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Abstract

This study focuses on an in-depth literature review to understand the Islamic microfinance as a system and
grameen model as a concept all embedded in ethical concern for shared values. The concept of Grameen model
and its ethical behavior have come to the fore in recent years in both developed and developing countries as a
result of growing sense of corporate wrongdoing. The paper addresses the Grameen model and its ethical
relevance to the benefits and success of Islamic microfinance in modern economy. the Grameen model has
always offered the concept of social microfinance and such a model results in a more fulfilling work life and
career. It is a radically different approach to doing business that emphasizes making money as its main goal,
but not for the sake of wealth alone. In the same sense, Islamic microfinance aimed to focus on profit/loss
sharing by using the funds on economic generating, investing and trading activities to make a profit and share
that profit with all the depositors and shareholders, whilst protecting the fabric of our society without engaging
in activities prohibited and harmful to the society. With this in mind, the entire money-making process can be
sanctified so that it becomes a holy and noble pursuits. To achieve the above, this research paper draw lessons
from the activities of an impeccable vision and salvaging activities of illustrious personage and veteran of
many years standing from Bangladesh in his quest for promoting economic development and eradication of
poverty among rural dwellers. This paper considered Islamic microfinance as a tool that could be used to
achieve the necessary economic and social security that a country would need today leading to the overall
development of humanity. As the western culture offers classic microfinance as the way to do business and in
recent years, postmodernism has nominated a new model-microcredit to supersede the statuesque. This study,
in general, recommended for the revitalization of Islamic civilization that would geared towards a paradigm
shift to now novel concept of spiritual microfinance as a way to stimulate business and get closer to God
simultaneously and as well stimulates social entrepreneurs who must focus on the goal of having a healthy
income statement and simultaneously championing some sort of social healing enterprise.
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Introduction

The contemporary movement of Islamic finance is based on the belief that “all forms of interest are riba and
hence prohibited” (Khan, 2013). In addition, Islamic law prohibits investing in businesses that are considered
unlawful, or haraam (such as businesses that sell alcohol or pork, or businesses that produce media such as
gossip columns or pornography, which are contrary to Islamic values). Furthermore, the Shari’ah prohibits
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what is called “Maysir” and “Gharar”. Maysir is involved in contracts where the ownership of a good depends
on the occurrence of a predetermined, uncertain event in the future whereas Gharar describes speculative
transactions. Both concepts involve excessive risk and are supposed to foster uncertainty and fraudulent
behaviour. Therefore, the use of all conventional derivative instruments is impossible in Islamic banking
(Mervyn and Latifa, 2001). According to Zubair (2014) Islamic Microfinance means micro financing through
interest free modes to the financially deprived and poor people to generate economic activities and making
them self-employed for the ultimate economic prosperity. As per the latest research of the Centre of Excellence
in Islamic Microfinance of AlHuda CIBE, the global Islamic Microfinance volume has reached at US $1 billion
with persistent growth and serving about 1.3 million beneficiaries but the share of Islamic Microfinance by
less than 1% of overall volume of Islamic Finance (US $1.3 trillion), unveils its misfortune.

The concept of Islamic microfinance is recently developed dimension for micro financing to operate on Islamic
modes and started in early 1960 from Latin America and South East Asia but Bangladesh has significant
contribution to originate and approach the Paradigm concept of Islamic Micro financing. The Islamic micro
financing is being done through different models such as: Grameen Model, Credit Union and Self Help Group
in particulars but the microfinance sector is looking forward a compatible brain well trained and equipped to
practice Islamic Microfinance using these models prudently. It is observed there are no specialized institutions
for the education of Islamic Microfinance in particular. Absence of specialized education in Islamic
Microfinance, particularly, is the crucial fact in Islamic Microfinance Industry, which is one of the hurdles for
the promotion of the industry as well. There is an immediate need to initiate comprehensive degree programs
on Islamic Microfinance globally (Zubair, 2014).

