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Abstract
Microfinance is a financial service aimed at individuals or small businesses that
typically do not have access to conventional banking and financial services. It aims
to promote economic independence and reduce poverty by providing credit,
savings, insurance, and other financial services to small businesses and low-
income individuals. These services assist them in starting or expanding their
businesses, increasing their income, and gradually improving their standard of
living. The research method conducted in this study is the literature research
method. The results of the literature review show that microfinance has significant
potential in supporting entrepreneurial activities, increasing income, and reducing
poverty. Furthermore, microfinance has proven to be effective in enhancing
women's economic capacity, giving them access to financial resources that were
previously unreachable. However, its effectiveness depends on a number of
factors such as programme design, local economic conditions, and the level of
financial literacy of the recipients. The research also identified several challenges,
including the risk of over-indebtedness and financial instability for borrowers.
Keywords: Microfinance, Economic Empowerment, Underprivileged.

Introduction

Poverty and economic inequality are two major issues faced by many countries
in the world, including Indonesia. The underprivileged often experience difficulties in
accessing various financial services, especially those related to financing (Abbakary &
Kilamlya, 2024). This is one of the main obstacles to their economic empowerment.
Microfinance has emerged as an innovative solution to bridge this gap, with the main
objective of improving the welfare of the grassroots through providing access to
financial services (Adhariani, 2022).

Underprivileged communities, often categorised as low-income, face complex
economic challenges. They generally work in the informal sector, have limited

' Correspondence author

2504


mailto:erwin@hukum.untan.ac.id
mailto:hmidun2627@gmail.com

education, and lack access to economic resources, including formal financial services
(Aerra, 2022). This creates a cycle of poverty that is difficult to break as they do not have
the means to invest in education, health, or small business development that could
provide them with a more stable and growing income. In addition, the absence of social
security to deal with emergency situations also increases their economic vulnerability.
Therefore, these difficult economic conditions place the underprivileged at a
disadvantage, where they are forced to face the consequences of chronic poverty and
the inability to improve their quality of life without external assistance (Amoakohene et
al., 2023).

Microfinance has been globally recognised as an effective toolin the fight against
poverty, as well as a driver of economic empowerment for the grassroots. By offering
access to credit, savings, and other financial services, micro-entrepreneurs are given the
opportunity to grow, which in turn can improve their income and quality of life. This
model does not only focus on providing financial loans, but also includes aspects of
capacity building, financial management training, and other technical support needed
for business continuity (Anand & Karn, 2023).

In Indonesia, the micro, small, and medium enterprise (MSME) sector
contributes a significant proportion to the Gross Domestic Product (GDP) and is one of
the largest providers of employment (Asha & Senapathy, 2022). However, MSMEs,
especially micro businesses, often face constraints in accessing financing from formal
financial institutions due to factors such as collateral, credit history, and administrative
capacity. This situation places microfinance as the key to unlocking the untapped
economic potential of this sector (Ayodele & Kayode, 2023).

However, while microfinance has great potential in economic empowerment,
there are still various challenges and obstacles to overcome. The question is, how
effective is microfinance in economic empowerment, especially for the grassroots? Can
microfinance not only help in business survival but also in other aspects of business
development? And how can microfinance be customised to overcome the challenges?

Therefore, the importance of research on microfinance as a tool for economic
empowerment of the grassroots is increasingly relevant. This research is expected to
provide in-depth insight and evaluation on the effectiveness of microfinance, as well as
provide strategic recommendations for further improvement and development in the
economic empowerment of the grassroots.

