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Abstract : Microfinance industry is one of the a sectors of Bangladesh which has been experienced a 

tremendous growth in last three decades. The aim of developing microfinance schemes is to provide business 

opportunities for the poor in order to promote their financial health. Initially, the conventional model has only 

been used to give financing. With the passage of time, Islamic model of financing is also included under 

microfinancing programs. Nowadays, both conventional and Islamic models are currently being used to provide 

financing. However, several researchers believe that the Islamic model of financing is more effective as it 

considers basic human needs. But, the growth of Islamic microfinance is not as it is expected. At present, 

Islamic Microfinance Institutions (IMFIs) in Bangladesh are facing a number of challenges due to its nature, 

lack of resources and regulatory support. Therefore, this study is going to deliberate rationales behind the 

growth of Islamic microfinance industry in Bangladesh. Moreover, current challenges and possible suggestions 

of this industry are also discussed. The article has been mainly designed based on secondary data. It is expected 

that the output of this study might be beneficial for microfinance practitioners, learners and researchers 

especially those who have interest on this issue. 
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Introduction 

Microfinance popularly known as microcredit is obviously a very common term used in 

Bangladesh. It is a small type of loan which has been developed to support the poor 

economically as a poverty eradication scheme. The country is considered as the birth place of 

microcredit or microfinance. The journey of microcredit started in the mid of 1970s with the 

hand of Dr. Mohammad Yunus. Being an economist and founder of microcredit, the first loan 

was made by him USD 27 to a group of villagers to support them frugally. Microfinance had 

become more structural and stronger after the establishment of Grameen Bank (GB) in 1983 

(Uddin, 2016). However, the aim of the microcredit development was to aid poor in order to 

develop their economic condition. Rahim (2007) asserted that the primary mission of 

developing microfinance is to help the poor in order to make them financially independent.  

In addition, the small loan is mainly introduced to promote self-employment and income 

generating opportunities.   

Bangladesh is a developing country where a large number of its population live under 

the poverty line. In 2010, UNDP Bangladesh reported that 43.3 percent of its population live 

below the poverty line and more than 11 percent of them are hardcore poor. The numbers of 

poor were estimated around 80 million at the end of 2009 (Riwajanti, 2013). Beside this, 

Bangladesh is an agricultural based economy where most of the people live in rural areas. 
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The agricultural sector is not able to provide sufficient employment opportunities to all the 

rural people mentioned in UNDP report. Therefore, rural people usually suffer from the lack 

of education, health and proper sanitation facility. To overcome these issues, the idea of 

microcredit has been developed as a financial supporting scheme. Microcredits in Bangladesh 

are usually offered by two types of organization including conventional (where cash is given 

to people) and Islamic (where loan is given in form of assets). However, the performance of 

microfinance in Bangladesh has been recorded as impressive and successful since its 

beginning. Imai & Azam (2011) reported that loans and credits provided by Micro Finance 

Institutions (MFIs) have played significant impact on poverty eradication. According to them, 

Microfinance has increased income and consumption of many poor people of Bangladesh.  

On the other hand, Rahman & Dean (2013) revealed that although the performance of 

conventional micro finance appears good but it fails to fulfil the needs of many Muslim 

clients. Mubarak (2013) also mentioned that there is an absence of justice, equality and fair 

treatment in conventional structure of microfinance. Therefore, the ultimate goal of 

microcredit seems to be neglected under the conventional model of microcredit. Moreover, 

the author has further claimed that the conventional microcredit has failed to reach the 

hardcore poor. Karim (2008) reveled that a number of poor people of Bangladesh still have 

not taken part any of the conventional Micro Credit Programs (MCPs) due to their religious 

believes. On other hand, many of the poor who have involved in conventional microcredit 

transaction still prefer the Islamic model.  

Islamic Bank Bangladesh Limited (IBBL) under its Rural Development Scheme 

(RDS) initiated Islamic Micro Credit Program (IMCP) in 1996. The purpose of deigning RDS 

was to ensure rural economic development by providing Shariah based financial support. 

Rahman (2010) asserted that Islamic microcredit is an alternative to conventional microcredit 

which sets the aim of enhancement of Islamic society and promotion of values in line with 

the Shariah (Rahman, 2010).  