Microfinance is often defined as financial services for poor and low-income clients offered by different types
of service providers. The term is often used more narrowly to refer to loans and other services from providers
that identify themselves as “microfinance institutions” (MFIs). These institutions commonly tend to use new
methods developed over the last 30 years to deliver very small loans to unsalaried borrowers, taking little or
no collateral. These methods include group lending and liability, pre-loan savings requirements, gradually
increasing loan sizes, and an implicit guarantee of ready access to future loans if present loans are repaid fully
and promptly (Project Concern International, 2016). Microfinance programs have become a key component of
the strategies of the struggle against poverty. The used financial innovations, whether the group loans, the use
of non-financial services or dynamic incentive mechanisms as means to combat poverty, have increased the
interest of governments and researchers. Microfinance includes a wide range of financial services such as the
micro-credits, the small savings, the micro-insurance and the money transfers, which are aimed at the
impoverished populations. This sector is experiencing an extremely rapid growth throughout the world (Zekri,
2013).

Methodology

Islamic finance is widely believed to be a subset of the socially responsible investment which in reality
represent a good example of alternative ethical finance and investment in today’s world. This study used both
descriptive and explanatory, the methodology is Narrative-Textual Case Study (NTCS) method, which is
preferred because of the absence of sequential data related to Islamic finance as indelible beneficial social goal.
NTCS is a social science research method that employs intensively, the information, data and academic
materials made available and easily accessible by information and communication technology facilities such
as intranet, internet, World Wide Web, online databases, e-libraries, etcetera. The choice of this method is
informed by the fact that NTCS combines the use of quantitative and qualitative observation, text content
analysis and available official statistics in different proportions for problem-solving or problem-identification
depending on the objectives of the research. This research study is basically non-empirical, but rather
descriptive, since information is collected from the secondary source only. We used such appropriate technique
in order to climb some salient points that will help in reaching an intensive analysis and conclusion which can
pave leeway to resourceful and acceptable recommendations.

The Readiness of Islamic Microfinance to go with Grameen Model

Islamic banking has the same purpose as conventional banking: to make money for the banking institute by
lending out capital while adhering to Islamic law. Because Islam forbids simply lending out money at interest,
Islamic rules on transactions (known as Figh al-Muamalat) have been created to prevent it. The basic principle
of Islamic banking is based on risk-sharing which is a component of trade rather than risk-transfer which is
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seen in conventional banking. Islamic banking introduces concepts such as profit sharing (Mudharabah),
safekeeping (Wadiah), joint venture (Musharakah), cost plus (Murabahah), and leasing (ljar). Interpretations
of Shari’ah may vary slightly by country. According to Humayon Dar the Islamic Republic of Iran follows a
more liberal interpretation of the Shariah than Malaysia and Pakistan, whose interpretation is more liberal than
Turkey or Arab countries (Dar, 2010). Mohammed Ariff also found less exacting interpretation of Shari’ah
compliance in Iran where the government had decreed "that government borrowing on the basis of a fixed rate
of return from the nationalized banking system would not amount to interest and would hence be permissible"
(Ariff, 1988).

In the middle of the 20th century some organizational entities were found to offer financial services complying
with Islamic laws. The first, experimental, local Islamic bank was established in the late 1950s in a rural area
of Pakistan which charged no interest on its lending (Wilson, 1983; Cengiz and Radi, 1989). A remarkable
effort in Sharia compliant savings banking was undertaken in 1963 in rural Egypt by economist Ahmad
Elnaggar to appeal to people who lacked confidence in state-run banks. The profit-sharing experiment, in
the Nile Delta town of Mit Ghamr, did not specifically advertise its Islamic nature for fear of being seen as a
manifestation of Islamic fundamentalism that was anathema to the Gamal Nasser regime. The experiment was
shut down by the government in 1968 but was considered by many a success Kepel (2006). By this time there
were nine such banks in the country (Wikipedia, 2009). In 1972, the Mit Ghamr Savings project became part
of Nasr Social Bank which, currently, is still in business in Egypt.