Research Methods

The study conducted in this research uses the literature research method. The
literature research method is one of the research methods that relies on data sources
in the form of documents, books, journal articles, research reports, and other scientific
publications as a basis for analysing, reviewing, and synthesising knowledge related to
the research topic. (Klarin, 2024); (Kraus et al., 2024).
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Results and Discussion
Concept of Microfinance

Microfinance is a financial service aimed at individuals or groups who have
limited access to conventional banking and financial services. It is designed to support
small and micro enterprises, often run by people from low-income or marginalised
communities who do not meet the standard lending criteria of large banks (Babalola et
al., 2023). Microfinance encompasses a range of financial products such as microcredit,
savings, insurance, and money transfers, all of which aim to facilitate individual or group
economic growth, help reduce poverty, and promote financial inclusion (Baskaran et al.,
2022).

The basic principles of microfinance are built on the foundation of providing
access to financial services for those who are not typically served by traditional financial
institutions. The key concept is financial inclusion, which means extending the reach of
financial services to low-income groups and micro and small enterprises (Basnet, 2023).
This principle is geared towards supporting economic growth from below, empowering
individuals and groups, and helping to reduce economic inequality through the
provision of credit, savings and other financial products tailored to their needs.
Microcredit, as a core part of microfinance, emphasises on providing small loans to start
or expand small businesses, with the hope of promoting financial independence and
economic growth (Bhati, 2020).

Moreover, microfinance rests on the principles of trust and shared responsibility.
In many models, such as loan groups or community banks, group members vouch for
each other to minimise risk and increase the sense of responsibility for the loan
(Boluwaji & Opeyemi, 2020). This creates an environment where borrowers not only
gain access to financial services but also become part of a support network that
promotes good business management practices and skills development. Responsible
financial practices, such as teaching on money management and business planning, are
also important aspects of microfinance, enhancing long-term success for both
borrowers and FSPs (Borthakur & Boruah, 2023).

Microfinance models have evolved to meet the needs of diverse communities
around the world, with each model having specific characteristics aimed at addressing
the barriers faced by micro and small businesses (Bui-Thanh et al., 2022). One of the
most recognisable models is the Grameen Bank in Bangladesh, pioneered by
Muhammad Yunus. This model focuses on a group system where each member is
responsible for the loans of other members in the group, which creates a form of social
security and lowers credit risk (Cooke & Amuakwa-Mensah, 2021). Other models include
microfinance institutions (MFIs) that provide a range of financial products including
savings, credit, insurance, and money transfers to serve low-income communities. Both
models prioritise financial inclusion by removing many of the traditional barriers to
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accessing financial services, such as collateral requirements or formal credit history
(Datta & Sahu, 2023).

In addition, technological developments have enabled technology-based
microfinance models, such as crowdfunding and peer-to-peer lending (P2P).
Crowdfunding models allow small businesses and start-ups to obtain financing from a
large number of individuals usually through an online platform, while P2P lending
models bring together individual borrowers and lenders through the same platform for
financial transactions without involving traditional banks as intermediaries (Dwiastuti,
2023). These technology-based models offer easy access, flexibility, and speed in
financing, making them particularly suitable for micro and small businesses that need
capital quickly. Through these models, microfinance continues to innovate to further
enhance financial inclusion and empower people around the world (Ebrahim et al.,
2021).

Microfinance and Economic Empowerment

The concept of economic empowerment refers to the process by which
individuals or groups are given access and opportunities to improve their economic
capacity, with the aim of creating financial independence and resilience. It involves
aspects such as increased access to economic resources, financial inclusion, education
and skills training, and support for entrepreneurial initiatives (Edeme et al., 2022). The
development of these capabilities is expected to help individuals and communities to
actively participate in the economy, increase their income, and ultimately, achieve an
improved quality of life. The concept also supports the idea that by providing individuals
and communities with the right tools and knowledge, they can not only change their
own economic circumstances but also, collectively, can contribute to broader economic
growth and sustainable development (G & Bhojanna, 2023).

