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Abstract 

The last decade witnessed the popularity and appreciation of 

microfinance practices, against poverty alleviation, all across 

developing and underdeveloped countries. However, there is still 

deficiency of rigorous studies, to affirm the claims of microfinance 

products and services against the alleviation of absolute poverty. 

Over three decades have been passed yet even the champion of 

microfinance could not prove the effectiveness of microfinance 

services across their different operational regions consistently. 

This paper aims to investigate what are the fundamental flaws 

resulting in unsuccessful or ineffective microfinance operations 

against poverty. There are numerous psychological, experimental 

and empirical studies suggesting that poor are often involved in 

excessive borrowing behaviors. Thus the demand of the poor for 

credit and recovery rates as a proxy of successful operations are 

misleading indicators resulting from the psychological behaviors 

and ‘social and peer pressure’ respectively. The literature further 

suggests that irrespective of the financing methodology (whether 

conventional or Islamic) there is less chance of success for 

microfinance due to many technical reasons. Moreover, 

microfinance often result in destroying social capital and 

solidarity, pushing the poor to pay the full cost of credit supply and 

promoting the financers’ interest while less attention is paid to 

transfer the benefits of microfinance institutions to financially 

excluded class. Findings of the study caution stakeholders to 

rethink about poverty alleviation models which should be feasible 

and sustainable to alleviate poverty effectively on a wider 

socioeconomic scale.  

Keywords: Microfinance, Poverty, Financial Exclusion, Financial 

Services.  

Background of Microfinance 

Microfinance refers to the provision of financial services 

(including micro insurance and micro savings) to the poor and 
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near-poor household on a wider scale and permanent 

basis(Christen, Rosenberg, & Jayadeva, 2004). The idea of 

microfinance was materialized as a decent substitute for informal 

credit. It was believed  as one of the strongest instruments to be 

used against the absolute level of poverty and for the generation of 

self-employment (Qayyum & Ahmad, 2006; Shirazi, 2012). 

However, it is worth mentioning to note that microfinance is not 

equally beneficial to all classes of the poor. The instrument can 

help skillful and active poor who have the energy to work but 

lacking economic resources to realize their intentions (Morduch, 

2002; Shirazi, 2012; Shirazi & Khan, 2009). The success behind 

the microfinance programs reveals that broader coverage of 

financial services like the provision of loans, deposits and 

insurance to the poor can help the skillful and active poor on a 

higher scale.  

Among the many efforts, historically recorded to combat 

poverty, fortunately microfinance got the maximum attention 

across the globe (Morduch, 2000). The idea of microcredit and 

subsequently microfinance emerged and flourished in Bangladesh. 

After individual successful operations of microcredit and (later on) 

the emergence of Grameen bank widely attracted the attention of 

stakeholders in other countries to replicate the innovative idea of 

microfinance and combat poverty in respective regions (Khan, 

Bahari, & Hassan, 2014).  

Considerable research evidences exist representing 

significant role of MFIs in improving the socioeconomic 

conditions of the poor and marginalized communities in different 

countries (Khandker, Koolwal, & Samad, 2010; Shirazi, 2012; 

Shirazi & Khan, 2009). The South Asian countries have been 

actively pursuing the policy of setting up a formal network of 

microfinance institutions. These Institutions include NGOs and 

government sponsored programs (Dichter, 1999; Khan, Farooq, & 

Fawad, 2011; Morduch, 2002). 

The impact results of microfinance programs are not 

unanimous. Can the provision of microcredit to the poor and 

financially marginalized communities alleviate poverty? There is 

no consensus of the mainstream economists on the productivity of 

microcredit rather in some cases they report contradictory results1. 