Since it was first implemented in its modern form by Grameen Bank in the 1970s to help impoverished
Bangladeshis, microfinance has grown dramatically both in terms of the number of clients reached and the
types of products offered. It is now a standard development tool promoted across the globe to tackle poverty
through support for small enterprises. It was originally provided by non-governmental organizations (NGOs),
but the appeal of microfinance drew more players to the table and there is now a wide range of providers
including commercial and state banks, insurance companies, and telecommunications companies. Some of
these providers emphasize only social impact; while others base their models on a double bottom line taking
into account both social impact and fiscal performance. In conventional microfinance, interest is a central
element of the lending model. Conventional microfinance is often criticized for requiring high interest rates
on loans that are designed to help alleviate poverty, which seems unfair for MFI clients. High interest rates are
required to cover the cost of borrowing money, any default losses, and transaction costs. When spread over the
smaller loan amounts that define microfinance, these costs do amount to relatively high interest rates. For
example, the average interest rate in 2006 was 28% (Consultative Group to Assist the Poor, 2012). While this
model is designed to promote sustainability in its coverage of all costs for the MFI, the resulting interest rate
is much higher than the rate on standard loans in developed countries.

Microfinance is a concern for Muslims and shows great opportunity for growth for Islamic financial
organizations. An estimated 72 percent of people living in Muslim-majority countries do not use formal
financial services (Patrick, 2007). In this regard, often either because they are not available, and/or because the
potential customer believe that conventional lending products are incompatible with Islamic law (Nimrah,
2008). According to the Islamic Microfinance Network website imfn.org (as of circa 2013), there are more
than 300 Islamic microfinance institutions in 32 countries (Khan, 2013). But a number of studies have found
that outreach has far to go. One report (by Humayon Dar and coauthors) as cited in Mughal (2015) found that
Islamic microfinance made up less than 1 per cent of the global microfinance outreach, "despite the fact that
almost half of the clients of microfinance live in Muslim countries and the demand for Islamic microfinance
is very strong" (Khan, 2013).

A 2008 study of 126 microfinance institutions in 14 Muslim countries, as cited in (Nimrah, et al., 2008) found
Islamic microfinance had a total outreach of 380,000 and Dar, et al., (2012) provided that from estimated total
population of 77 million—only 0.5% "of total microfinance outreach". The largest Islamic microcredit
outreach was Bangladesh, with over 100,000 clients and two active institutions, but this compared with nearly
8 million borrowers using conventional microfinance products (such as those of the Grameen Bank leaving
Islamic microfinance with only 1% of the Bangladesh microfinance market. The total outstanding loan
portfolio for Islamic Microfinance institutions studied was about $198 million in 2006, with an average loan
size of $54 (Nimrah, 2008). Muhammad Yunus the founder of the Grameen Bank and microfinance banking,
and other supporters of microfinance, though not part of the Islamic Banking movement, argue that the lack of
collateral and lack of excessive interest in micro-lending is consistent with the Islamic prohibition of usury,
that is, Riba (Hassan, 1994).
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Abdulrahman (2007) cited in Elzahi (2015) investigated Islamic microfinance as a missing component in
Islamic banking. His investigation revealed that despite the main objectives of microfinance, poverty
alleviation and enabling the poor to be empowered in line with the principles of Islamic values has not been
addressed reasonably by Islamic banks. Sa’ad (2011) cited in Elzahi (2015) investigated various income
generating activities financed through microfinance institutions in Malaysia. The study used survey to
indemnify which activity is viable to the microfinance institution and in generating high income. While the
study identified some high-income generating activities, it was discovered that the microfinance receiver lack
the proper skills. Salwana, et al. (2013) cited in Elzahi (2015) showed that traditional microfinance has failed
to satisfy the Muslims communities because of its shift from poverty to focus on profit-oriented business. In
addition to that, conventional microfinance loan being granted based on interest rate (riba from an Islamic
point of view) is not tailored to the Muslims beliefs.