Microfinance plays an important role in the process of economic empowerment
by providing access to financial resources for individuals and groups previously
unreached by traditional financial institutions. Through the provision of working capital
in the form of microcredit, savings, insurance, and other financial products,
microfinance enables micro, small, and medium enterprises to start or expand their
businesses, which in turn creates jobs, increases income, and supports local economic
activity (Gubhaju, 2023). In addition, this approach is often accompanied by business
management and financial literacy training that improves managerial skills and business
sustainability. As such, microfinance not only aims to reduce poverty through increased
access to financial services, but also actively assists in building stronger and more
inclusive economic foundations, enabling individuals and communities to lift
themselves out of poverty and contribute to broader economic growth (Hassan et al.,
2020).
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The Role of Microfinance in Economic Development

In the context of economic development, microfinance is a vital tool that
provides support to the underserved strata of society by providing access to financial
services that were previously difficult for them to obtain. It facilitates economic activity
by providing the necessary capital to develop small and medium-sized enterprises,
which are key drivers of job creation and local economic development (Hillesland et al.,
2021). In addition, microfinance also promotes wealth distribution and reduces
economic disparities by empowering vulnerable groups such as women and the
marginalised, allowing them to participate more actively in the economy (Hyder, 2020).
As such, microfinance not only plays arole in reducing poverty levels, but also in helping
to stimulate sustainable economic growth that is inclusive and holistic, ensuring that all
sectors of society benefit from economic development.

Microfinance plays a key role in poverty reduction by providing people at the
margins of the economy - especially those without access to the conventional banking
system - with the resources to start or expand their own small businesses. By providing
microcredit, individuals have the opportunity to invest in micro-enterprises that can
increase income, create jobs, and ultimately drive local economic growth (lllangakoon
et al., 2021). Small businesses often act as the foundation of the economy in poor
communities, fuelling the circulation of money within the community and providing
necessary goods and services. In addition, microfinance is often accompanied by
training programmes that help loan recipients to manage finances and other aspects of
business more effectively. This approach aims not only to increase the economic
capacity of individuals or families, but also to put them on a more stable trajectory to
escape the cycle of poverty (Indriyanti & Agustina, 2023).

Microfinance plays an important role in grassroots economic development by
providing opportunities for disadvantaged individuals and groups to obtain the capital
and financial services needed to start or improve their small businesses. The availability
of small loans and financial services helps grassroots entrepreneurs to expand their
business activities, leading to increased personal and family income and stimulation of
the local economy (Jain, 2020). Moreover, by focussing on financial inclusion,
microfinance supports equitable distribution of economic opportunities, reduces
inequality, and helps in initiating a positive growth cycle that benefits the entire society.
It also often strengthens the role of women as micro-entrepreneurs, who have a
significant influence in community development and family welfare, helping the lower
strata of society to rise to higher economic strata (Jamaluddeen & Alam, 2022).

In conclusion, microfinance is a crucial instrument in supporting economic
development, especially at the grassroots level. Its main function is to provide greater
access to finance to individuals and small businesses that are not covered by traditional
financial institutions, helping them to expand their businesses, create jobs, and increase
their income. Its impact on poverty reduction is significant as it not only provides
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financial resources, but is often accompanied by training and mentoring to improve
business and financial management skills. Microfinance also contributes to the
equalisation of economic opportunities, including the empowerment of women and
other vulnerable groups, thus standing out as an enabling tool for inclusive economic
growth and sustainable development across different strata of society.

Challenges and Barriers to Microfinance

One of the main constraints in microfinance delivery is the high credit risk as
borrowers often lack sufficient collateral or adequate credit history, making it difficult
for financial service providers to assess their creditworthiness. This often results in
higher administrative costs per unit of credit and higher interest rates for borrowers,
which can limit access to finance for the very poor (Kasoga, 2020). In addition, the wide
geographical spread of micro-borrowers and their often remote or hard-to-reach
locations make it difficult for service providers to monitor financing and provide
support. Lack of financial literacy among borrowers is another challenge, which can
affect credit management and business sustainability. Finally, macroeconomic
instability and unfavourable regulations can be barriers to the development of the
microfinance sector itself (Khalaf & Sagfalhait, 2020).