 

Rationales behind the Growth of Islamic Microfinance 

Human needs are most considerable concern in Islam. In Islam, poverty means the absences 

of five essentials including protection of religion, self-honor and dignity, knowledge, lineage 

or offspring and wealth (Mubarak, 2013). Therefore, Islam always put high concern on the 

fulfillment of these basic essentials. Islamic microcredit scheme has been deigned in a way so 

that it can cover all these needs of human being. On the other hand, the structure of 

conventional microcredit is profit oriented where human needs sometimes are being ignored. 

Ahmed (2005) reported that Conventional MFIs always put higher priority on stable and 

maximum return. The details of the rationales behind the growth of Islamic microfinance is 

going to be discussed in the subsequent sections.   

 

1. Problems with Conventional MIFs Policies 

Currently various conventional organizations of Bangladesh offer Micro Credit Program 

(MCP) including Nationalized commercial banks, specialized banks, specialize government 

institutions and around 700 NGOs. Ahmed (2005) reported that the program has already 

covered approximately 13 million households of Bangladesh. Although their current 

performance sounds good but they failed to achieve the ultimate goal which is poverty 

eradication. Muabrak (2013) claimed that leading MFIs such as BRACK, ASA and Grameen 

Banks have been accused of being failed to reach hardcore poor who are often under 

nourished and marginalized in the society. Similarly, Ahmed (2005) also reported that 

conventional microcredit programs have been successful in improving the condition of those 

who are near the poverty line but not those who are below that.  Many criticisms have been 

made by the researchers regarding the weaknesses of conventional MFIs and their programs. 
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However, the first criticism goes towards the conventional MFIs due to its high 

interest rate. Karnani (2007) claimed that high interest rate of microcredit is a major 

weakness of Conventional MFIs which negatively affects its objective. The author also 

revealed that effective interest rate charged by Conventional MFIs is around 40 percent 

which is undoubtedly higher than normal bank interest rate. Mannan (2007) argued that the 

actual interest rate sometimes becomes more than 50 percent. According to him, marginal 

poor people of Bangladesh are now scared to take microcredit due to its interest rate polices. 

On the other hand. Bhuiyan, Isiwar & Rashid (2011) has reported that conventional 

microcredit has failed to reach the marginal or hardcore poor due to its high interest rate. 

Moreover, those who are currently dealing with it becoming poorer. Ahmed (2005) has 

revealed that that the effective interest rates of Conventional MFIs are around 28 percent at 

borrower’s level. Additionally, some hidden costs are charged on credit disbursement which 

reduce the credit amount dramatically. The author has also defended them by mentioning that 

high administrative costs force MFIs to charge high interest on micro credits loans.  

Furthermore, the installment payment method of microcredit puts undue influence on 

poor as most of NGOs collect installment on daily and weekly basis. Beside this, any default 

is rewarded with penalty. As a result, it always creates mental pressure on credit receiver. 

Hasan (2015) claimed that the MFIs operate fast and regular repayment system. Therefore, 

credit receivers don’t get enough time to use the credit money to generate income. Similarly, 

Saad & Duasa (2010) think return from income generating activities usually takes longer 

period of time. As a result, the fast repayment system confines credit receiver to invest the 

credit money in income generating activities.   

Secondly, the target people of conventional microcredit are mostly women as women 

empowerment is one of the major goals of microcredit. Additionally, it is true that 

influencing them is much easier than men. It has been reported by Rahman (2002) that 

majority of the microcredit loans are issued to women which encourages them to become 

self-sufficient. A number researchers believes that such thing is playing a great role to 

improve the society. In opposite, the outcome of self –sufficiency has encouraged the women 

to become the decision maker of the family. Therefore, family issues and problems has been 

raised. It has found form past researches that the number of divorce rate has increased in 

Bangladesh due to women empowerment. Islam, Takanashi & Natori (2013) claimed that 

women empowerment has significant impact on the growth of divorce rate. Similarly, Hasan 

(2015) revealed the rate of divorce has increased up to 20% percent in Bangladesh in last 

couple of years. Therefore, researcher believe that conventional microcredit programs have 

negatively influenced the family relationship.  

