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Abstract

This study examines how Indonesia’s banking sector can unlock green financing for rural
Micro, Small, and Medium Enterprises (MSMEs) and thereby accelerate the national
transition toward a circular economy. Although rural MSMEs generate 61.1 % of GDP and
employ more than 97 % of the workforce, most still operate in linear value chains and struggle
to access sustainable credit. Green loans currently represent only 4.5 % of total bank lending
and are concentrated among large corporations, leaving rural businesses underserved. Using a
systematic literature review enriched with recent policy and financial data, we identify three
intertwined barriers: limited green-finance literacy, rigid collateral-based credit scoring that
overlooks environmental merit, and weak digital financial inclusion in rural areas. The paper
proposes a strategic framework in which banks deploy inclusive green instruments such as
earmarked micro-green loans and blended-finance guarantees embed environmental, social,
and governance metrics into eligibility screening, and deliver targeted capacity-building
programs through digital channels. By adopting these measures and collaborating with
government agencies and business associations, banks can simultaneously mitigate portfolio
risk, broaden their rural market, and catalyse MSME investment in renewable energy, waste
valorisation, and resource-efficient production. The findings provide actionable guidance for
policymakers and financial institutions seeking to scale sustainable finance and demonstrate
the pivotal role of rural MSMEs in Indonesia’s low-carbon economic transformation.

Keywords: circular economy, rural MSMEs, green financing, banking strategy, financial
inclusion

INTRODUCTION

Access to green financing for rural Small and Medium Enterprises (SMEs) is becoming
increasingly important in the context of sustainable economic development in Indonesia. SMEs serve
as the main pillar of the national economy contributing around 61.1% of the Gross Domestic Product
(GDP) and absorbing more than 97% of the workforce (Hayati & Yulianto, 2020). However, many
rural SMEs face difficulties in gaining access to adequate finance, especially for sustainability-
oriented and environmentally friendly projects (Anis et al., 2023). Currently, green credit represents
only 4.5 percent of total bank financing and the majority is allocated to large companies, leaving rural
MSMEs underserved (OJK, 2024). In an effort to achieve the Sustainable Development Goals (SDGs),
especially the 8th goal that emphasizes inclusive and sustainable economic growth, the role of
banking becomes very strategic. Banks in Indonesia are expected to not only focus on profitability,
but also contribute to environmental sustainability through financing policies that support green
projects (Kumar et al., 2024). Despite initiatives from the Financial Services Authority (OJK) to
develop a sustainable finance roadmap, implementation on the ground still faces various obstacles,
including a lack of understanding of sustainable finance principles among SMEs and banks (Abubakar
et al,, 2022).
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One of the main challenges faced by rural SMEs is the lack of knowledge about green financing
and its benefits. Many SMEs do not realize that green financing can help them develop a more
sustainable business (Kumar et al.,, 2024). In addition, banks often prefer to lend to large
companies that are considered more stable and have lower risks, so SMEs are often overlooked (Anis
et al., 2023). Banking has an important role to play in changing this paradigm by providing more
environmentally friendly products and services. By integrating environmental, social and governance
(ESG) aspects in banking practices, banks can create synergies between economic growth and
environmental preservation (Hayati & Yulianto, 2020). This is in line with the government's efforts to
encourage sustainable economic growth and reduce negative impacts on the environment (OJK,
2024).

The novelty of this article lies in the in-depth analysis of access to green financing for rural SMEs
and how banks can play a key role in promoting a sustainable circular economy. By adopting the
principles of sustainable finance, banks can help SMEs to gain access to necessary financing for
projects that support sustainability (Kumar et al., 2024). This will also help raise awareness of the
importance of sustainability among SMEs. The importance of collaboration between banks,
governments, and SMEs cannot be overlooked. This cooperation can create an ecosystem that
supports the development of green financing and encourages SMEs to shift to more sustainable
business practices (Anis et al., 2023). Thus, banking can act as a catalyst in the transition to a more
sustainable circular economy in Indonesia (Hayati & Yulianto, 2020). This research aims to explore
strategies that can be adopted by banks to increase access to green financing for rural SMEs and its
impact on the circular economy in Indonesia. By understanding the challenges and opportunities, it
is expected that effective solutions can be found to increase access to green financing for SMEs, so
that they can contribute more to sustainable economic development (Kumar et al., 2024).

LITERATURE REVIEW

1. Green Financing
Green financing is the provision of funds for projects that have a positive impact on the
environment, including investments in renewable energy, energy efficiency, and other
environmentally friendly practices. This concept is becoming increasingly important in the
context of climate change and the need to achieve sustainable development goals (Yuliawati
et al., 2017). Green financing not only helps reduce negative environmental impacts, but
also encourages innovation and sustainable economic growth. In this case, financial
institutions act as a link between investors and green projects, so that they can provide the
financial support needed to realize sustainable initiatives (Sachs et al., 2019).