                                                           
1Khandker (1998); Khandker (2005) using quasi experimental and panel 

data techniques respectively. He investigated the impact of microcredit 

on poverty. He affirms positive impact of microfinance for clients in 
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The idea of credit (at micro level) was initiated for a social cause – 

the socioeconomic uplift of the poor- and not necessarily 

commercial cause. Today the number of commercial microcredit 

institutions is increasing by the entry of commercial players 

(conventional international banks local commercial banks) and so 

called institutional development of microfinance institutions (the 

transformation of MFIs to microcredit banks). This process has 

commercialized the microfinance industry where the major 

concerns of the banks are “maximization of profit” not “alleviation 

of poverty” (Nieto, 2009; Pantelić, 2011). Numerous researchers 

justify the performance of MFIs on the basis of their financial 

efficiency and self-sustainability however financial efficiency or 

self-sustainability is not the ultimate objective of these institutions. 

The ultimate objective is to provide financial and other related 

services to the poor at affordable and sustainable basis. Although 

average self-sufficiency of globally large and small MFIs is 118% 

and 109% respectively but still the lending rate is charged between 

30-70% across the globe (SBP, 2011).  

The credit of the existing model of microfinance goes to 

Muhammad Yunus, the founder of the Grameen bank and Nobel 

Laureate. In 1974, Muhammad Yunus lent an amount of USD 27 

to the poor villagers of Bangladesh as a trial. This experiment 

became successful and thus he continued the process of provision 

of loans to the poor villagers (Yunus, 2007). In 1983 he formed the 

Grameen Bank (GB) to extend the facility of credit on a wider 

scale. The existing microfinance services came into existence 

because the formal financial institutions’ were reluctant to lend to 

the poor without physical collateral (Qayyum & Ahmad, 2006). 

The Structural Shift in Microfinance  

Microfinance products have changed from microloans to 

various financial services such as micro savings and micro 

insurance. The current development trend of microfinance products 

corresponds to two paradigm shifts in the microfinance field. 

Initially microfinance focused on agricultural credit offered by 

                                                                                                                                  
terms of poverty alleviation especially for women and extreme poor. 

Morduch (1999); Roodman and Morduch (2009) reinvestigated the 

results of Khandker (1998 and 2005) and concluded that he has 

exaggerated the results. For some important variables (women and 

extreme poor) they found negative signs. 
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governments or donors. Since the second half of the 1980s, there 

has been a paradigm shift in financial policy from subsidized credit 

to financial sustainability (Envision, 2006) 

The first paradigm shift focuses on the building of cost-

efficient MFIs, reducing high transaction costs and risks caused by 

moral hazard, adverse selection, and strategic default (Zeller, 

2006). The second paradigm shift begins around 2005. This shift 

was from microfinance to financial inclusion (Jeanneney & 

Kpodar, 2011). Inclusive finance involves that a wide range of 

financial providers working within their comparative advantages to 

serve poor and low-income people, as well as micro and small 

enterprises.  

The second structural change can be observed from a 

product orientated approach to a client orientated approach. 

However, in the second structural shift, microfinance institutions 

shifted and they started the provision of all micro financial services 

due to increasing competition and withdrawal rates of clients. 

Microfinance experts realize that increasing competition not only 

allows clients to take multiple loans at a time, but creates the risk 

of defaulting loans on some of their microcredit(Dunn, 2002). 

Understanding the philosophical underpinnings  

The roots of microfinancing, to facilitate the poor by 

providing small loan for productive utilization and self-

employment, can be traced back from philosophical concern of 

conceptualizing poverty as lacking of access to financial capital 

(Engberg-Pedersen & Ravnborg, 2010; Hulme & Shepherd, 2003). 