Moreover, sometimes women are just a receiver of the funds not the users. The male 

member of the family uses women as a medium of getting funds from MFIs. It has been 

revealed by Rahman (1999) that basically male member is the initiator of the fund. Once the 

fund is provided to the female members, male members try to get control of the funds and use 

it in non-income generating activities. But, the female members are the ones who feel 

pressure for the loan repayment from MFIs. Consequently, it affects the relationship between 

male and female members of the family. 

The next criticism or problem can be the loan tenure. Usually, microcredit is offered 

for short period of time (such as six months and one year).Therefore, the loan receivers don’t 

get enough time to invest the fund and generate return. However, the weekly and monthly or 

even daily payment system continuously reduces their capital of investment. Mubarak (2013) 

reported that MFIs mostly offers short term micro loans which make it difficult to use for 

income generating activities. As a result, it becomes a burden for the poor clients. Moreover, 

if investment make losses, the repayment of installments isn’t be delayed by the MFIs. 

Therefore, the continuous pressure of installment including high interest, forces people to get 
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more loans or credits from another MFI. Bhuiyan, Isiwar & Rashid (2011) revealed that 

credit receivers in many cases take micro loans from MF to repay the installments of another 

MFI. As a result, the condition of credit receivers become more pathetic. According to him, a 

number of people lost their lands and houses to pay back the money to the MFIs.  

 

2. Religious Impact 

Bangladesh is mainly a Muslim populated country where Islam is a leading religion. It has 

fourth largest Muslim community of the world (after Indonesia, Pakistan and India). In 2011, 

it was reported that among 160 million of its total population almost 146.6 (90.4%) million 

are Muslim. However, majority of its population live in rural areas where the religion seems 

to be a strong part of identity for them. Being a Muslim populated country, a large number of 

its population has strong belief on Islamic rules and principles. Therefore, Islamic finance 

looks highly acceptable among the people of the country. Besides this, Islam highly 

encourages the movement of funds from one hand to another hand. It has emphasized on 

charity and donation. In opposite, it also discouraged to be dependent on charity. The hadith 

said that “the upper hand is better than the lower hand". Moreover, The Quran has also 

encouraged to provide Qard Hasana to those who need it.  Therefore, the development of 

Islamic microcredit has been highly influenced by the religion in Bangladesh (Bhuiyan, 

ISiwar & Rashid, 2011). 

Islam has prohibited the interest. It is not allowed for a Muslim to deal with the 

interest. It has been mentioned in “Shahi Muslim” that “Don’t sell gold for gold, except like 

for like, don’t increase something of it upon; don’t sell silver unless like for like, and don’t 

increase something of it upon something and don’t sell for ready money something to be 

given later “. Another Hadith reported ‘don’t sell diner for two dinners and one dirham for 

two dirhams (Saad & Duasa, 2010). However, the conventional microfinance has mainly 

deigned based on interest. Therefore, being a marginal poor, a number of people of 

Bangladesh still don't take any conventional microcredit loans. It is true that a number of 

Muslim currently deals with the conventional microcredit due to some reason but still they 

prefer Islamic microcredit. Saad and Duasa (2010) reported again although conventional 

microcredit is successful but the demand of Islamic microcredit is also high in Bangladesh. 

According to the author finding, a large number of people has shown positive attitude 

towards the growth and performance of Islamic microcredit. Furthermore, Islam encourages 

to earn justified profit and Islamic microcredit is deigned based on this principle as well. On 

the other hand, conventional microcredit don’t consider justification. The receiver of 

microcedit is bound to pay the installment at right time at all situation. Obidullah & Khan 

(2008) asserted that conventional microcredit receivers don’t have the option to delay the 

loan repayment or installment. Besides this, any default is rewarded with the penalty. In 

opposite, Zaman (2013) reported that Islamic microcredit programs always looks for justified 

profit where credit receivers are free from any undue pressure. Therefore, poor people don’t 

feel safe and secure under the shadow of conventional micro credit. (M. A Manan, 2007) 

 

3. Alternative Options of Financing 

The government of Bangladesh has implemented many policies over the years to eradicate 

poverty from the country including the involvement of private sector in country’s 

development plan. Under this government policy, Islamic Bank Bangladesh Limited (IBBL) 

which is one of the leading private institution, has introduced Rural Development Scheme 

(RDS) as a part of their corporate social responsibility. The program is mainly adopted to 

cover gap associated with government rural development programs which failed to target the 

poor. The main goal of adopting RDS is to create employment opportunities for the poor in 

order to develop their economic condition.  Under RDS, micro and small investments are 
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delivered to poor which support them to improve their economic condition through income 

generating activities (Obidullah & Khan, 2008). 