2. Small and Micro Enterprises (SMEs)
Small and Micro Enterprises (SMEs) are a very important sector in the Indonesian economy,
contributing significantly to job creation and economic growth. Despite the huge potential
of SMEs, they often face challenges in accessing financing, especially for sustainability-
oriented projects (ldrus et al., 2024). Many SMEs have not fully adopted environmentally
friendly practices, which may hinder their ability to obtain financial support from financial
institutions. Therefore, it is important for SMEs to understand and apply the principles of
green financing in order to participate in a more sustainable economy and gain access to the
resources necessary for their growth (Adhitya & Farida, 2023).

3. Banking
Banking has a strategic role in supporting green financing and promoting sustainability in the
SME sector. As financing providers, banks are not only responsible for providing funds, but
also for ensuring that the financed projects do not harm the environment (Adhitya & Farida,
2023). Banks can develop financing products specifically designed to support SMEs in
implementing green practices, such as loans for renewable energy projects or waste
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management initiatives. In addition, banks can also play a role in increasing the awareness
and capacity of SMEs through education and training programs on green financing, so that
they can be better equipped to adopt sustainable practices and gain access to the necessary
financing (Maryanti et al., 2021).
4. Circular economy
Circular economy is an economic model that focuses on reducing waste and efficient use of
resources through recycling and reuse practices (Giagnocavo in Yi, 2023). In the context of
SMEs, implementing circular economy principles can help improve sustainability and
operational efficiency, while reducing the environmental impact of their business activities
(Idrus et al., 2024). By integrating the circular economy into their business strategy, SMEs
can not only reduce their operational costs, but also increase their competitiveness in a
market that is increasingly concerned about environmental issues. Therefore, support from
banks in the form of green financing is crucial to encourage SMEs to shift to a more
sustainable circular economy model, which in turn can contribute to broader economic
growth and environmental preservation (Sachs et al., 2019).

Table 1. Previous Research

Name of Title of Article Research Result Limitation
Author
Research shows that banks
Green Banking and | have a responsibility towards | Limited to data
(Adhitya & | Infrastructure Project | the environmental risks of the | taken from the SRI
Farida, Financing for Sustainable | projects they finance, and | index and does not
2023)) Development green banking can help achieve | cover all banks in
sustainable development. Indonesia.
Green finance has the potential | It does not include
Green Finance in Circular | to  support the circular | in-depth empirical
(Kumaret | Economy: A Literature | economy and sustainability, but | studies and focuses
al., 2024) Review challenges remain in terms of | more on analyzing
understanding and | the literature.
implementation among
businesses.
Identifying Environmental, | ESG implementation in SMEs | Limited to SMEs
(Putri & Social, and Governance | can improve growth and | assisted by Bank
Ros (ESG) Implementation | sustainability, but many SMEs | Indonesia and does
Bangun towards  Growth and | have yet to implement| not include other
,2023) Sustainability environmentally friendly | SMEs.
practices.
Analysis of the | There are synergies between
Relationship between the | circular economy principles and | Qualitative in
(Idrus et Implementation of Circular | financial inclusion that can help | nature and may not
al., 2024) Economy Principles and | reduce poverty, but there are | be generalizable to

Financial  Inclusion to
Poverty  Alleviation in
Indonesia

challenges in accessing finance
for businesses that embrace
these principles.

all contexts in
Indonesia.
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Analysis of Sustainable | The disclosure of sustainable | It only covers 15
(Krisna Finance and Green | finance and green financing in | banks that report
Bayu & Financing Disclosure in | Indonesian  banks is still | sustainability
Novita, Indonesian Banking relatively low, although there | reports and does
2021) has been an increase since the | not cover all banks
issuance of OJK regulations. in Indonesia.
Banks in Indonesia have shown
(Maryanti a  positive  response  to | It does not cover all
etal, Banking Sustainability in | sustainability issues, but | banks in Indonesia
2021) Indonesia challenges remain in the overall | and focuses more
implementation of | on large banks.
sustainability principles.
All variables affecting green
banking adoption have a strong | Limited to banks in
(Fakhiraet | Green Banking Adoption | relationship, and adoption | Jabodetabek  and
al., 2023) Strategy (Case Study of | strategies can be carried out | does not cover
Banks in Jabodetabek) through product innovation | other regions in
and increased public education. | Indonesia.
RESEARCH METHODS

The research method used in this study is a literature study. Literature study is a process that
involves collecting data from various sources, reading, recording, and processing relevant
information for research. Through this study, researchers can study reference books and the results
of previous related research so as to build a theoretical basis for the problem being studied.
Literature study also means collecting data by examining books, articles, notes, and reports that are
relevant to the problem to be solved. According to (Sugiyono, 2015) literature studies are theoretical
studies and references related to culture, values, and norms in the social context being studied. In
this study, the type of data used is secondary data, which is obtained from various institutional
reports, scientific articles, websites, books, and relevant regulations. The main source of data is
journals published by trusted publishers. The data collection technique used in this research is
documentation, which is looking for information about variables in the form of notes, books, papers,
articles, journals, and so on (Arikunto, 2016). After all the data is collected, the next step is to analyze
the data to draw conclusions.

