informal methods to manage
risks, the adoption of formal risk management practices such as hedging and diversification could help
SMEs better prepare for market fluctuations and external shocks. SMEs should be educated about the benefits
and costs of such strategies.
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o Strengthen Relationships with Financial Institutions: Building strong and trustworthy
relationships with banks and financial institutions can help SMEs secure favorable financing terms and gain
access to financial risk management tools. SMEs should prioritize relationship-building with financial
institutions and seek advice on managing financial risks.

o Government Support for Risk Management: The government can play a crucial role in supporting
SMEs by offering incentives for adopting risk management practices, creating awareness campaigns, and
providing financial products that cater to the unique needs of SMEs.

5.3 Conclusion

The study has provided valuable insights into the financial risk management practices of SMEs in India. While
SMEs are increasingly recognizing the importance of managing financial risks, there is a significant gap
between awareness and action. Larger SMEs tend to have more formalized risk management processes, while
smaller enterprises often adopt informal, reactive approaches.

The findings underscore the need for increased awareness, better resource allocation, and the adoption of
formal risk management frameworks. It is crucial for both SMEs and policymakers to address these challenges
to enhance the financial resilience of SMEs in India.

In conclusion, effective financial risk management is critical for the long-term sustainability of SMEs. By
implementing structured practices, leveraging technology, and fostering a culture of risk awareness, SMEs can
better navigate the challenges of an increasingly volatile economic environment.

5.4 Recommendations for Future Research
While this study offers valuable insights, there are several avenues for future research:
l. Impact of Risk Management on SME Performance:

o Future studies could explore the direct relationship between the implementation of risk management
practices and the financial performance of SMEs.

2. Sector-Specific Studies:

o Further research could focus on specific sectors (e.g., IT, retail, or manufacturing) to better understand
how financial risk management practices vary across industries.

3.  Longitudinal Studies:

o A longitudinal study could track the changes in risk management practices over time and assess the
effectiveness of these practices in mitigating financial risks.

4. Role of Government and Financial Institutions:

o Research could also examine the role of government policies and financial institutions in supporting
SMEs with their risk management practices and the impact of these policies on SME performance.
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Annexure A: Survey Questionnaire

This annexure includes the Survey Questionnaire used to collect data from SMEs for the research study. The
questionnaire covered various aspects of financial risk management practices, challenges, and strategies
implemented by SME:s.

Section 1: General Information

l. Name of the respondent:

2. Age:

3. Gender:

4. Sector of the SME:

5. Number of years the business has been operational:

Section 2: Financial Risk Management Practices

l. Does your SME have a formal financial risk management plan? (Yes/No)

2. Which types of financial risks are most common in your SME? (Multiple choices allowed)
o Liquidity risk

o Credit risk

o Market risk

o Operational risk

o Other (Please specify):

3. What strategies do you currently use to manage financial risks? (Multiple choices allowed)
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o Cash flow management
o Insurance
o Hedging
o Diversification
o Debt management
o Others (Please specify):
4. How frequently do you assess financial risks in your business?
o Monthly
o Quarterly
o Annually
o Never

Section 3: Challenges in Financial Risk Management

l. What are the biggest challenges you face in managing financial risks?

o Lack of financial knowledge

o Limited access to financing

o Market volatility

o Regulatory changes

o Others (Please specity):

2. Do you think your financial risk management practices are sufficient? (Yes/No)

Annexure B: Data Tables

This annexure contains the detailed data tables from the survey responses. These tables were analyzed in
Chapter 4: Data Analysis and Interpretation.

l. Table 1: Frequency of Financial Risk Management Practices Among SMEs
2. Table 2: Types of Financial Risks Encountered by SMEs

3. Table 3: Strategies Adopted by SMEs for Risk Mitigation

4. Table 4: Impact of Risk Management on SME Performance

5. Table 5: Barriers to Effective Financial Risk Management in SMEs

Annexure C: Interview Transcripts

This annexure contains the transcripts of the interviews conducted with SME owners and industry experts.
The interviews provided qualitative insights into the challenges and practices related to financial risk
management.

. Interview 1: Transcript with Mr. Rajesh Kumar, SME Owner (Manufacturing Sector)

. Interview 2: Transcript with Ms. Sunita Sharma, SME Owner (Retail Sector)
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. Interview 3: Transcript with Mr. Arun Verma, Financial Advisor
Annexure D: Additional Supporting Documents

This annexure includes other documents and reports that were referred to during the research, as well as any
charts, graphs, or secondary data sources.

1. Document 1: Ministry of Micro, Small, and Medium Enterprises (MSME) Annual Report on
Financial Health of SMEs in India

2. Document 2: Reserve Bank of India Guidelines on Financial Risk Management for SMEs

3. Chart 1: Risk Exposure of SMEs in India by Sector (Graph showing risk levels across sectors)
4. Document 3: International Financial Risk Management Standards for SMEs
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