The easiest way to reduce interest rates would be to get MFIs to operate more efficiently and reduce
administrative costs, which can be very high for small organizations. Unfortunately, this may incentivize MFIs
to provide larger loans to more affluent clients so that the per capita overhead is lower (Rehman, 2007). It is
therefore a delicate balance to manage interest rates and outreach to those in greatest need. In the world we
live in, characterized with low development, the rich getting richer by the day, and security of lives and
properties not guaranteed. Interestingly, there are icons who have etched their names in gold through their
marvelous contributions to the economic development. One name that has found itself in this league of iconic
figures that deserve a garland is Muhammad Yunus: a successful businessman, a banker and a philanthropist
who initiate, organize and operate a cost-effective enterprise.

Clemens and Gabriel (2013) cited in Elzahi (2015) investigated the new transparency in Development
Economics: Lessons from the Millennium Villages Controversy. They found that there is a weakness in the
claims of the World Bank to end extreme poverty by the year 2030. Furthermore, they added that the claim of
the success of ending poverty might depend on the right programs and policies. It’s in line with this thinking
that, Brackman and Jeffe (2008) observed that, amid the aftermath of the catastrophic floods of 1974 in
Bangladesh, a young American-trained economist named Muhammad Yunus visited a ruined village to see
how he could help. A group of families approached him and refused his offers of charity. Give us a small loan,
they told him, and we will use it to start a business using our crafts. Once they started making money, they
told Yunus, they could repay the loan as well as rebuild their homes and lives.

As a matter of fact, Brackman and Jeffe (2008) provided that, Yunus lent the families twenty-seven dollars.
They repaid the loan quickly and they rebuilt their village while the surrounding villages remained stagnant.
The experience gave Yunus an idea. We all know, he thought, that poor people don’t have enough food, health
care, and access to education. But may be the thing that is really holding them back is the fact that they have
no ability to borrow money. So he created a lending institution called Grameen Bank (which means “Bank of
the Villages” in the Bangla language) whose sole purpose was to lend small amounts of money to the rural
poor that could be use start new small businesses. Thus was born a new financial term; “microcredit”. The
Grameen Bank has done tremendous good work in the last three decades. It has loaned out billions of dollars
to more than six million Bangladeshis. It has empowered villagers, mostly women, to create new lives for
themselves above and beyond what was possible prior to its establishment. And it has inspired hundreds of
similar institutions throughout the world, in countries rich and poor, all of which are attempting to do some
form of poverty alleviation through microcredit loans.

Conceptual issues surrounding Islamic microfinance

The Koran and Islamic law provide important social elements that both align with and improve upon the goals
of conventional microfinance. This makes Islamic microfinance a compelling choice for impoverished and
unbanked Muslims across the globe. Challenges to expanding the reach of Islamic microfinance remain. For
one, the funding models supported by Sharia scholars require greater attention from the financier because the
risk is shared between the MFI and the client. This requires more time and overhead for each client. Thus, the
number of potential clients may not be as high for Islamic MFIs as for conventional MFIs. It may also have
the positive result of increasing the likelihood that the financier will work with the client and focus more on
the success of the project than on the ability of the client to repay a loan. Second, the avoidance of interest
means that there is not a reliable cash flow with which to earn income that can be used to extend loans to
additional clients. This creates challenges for both the sustainability and growth of Islamic MFIs. It also means
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that there is less likelihood that Islamic MFIs will overreach, which increases the ability of each financier to
work closely and develop relationships with their clients, which may in turn lead to greater long-term health
of the MFI. While the challenges are important to consider, the benefits of Islamic microfinance could be an
effective tool for impoverished groups in Muslims countries (Hurlburt, 2012).