Sustainability in microfinance is faced with several important issues, one of which
is the dependence on external subsidies for operations and the high service cost per
loan granted. Many microfinance institutions still rely on grants and assistance from
development agencies or donors to run their operations, so if such support decreases
or stops, their stability and service capacity may be jeopardised (Khan et al., 2022). In
addition, business models that are not fully efficient often lead to high costs for
borrowers, making loans less affordable for those most in need. Another issue that
threatens sustainability is the level of non-performing loans, which can be high due to
borrowers' lack of ability or willingness to repay, as well as unstable macroeconomic
impacts that affect borrowers' ability to do business and repay their loans in a timely
manner. Solving these problems requires an approach that focuses more on capacity
building, operational efficiency, and improving financial literacy among borrowers
(Khursheed, 2022).

To overcome the challenges in microfinance, one strategy that can be adopted is
the application of financial technology or fintech. The utilisation of financial technology
such as peer-to-peer lending platforms, mobile banking, and data-driven credit scoring
systems can help reduce transaction and operational costs (Lal, 2021). Fintech enables
microfinance institutions to reach borrowers in remote locations, reduce the need for
physical collateral, and speed up the credit decision-making process by using big data
and algorithms to assess creditworthiness. It also helps in expanding financial literacy
and inclusion by providing access to financial services through smartphones, thus
empowering micro and small businesses to better manage their finances (Lubem, 2020).
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On the other hand, capacity building and financial education for borrowers is
another important strategy. Training programmes can focus on financial management,
business strategies, and digital literacy to ensure borrowers use credit funds effectively
and repay loans on time. Microfinance institutions can also work with local
governments, non-governmental organisations, and the private sector to deliver such
training programmes (Maganga, 2020). This approach not only aims to reduce credit risk
but also improve the sustainability of borrowers' businesses, which in turn contributes
to lower non-performing loan rates and promote a healthier and more inclusive
microfinance ecosystem (Maghina et al., 2023).

In conclusion, addressing the challenges in microfinance requires the
implementation of a comprehensive strategy that involves technological innovation
and borrower capacity building. The utilisation of financial technology can expand
access to financial services, lower operational costs, and speed up the credit scoring
process, which together improve the efficiency and affordability of microfinance. On the
other hand, an approach that focuses on financial education and capacity building for
borrowers is essential to ensure productive use of credit funds, reduce credit risk, and
promote business sustainability. By combining these two strategies, microfinance
institutions can contribute to broader financial inclusion, support poverty alleviation,
and foster economic growth from the ground up. Therefore, the synergy between
technological innovation and borrower empowerment is key to advancing a sustainable
and inclusive microfinance sector.

Conclusion

Microfinance as a tool for economic empowerment often reaches the conclusion
that, when properly implemented, it has great potential to help the poor and
disadvantaged increase their income and improve their standard of living. This is
especially true in terms of fuelling entrepreneurial activities, creating jobs, and
supporting the development of small businesses that cannot be accessed by traditional
banking. Research shows that by providing access to capital, individuals can invest in
economic opportunities, increase their production capacity, provide education for their
children and, ultimately, strengthen the economic resilience of families. Microfinance
also contributes to increasing the economic bargaining power of women, who are often
the focus as they are perceived as agents of change within households and
communities.

However, the conclusions of these studies also emphasise that microfinance is
not a panacea that automatically results in economic empowerment. Its effectiveness
is determined by a variety of factors, including the design of the financial product, the
support structure, the level of financial literacy and economic education of the loan
recipients, and the micro- and macro-economic conditions under which small businesses
operate. The review also noted that potential negative impacts, such as over-indebtness
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by borrowers, need to be evaluated and addressed for microfinance to truly leverage
sustainable growth. To this end, a holistic approach involving appropriate policies,
sound supervisory regulations, and sustainability-focused business models as well as
technical support are critical components in ensuring that microfinance becomes an
effective economic empowerment tool.
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