According to this concept poor are assumed to be productive, 

capable of running their own small businesses and creditworthy to 

payback their loans. This idea initiated the extension of microcredit 

to the poor at different formal and informal levels (Ledgerwood, 

1999). Informal credit have been remained a more dominant source 

for the poor who were not able to produce physical collateral to 

conventional financial institutions (Rhyne & Christen, 1999). In 

nutshell, conceptualization of poverty as lacking of access of the 

poor to financial capital, the extension of financial capital for self-

employment and productive utilization of credit, marginalization of 

poor by the traditional banks due to lacking of producing physical 

collateral, exploitation of the poor by informal credit sources and 

alleviation of poverty by business model are some of the factors 

which initiated microfinance activities across the globe. 
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The problem with this approach is that poverty does not has 

a single face but many. Conceptualization of poverty as lacking of 

access to financial capital is a capitalistic viewpoint2. The idea may 

be good from a business point of view to generate money from 

those who are traditionally unable to access to traditional financial 

institutions. As this view has been supported by Bateman (2010) 

while writing “Too much money being made! Investors in western 

countries making fantastic profits from microfinance in developing 

countries, so why rock the boat” 

The Back Front of Microfinance 

The declaration of the year ‘2005’ as microfinance by 

United Nations and the award of peace Nobel prize in ‘2006’ to 

Dr. Muhammad Yunus and Grameen bank jointly further 

accelerated the speed of microfinance as a belief- magical solution 

of poverty- across the countries(Armendáriz & Morduch, 2010). 

International donor community, especially US government and 

World Bank, loved the idea and supported it wholeheartedly. The 

idea took off globally, and microfinance became a hugely 

importantanty-poverty policy(Bateman, 2010). Many subsequent 

awards offered, including Nobel Peace Prize in 2006 and thus 

Yunus and Grameen bank widely recognized as major pioneers in 

poverty alleviation and development. Sooner microfinance 

institutions started facing the problem of commercial loans and 

limited government subsides. This helped World Bank and USAID 

to reveal their interest by suggesting commercial operation of 

microfinance to cover full cost of credit supply and provide Wall 

Street style incentives to employees. Two key US institutions took 

the lead  such as Boston-based ACCION (Americans for 

Community Co-operation in Other Nations) and the Harvard 

Institute for International Development (Bateman, 2010) 

“Later on, numerous so called ‘rigorous studies’ were 

carried outby World Bank and USAID to purport the success of 

microfinance. Microfinance industry, advocates and friendly media 

publicized lots of individual heart-warming success stories, which 

convinced many that the concept surely ‘works” (Bateman, 2010). 

Independent and neutral research institutions and researchers were 

suspected about the magnificent success stories of microfinance as 

                                                           
2 For more study please see “A Comparative Analysis of Poverty in Capitalism 

and Islam; the Philosophical Foundations and Further Extensions. The 2nd 

International Conference on Islamic Economics and Economies of the OIC 

Countries (ICIE 2013) 29-30 January, Kuala Lumpur. 
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anti-poverty tool. Thus rigorous studies conducted by World Bank 

such as Khandker (1998); Khandker (2005) based on quasi 

experimental and panel data techniques respectively reported 

significant impact of microcredit on poverty and women 

borrowers. In contrast, while re-evaluating the impact of the same 

studies Morduch (1999); Roodman and Morduch (2009) 

reinvestigated the results of Khandker (1998 and 2005) and 

concluded that he has exaggerated the results. For some important 

variables (women and extreme poor) they even found negative 

signs. 

It is interested to note why microfinance did not appear as a 

failure? The reason is simple for many years impact evaluations 

done by MFIs and their supporters such as CGAP, USAID, ADB, 

DFID etc., made uplifting claims for these evaluations, which they 

provide ‘the evidence’ that microcredit works significantly against 

poverty alleviation and women empowerment but all pretty much 

false (Bateman, 2010; Khan et al., 2014).  

A Psychological Look at the Face of Poverty 

It is important to study the behavior of the poor. It will help 

us understanding their approach to access credit and repayments. 

The Poor often engage in behaviors, such as excessive borrowing, 

which in turn reinforce the conditions of poverty. How certain 

behaviors stem simply from having less?Shah, Mullainathan, and 

Shafir (2012)suggest that scarcity changes how people allocate 

attention: It leads them to engage more deeply in some problems 

while neglecting others.  The study further shows that scarcity 

leads to attentional shifts that can help to explain behaviors such as 

over borrowing(Shah et al., 2012).  