RESULTS AND DISCUSSION

Access to Green Financing for Rural SMEs: Barriers and Needs

The literature review revealed that access to green financing for rural SMEs in Indonesia still
faces significant obstacles. The green financing theory that states the provision of funds for projects
with positive environmental impacts (Yuliawati et al., 2017) has not been fully realized in the rural
SME sector. Although SMEs are a pillar of the national economy, many of them have difficulty gaining
access to adequate finance for sustainable projects (Anis et al., 2023). This is in line with the
theoretical explanation of SMEs which states that this sector often faces challenges in accessing
financing, especially for sustainability-oriented projects (ldrus et al., 2024). This limitation is
exacerbated by SMEs' lack of understanding about green financing and its benefits (Kumar et al.,
2024). Data shows that the volume of green financing in Indonesia's banking sector is still very low,
only 4.5% of total national credit, with the majority channeled to large companies (OJK, 2024). This
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indicates that banks, despite their strategic role in supporting green financing (Adhitya & Farida,
2023) still tend to favor borrowers that are considered more stable, ignoring the potential of SMEs.
Banking's Role as a Catalyst for Circular Economy

In accordance with banking theory that emphasizes the bank's responsibility not only in
providing funds but also ensuring the financed projects do not damage the environment (Adhitya &
Farida, 2023), the review results show that banking has a central role in encouraging a circular
economy. The integration of ESG aspects in banking practices can create synergies between
economic growth and environmental preservation (Hayati & Yulianto, 2020). Banks can develop
specialized financing products for SMEs that implement environmentally friendly practices, such as
loans for renewable energy or waste management. However, a critical analysis of the literature also
highlights that the disclosure of sustainable finance and green financing in Indonesian banks is still
low in Krisna Bayu & Novita's (2021) study, despite the positive response to sustainability issues
(Maryanti et al., 2021). This indicates a gap between commitment and implementation. To support
SMEs' transition to a circular economy model, which focuses on waste reduction and efficient
resource use (Giagnocavo in Yi, 2023). Banks need to be more proactive in providing financial support
and education. Green financing support from banks is essential for SMEs to transition to a more
sustainable circular economy model (Sachs et al., 2019).

Banks can technically play this role by developing and offering specific financial products such
as green loans and bonds whose funds are allocated to green initiatives, as reflected by green
lending (Febrianto et al., 2024). Banks also actively provide financial incentives, such as lower interest
rates for SMEs that adopt sustainable business practices and reduce greenhouse gas emissions,
thereby encouraging the adoption of green practices (Febrianto et al., 2024). Furthermore, banks
are technically expanding their risk assessment frameworks to include environmental and social
aspects beyond financial risks, to strengthen their risk mitigation capabilities related to their
investment portfolios (Febrianto et al., 2024).

Strategy for Improving Green Financial Access and Literacy

To overcome the barriers, the literature underscores the need for a comprehensive strategy.
Improving green finance literacy among rural SMEs is key, as lack of knowledge is a major challenge
(Abubakar et al., 2022). Banks can play a role in increasing the awareness and capacity of SMEs
through education and training programs on green financing (Maryanti et al., 2021). This is in line
with the findings of Fakhira et al (2023) who stated that green banking adoption strategies can be
carried out through product innovation and increased public education. In addition, financial
inclusion and digital access in rural areas are also crucial. There are synergies between circular
economy principles and financial inclusion that can help reduce poverty (Idrus et al., 2024). By
facilitating digital access, SMEs can more easily apply for and manage green financing. Collaboration
between banks, governments, and SMEs is essential to create an ecosystem that supports the
development of green financing and encourages SMEs to shift to more sustainable business practices
(Anis et al., 2023). This will enable SMEs to contribute more to sustainable economic development,
in line with the SDGs goals that emphasize inclusive and sustainable economic growth.

CONCLUSION

This article asserts that access to green financing for rural Small and Medium Enterprises
(SMEs) is a vital key in driving a sustainable circular economy in Indonesia, where banks play a
strategic role as the main catalyst. Although rural SMEs contribute significantly to the economy, they
still face serious obstacles in securing green financing, mainly due to banks' lack of understanding
and preference for larger entities, which is reflected in the low allocation of green credit to the
sector. Therefore, banks should be proactive in developing inclusive green finance instruments,
simplifying eligibility criteria based on environmental considerations, and massively increasing green
finance literacy and digital access in rural areas. Close collaboration between banks, government,
and SME players is essential to create a supportive ecosystem, enable rural SMEs to adopt
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sustainable business practices, and ultimately, accelerate Indonesia's transition to a resilient and
environmentally-friendly circular economy.

The limitations of this study lie in the limited scope of data from a few references, the focus on
systematic literature analysis without primary data collection from some sources and the potential
limitations of publication time which may not fully reflect the current dynamics.
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