RDS program has been developed from the concept of Grameen Bank                   

Microcredit Program. However, Islamic model of investments are provided under this 

scheme instead of Grameen Bank’s microcredit model. Under this Model, cash is not 

delivered to the customer but goods and assets in order to ensure that the lending is invested 

in income generating activities. Nowadays, lending is made in various ways under RDS 

including-  

 

i. Mudarabah Based Microfinancing: Mudarabah based microcredit is one of 

the most popular model of providing financing to the poor where a contract of 

business is performed between credit provider (rabb al Mal) and credit 

receiver (Mudarib) based on profit sharing ratio. In this contract, MFIs provide 

the funds and Mudarib invest his effort. If the business makes profit, profit is 

distributed based on predetermined ratio. On the other hand, if the business 

makes loss, MIFs bear the loss and Mudarib loses his effort (Manan, 2007). 

 

ii. Musharakhah Microfinancing: Musharakah is also an equity partnership 

where two parties involved in a contract as like Mudarabah contract. However, 

the basic difference is that the contribution is made from both side of the 

Musharakah contract. This means the credit providers and takers both 

contribute mutually. However, major part of the contribution is made by credit 

providers. Profit and loss in this case are shared between two parties. Usually 

profit is shared based on ratio set earlier. On the other hand, loss is shared 

based on capital contribution (Uddin, 2016).  

 

iii. Murabahah Based Microfinancing: The widely used microcredit model 

where credit provider buys a product on demand of credit receiver and sell it 

to credit receiver. The selling price of purchased product includes cost plus 

markup. This contract is basically a contract of sale with differed payment. 

This mode of credit is easier to understand compared to other models of 

microcredit. The ownership of the assets is owned by the MFI until last 

installment paid by credit receiver. At the end of last installment, the 

ownership of the assets is transferred to the credit receiver (Bhuiyan, Isiwar & 

Rashid, 2011).  

 

iv. Micro Leasing or Ijarah: It is contract between MFI and its customer where 

desired product of the customer is provided to the customer on basis of lease. 

The MFI receive continuous rental from customer until the maturity of the 

period. It is a very popular model of microcredit where MFI works as lessor 

and customer as a lessee. Basically, lessee enjoys the usufruct of the assets but 

don’t owns it (Bhuiyan, ISiwar & Rashid, 2011). 

 

Contemporary Challenges of Islamic Microcredit 

Although Islamic microfinance has shown a tremendous growth in last couple of years but 

the industry is not out of troubles and difficulties. Several challenges are currently hindering 

the growth of Islamic micro finance in Bangladesh which are- 

 

 

 



The Growth and Contemporary Challenges of Islamic Microfinance  

                                                         www.uniszaournals.com/apj                                                50 | Page 

 

1. Lack of Resources  

The Islamic microfinance institutions in Bangladesh currently suffering from lack of fund to 

extend their service.   It has reported that RDS has covered only 608703 members until 2011. 

Aseanty & Hassan (2013) reported that the numbers of members covered by Islamic MFIs are 

precisely less compared to conventional MFIs. Although initially IBBL was able to provide 

sufficient funding towards RDS but it has drastically increased their administrative costs. 

Islam, & Alam (2016) revealed that there is lack of knowledge among many donors about the 

concept Islamic microfinance. Therefore, many of them have shown poor interest in funding 

such programmers.  

In addition, currently many Islamic MFIs including IBBL are operating their business 

within limited areas due to having limited staffs and employees. Alpay & Haneef (2015) 

reported Islamic MFIs run their business with limited number of personnel. As a result, they 

are unable to extend their services at large scale.  

 

2. Lack of Consumer Awareness Programs 

Many people of Bangladesh are still don’t have the idea about Islamic microfinance. 