Resource scarcity creates its own mindset, changing how 

people look at problems and make decisions. To understand this 

hypothesis, consider how people manage expenses. When money 

is abundant, basic expenses (e.g., groceries, rent) are handled 

easily as they arise. These expenses come and go, rarely requiring 

attention and hardly remaining in the mind. But when money is 

scarce, expenses are not easily met. Instead of appearing routine, 

they feel urgent. The very lack of available resources makes each 

expense more insistent and more pressing. A trip to the grocery 

store looms larger, and this month’s rent constantly seizes our 

attention. Because these problems feel bigger and capture our 

attention, we engage more deeply in solving them. Having less 

elicits greater focus. This view is not bound to the specific 
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circumstances of poverty, nor does it make assumptions about the 

dispositions of the poor. This mindset stems from the most 

fundamental feature of poverty: having less. Indeed, just as 

expenses capture the attention of the poor, researchers have found 

that people who are hungry and thirsty focus more on food- and 

drink-related cues (Dijksterhuis & Aarts, 2010; Radel & Clément-

Guillotin, 2012).  Across many contexts, we see a similar 

psychology. People focus on problems where scarcity is most 

salient(Shah et al., 2012). 

Now connecting the behavior of the poor with success 

indicators of microfinance such as disbursement of credit among 

the poor does not necessarily mean that poor have good 

entrepreneurial skills to optimally utilize credit and generate 

income from it. Rather it shows that poor communities are lacking 

money, as long as any program can provide access to money the 

poor will be part of it. So it is safe to conclude that ‘it is not the 

benefit of the program which attracts their attention to such 

programs rather it is scarcity which makes them enforce to be a 

part of such programs to satisfy their urgent needs’. Thus the 

demand of the poor for credit and recovery rates as a proxy of 

successful operations are misleading indicators resulting from the 

psychological behaviors and ‘social and peer pressure’ 

respectively.  

Giving another Look to Microfinance 

The main secular solution of poverty is advocated through 

microfinance and microcredit. But it is important to know whether 

provision of credit to the poor and financially marginalized 

communities can alleviate poverty? This is by itself and big 

controversial question. There is no consensus of the mainstream 

economists on the productivity of microcredit rather in some cases 

they report contradictory results (As shown in earlier section of 

this paper).  Then how the usefulness, universality and efficiency 

of microfinance are propagated?  

Second, the idea of credit (at micro level) was initiated for 

a social cause – the socioeconomic uplift of the poor- and not 

necessarily commercial cause. Today the number of commercial 

microcredit institutions is increasing by the entry of commercial 

players (conventional International banks local commercial banks) 

and so called institutional development of microfinance institutions  

(the transformation of MFIs to microcredit banks). This process 

has commercialized the microfinance industry where the major 
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concerns of the banks are “maximization of profit” not “alleviation 

of poverty”. How the issue of poverty can be alleviated with 

commercial attitude? This is another important question which 

needs to be addressed. 

  Third, numerous literature justify the performance of 

MFIs on the basis of their financial efficiency and self-

sustainability- if we think out of the box that whether financial 

efficiency or self-sustainability is the ultimate objective of these 

institutions? Definitely no, the ultimate objective is to provide 

financial and other related services to the poor at affordable and 

sustainable basis. Although average self-sufficiency of globally 

large and small MFIs is 118% and 109% respectively but still the 

lending rate is charged between 30-70% across the globe. How the 

success of these programs in terms of poverty alleviation is 

possible? 

Lesson Learned for Islamic Microfinance Institutions 

1. Poverty should not be conceptualized as a lacking of 

access to financial capital as misunderstood by the 

capitalists paradigm(Engberg-Pedersen &Ravnborg, 

2010; Hulme & Shepherd, 2003). As this concept will 

also mislead Islamic microfinance programs to extend 

loan via Islamic mode i-e Qard-e-Hasna) irrespective of 

its utilization and usefulness. 