While conventional microfinance is well developed, with wide reach across the globe, Islamic microfinance
has yet to penetrate its potential market. According to a survey by the Consultative Group to Assist the Poor,
the total number of Islamic microfinance accounts and clients in 2007 was 380,000, which made up only 0.5%
of the microfinance industry’s total outreach (Nimrah, et al., 2008). There are strong arguments for its
expansion. An estimated 72% of people living in Muslim-majority countries, such as Somalia, can be defined
as “unbanked” because they do not have access to traditional financial services offering lending and savings
components (Ibid). Furthermore, of the world’s approximately 1.7 billion people who live below the poverty
line, 44% reside in Muslim countries (The Nation, 2011). In Somalia, the majority of its ten million citizens
fall into this category. These figures indicate that there are millions of people who could benefit from Islamic
microfinance.

There is broad scholarly support for expanding and developing Islamic microfinance. The 2009 case study of
Pakistan emphasizes that combining the Islamic social principle of caring for the less fortunate with
microfinance’s power to provide financial services access to the poor has the potential to reach out to millions
more people (Akhter, et al.). In support of expanding Islamic MFIs, it is frequently noted that microfinance
as a poverty alleviation tool is well aligned with the principles of Islam. “Islam views poverty to be a curse to
be eradicated through productive efforts...there is therefore a convergence between the objectives of Islam
and the avowed aims of ‘best practices’ microfinance (Obaidullah, 2007). Specifically, the concept of helping
the poor is directly supported under the third of the five pillars of Islam; zakat, meaning giving support to the
needy.

Scholarly support for Islamic microfinance is mirrored in the expansion of organizations providing resources
on the topic. The Islamic Microfinance Network was formed in 2011 to provide a common platform for Islamic
MFlIs around the world by coordinating the efforts of its members in jointly addressing poverty alleviation,
establishing best practices in Islamic microfinance, and developing guidelines for adopting practices that
comply with Sharia law.10 There are also financial resources available. The Islamic Development Bank
committed $500 million to expand the reach of Islamic microfinance throughout the world. There are currently
no specific plans to direct these funds to Somalia, but this shows that there are groups and funds available to
provide these resources (Hurlburt, 2012).

Islamic microfinance differs from conventional microfinance in that it must adhere to the same principles as
Islamic finance, which is structured to provide products for Muslim customers that are in compliance with the
code of ethics and conduct laid out under Sharia law. It utilizes a range of models to avoid elements forbidden
under Sharia, namely interest (riba) and uncertainty and deceit (gharar). Financial instruments are therefore
designed to provide funds in a manner that avoids both interest payments while still taking into consideration
the need to cover overhead and the cost of financing if the MFI is to be sustainable, and shares the risk of the
investment between the financier and recipient or places it on the MFI alone (Hurlburt, 2012).

Islamic microfinance as panacea to high rate of poverty among poor/low income families

From a global perspective, microfinance organizations envision a world in which low-income households have
permanent accesses to a range of high quality and affordable financial services offered by a range of retail
providers to finance income-producing activities, build assets, stabilize consumption, and protect against risks
(Project Concern International, 2016). In Nigeria, the Microfinance institutions were established to enhance
and provide the flow of financial services to meet the need of poor and low income groups who engages in
agricultural sector and non-farm activities such as trading, tailoring, weaving, blacksmithing, agro-processing
and transportation, etc., through an appropriate menus for both rural and urban poor (Adamu, et al., 2010).

Many rural areas are disadvantaged in Muslim countries particularly in central Asia, sub-Sahara Africa and
MENA region. They have no proper access to the formal lending and to conventional or Islamic financing.
Moreover, the lending institutions are not even well-spread enough to reach out to the needy. Private and
foreign banks that seek to maximize their profits are concentrating only on the urban cities. Poor projects are
left only to public banks because of the high risk that is associated with lending to the poor or micro producers.
Given the rate of high poverty among these low-income groups and the unavailability of collateralization
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mechanism, lending to this group is normally associated with greater risk as reflected in the banks’ high non-
performing loans in some countries like Morocco (Hurlburt, 2012).

Because majority of people in Muslim countries are Muslim by birth, Islamic Microfinance is one way to meet
the financial needs of these people. However, this will enable them to achieve better financial inclusions even
for the non-Muslim poorest minority living among them. Islamic microfinance can provide small loans for the
poor people or people with good expertise without any start-up capital. Unlike conventional microfinance,
Islamic microfinance generated its vision from Islamic worldview. Therefore, it grants finance to the needy
for self-employment based on Magqasid al-Shari’ah.