Obaidullah and Khan (2008) revealed that the operation Islamic MFIs is yet to reach many 

remoted areas of Bangladesh. The author has claimed that a large number of rural people 

especially women are subconscious about the Islamic microcredit programs. As a result, they 

still deal with conventional microcredits to fulfil their needs and demands. Abdelkader (2013) 

reported that Islamic microcredit programs including RDS are not highly familiar in rural 

areas of Bangladesh. Almost 50 % poor are unconscious about the operation of Islamic MIFs. 

Moreover, Brandsma and Hart (2002) reported that Islamic MFIs have poor networks in rural 

areas of Bangladesh.  

 

3. Unfavorable Rules and Regulations  

Islamic financial institutions in Bangladesh are currently operating their business under the 

shadow of Bangladesh Bank. The rules and regulations designed by Bangladesh Bank are 

based on conventional banking model. Therefore, Islamic microfinance face unique challenge 

such as lack of proper guidance from higher authority (Abdelkader, 2013). Rahim (2007) 

reported that Islamic MFIs are following same rules and regulations like Conventional MFIs 

which looks unfavorable for them. Karim (2008) suggested that Islamic finance should 

follow separate rules and regulations unlike conventional to ensure their validity.  

 

4. High Transaction Costs 

There is high uncertainty of profit and loss sharing model especially Mushraksha and 

Mudarabah models of financing. Obaidullah and Khan (2008) reported that Islamic 

microfinancing is risker than the conventional microfinancing According to them, higher 

risks of Islamic microfinance lead to higher costs. In recent time, Islamic MFIs have 

experienced of high transaction costs in Bangladesh due to asymmetric information problem. 

(Rahim, 2007) Rahman and Dean (2006) also reported that Islamic microfinancing requires 

high transaction cost unlike conventional microfinancing. According to them, the cost is 

related to monitoring and the cost of enforcement. However, such thing has made Islamic 

microfinance expensive. Karim (2008) suggested Islamic MFIs to be innovative in order to 

reduce the transactions costs which are often passed to the customers.   

 

Conclusion and Recommendations  

Microcredit is considered as one of the major poverty alleviating programs the country has 

ever taken. It is playing a significant role in changing the financial condition of poor people 
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of Bangladesh. However, the conventional model of microcredit seems not to be effective in 

many cases as it has failed to reach hardcore poor or marginal poor. It is true that 

conventional microfinance has played a significant role in improving financial condition of 

many poor people in Bangladesh. But it has been argued that only upper-class poor have been 

benefited from conventional model of microfinance. However, those who are in the lower 

class in the poor graph still remain poor. Moreover, it has also claimed that hardcore poor are 

becoming poorer due to adopting the conventional model of microcredit. 

Islamic MFIs have come up with various modes of financing to overcome the issues 

and weakness of conventional MFIs. Many researchers have reported that the rise and 

development of Islamic microcredit has opened a new door for the poor people of 

Bangladesh. The current performance of Islamic microfinance appears very impressive and 

effective as it has been able to reach the hardcore poor. Moreover, it has almost covered all 

the issues of conventional microcredit (including, high interest rate and unjustified penalty) 

by charging decent profit rate and several options for financing. Therefore, the demand of 

Islamic microcredit is increasing day by day all over the country.  However, Islamic MFIs are 

not out of problems. They are facing a number of challenges due to lack of funds, regulatory 

guidance, limited staffs and lack of consumer and donor’s awareness programs.  

Islamic microfinance is still in its early stage as it is not well recognized all over the 

country. Therefore, people still taking credit from conventional MFIs. Thus, consumer 

awareness programs (including campaigns and corporate social responsibilities) are required 

for further development of Islamic microfinance. The Islamic MFIs are also suffering from 

lack of legal and statutory rules as legal and statutory rules are based on conventional model. 

Therefore, new regulatory system should be developed for Islamic MFIs to keep them free 

from any undue influence.  

The Islamic MFIs need to set up new strategies to further clarify their objectives and 

goals to potential and existing donors who may help them to get sufficient amount of fund. 

Moreover, they should recruit more staffs and provide them sufficient training and education 

in order to expand their operations all over the Bangladesh. At the same time, the government 

should focus more on Islamic microcredit program as it is a promising tool of effective 

poverty alleviation. 
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