2. Availability of credit for small enterprises is not the 

core problem rather it is the lack of institutions that can 

promote productive entrepreneurship. Islamic MFIs 

should adopt the role of such an institution that can 

quickly scale up small business project into those 

capable of growth via skill up gradation, technology 

transfer and innovation. 

3. As per the evidences from numerous studies the poor 

are more conscious about current needs rather than 

expected benefits(Shah et al., 2012). Helping the poor 

for self-employment and income generating activities 

by Islamic MFIs via Qard-e-Hasna may increase the 

probability of use of loan other than promised. Probably 

that is one of the important reasons why Islamic 

microfinance could not replace as a viable poverty 

alleviation tool.  

4. As per research studies the conventional MFIs focus 

and promote microcredit rather micro savings so 
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Islamic MFIs should promote and establish community 

owned and controlled endowment funds to strengthen 

local capital accumulation while IMFIs itself should 

adopt a role of observer and regulator so to address any 

loopholes in the system. 

5. Poverty is a consequence not a cause. A whole 

community may suffer from poverty but its reasons 

may be very different and diverse (Khandker, Koolwal, 

& Samad, 2010; Shirazi, 2012; Shirazi & Khan, 2009). 

Provision of Qard-e-Hasna may not be an appropriate 

solution of poverty for the entire community but for 

some of them. 

6. Anti-poverty programs must be integrated with social 

safety net programs and Zakat and Infaq programs to 

attack poverty from various dimensions. As poverty is a 

multidimensional problem which needs to be addressed 

while addressing its different dimensions. 

Conclusion 

This paper summarizes the fundamental flaws resulting in 

unsuccessful or ineffective microfinance operations against 

poverty. There are numerous psychological, experimental and 

empirical studies suggesting that poor are often involved in 

excessive borrowing behaviors. Thus the demand of the poor for 

credit and recovery rates as a proxy of successful operations are 

misleading indicators which are resulting from the psychological 

behaviors and ‘social and peer pressure’ respectively. The 

literature further suggests that irrespective of the financing 

methodology (whether conventional or Islamic) there is less 

chance of success for microfinance due to many technical reasons. 

Moreover, microfinance often result in destroying social capital 

and solidarity, pushing the poor to pay the full cost of credit supply 

and promoting the financers’ interest while less attention is paid to 

trickle down the benefits of microfinance institutions to financially 

excluded class.  

Independent studies shows no consensus among the 

researchers to conclude microfinance as a success against poverty, 

successful self-employment generation tool, effective women 

empowerment’s tool, sustainability of the model and establishment 

of microenterprises (Hulme, 2000; Khan & Sulaiman, 2015; Khan, 

Yasin, & UIIah, 2011). However, it cannot be concluded as a 

failure of microfinance model at all. There are also numerous 
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studies (Chakrabarti, 2004; Hulme, 2000; Hulme & Moore, 2006; 

Khan & Sulaiman, 2015) realizing partial success of microfinance 

across the different regions.  

Notwithstanding, studies which believe in microfinance as 

a strong anti-poverty instrument but correlate with other political 

and macroeconomic factors are also wide in range (Armendáriz de 

Aghion & Morduch, 2000; Benzing, Chu, & Kara, 2009; Crabb, 

2008; Hartungi, 2007). Though, microfinance literature varies from 

partial success to no success at all, however the success of 

microfinance institutions depend on the definition of ‘success’ by 

itself (Hartungi, 2007), impact assessment methods (Khan et al., 

2014), country and region of practice, macroeconomic and political 

factors (Benzing et al., 2009; Crabb, 2008), number, model and 

scale of operations and status of MFIs (Farooq & Khan, 2014).  

Findings of the study caution stakeholders to rethink about 

poverty alleviation models which should be feasible and 

sustainable to alleviate poverty effectively on a wider 

socioeconomic scale. These findings are important for Islamic 

microfinance institutions as they are trying to serve the poor 

community through Shariah compliant micro loans products which 

do not seem much different in terms of social impacts of these 

products.  
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