Islam always encourages self-employment rather than just donating money and food to the needy for
consumptions. However, providing tools for production to poor people is better than the donation of
consumable charity (Hadith). The poor people who are self-employed will be empowered to care for
themselves and their families. Furthermore, the World Bank declared the microfinance as a means of inequality
and poverty eradication. Islam has more means of eradicating income inequality such as Zakat and Sadagah
which is given directly to the needy to solve their urgent needs. Hence, Islamic microfinance targets the very
poor people who are capable of working in the production of goods or services. Consequently, while Zakat
and Sadagah should be paid only to specific people, Islamic microfinance is not (Hurlburt, 2012).

Islamic microfinance can be used to mitigate the negative impact of the high unemployment rate among the
youth in Muslim countries. Evidence has shown that the rate of unemployment is skyrocketing in the world
among the adult and youth at same time in most Muslim countries. Islamic microfinance can be used as a quick
response, targeted to finance small entrepreneurship such as Small and Medium-sized Enterprises (SMEs).
Hence, Islamic microfinance can be used effectively to overcome the problem of hyper unemployment and the
challenges facing SMEs in accessing suitable finance in Muslim countries. As the case of other Muslims
countries, the Sudanese experience showed that Islamic microfinance has a positive impact on income
generating activities. In addition, Islamic microfinance used to finance graduate students as a part of the
unemployed youth sector in Sudan (Elzahi, 2015).

Despite the positive impact of Islamic microfinance in many Muslim countries, the borrowers are still
dominated by the traditional sectors. Unfortunately, most of these sectors faced more challenges in most
Muslims countries. These challenges include but are not limited to the basic infrastructures, financial
infrastructures, and far and unreachable markets. These challenges have negatively impacted the accessibility
of Islamic microfinance by raising the cost of finance in many Muslim countries (Elzahi, 2015).

Other challenges facing Islamic micro-finance in Muslim countries is high cost and the riskiness of financing
poor borrowers. This stems from the small size of their finances, the remote residential areas of the poor from
the urban cities, and their uncollateralized risk. Thus, the projects executed by the poor are always of small
scale in nature and they always lived in very remote and even sometimes, primitive areas in Muslims countries.
In addition, Muslims countries only recently recognized the essentiality of microfinance as a tool of
empowering low-income group, reducing the problem of unemployment, and elevating poverty. Also, the
weakness of the Islamic microfinance infrastructures includes the limited spread of Islamic financial
institutions and the relevant financial regulations, and the unavailability of popular Islamic micro finance
agencies or effective program in these countries (Elzahi, 2015).

Conclusion and recommendations

Islamic Microfinance is very effective and essential for creating hope not only for the poor and those above
the poverty line as shown by the traditional microfinance, but also for the extremely poor in the community.
However, Muslims who are extremely poor remained excluded through traditional microfinance for several
reasons. They were excluded voluntarily due to the practices of the interest rate by conventional lending
institutions which considered Riba which is forbidden in Islam. Similarly, it can be excluded non-voluntarily
due to inability to repay back the loan plus the interest rate accrued to it. Thus, Islamic microfinance can easily
overcome these challenges due to its wide scope to cover various diversity of customer whether based on their
expertise or sectorial dimension. This is in addition to its supported tools such as Zakat, Waqf, and Sadaqah.
With the afore said in our minds, this paper considered Islamic microfinance as a tool that could be used to
achieve the necessary economic and social security that a country would need today leading to the overall
development of humanity. This study, in general, recommended for the revitalization of Islamic civilization
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that would geared towards a paradigm shift to now novel concept of spiritual microfinance as a way to stimulate
business and get closer to God simultaneously and as well stimulates social entrepreneurs who must focus on
the goal of having a healthy income statement and simultaneously championing some sort of social healing
enterprise.
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