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1. Why MSME Financing Matters in Frontier Markets

Frontier markets may be understood as economies in which enterprise activity is widespread,
even as the institutional routes for firm expansion remain underdeveloped. A large number of
economic units may indicate commercial energy, but it does not necessarily indicate the
presence of firms that can expand production, absorb labour, access formal finance, or compete
beyond local markets. In this paper, the term firm depth is used to describe this missing layer of
enterprises: firms that have moved beyond owner-dependent activity and acquired the basic
systems, records, financing capacity, and market linkages required for growth.

Bangladesh is a useful case for examining this concern. The country’s CMSME sector accounts
for nearly the entire enterprise base and a major share of employment, yet its share of formal
bank lending remains far smaller. As is evident from the exhibit below, there is a visible gap
between the sector’s weight in the real economy and its position in the formal credit system.
This gap is central to the financing question taken up in this paper.

The CMSME sector carries the economy but not the credit book
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Exhibit A. Bangladesh's CMSME sector accounts for nearly all enterprises and most employment, but a small share
of bank lending. Source: SME Foundation (2026); The Financial Express (2025).

The exhibit points to a financing problem that is larger than the lending target itself. A
substantial part of the economy remains only weakly connected to formal finance. Many small
firms have customers, inventory movement, weekly cash inflows, and supplier obligations. In
commercial terms, they are active. In banking terms, however, they often remain difficult to
read. Their records are thin, collateral is limited, and accounts are rarely presented in a form
that can support formal credit assessment.

The implication is that MSME finance has to be better matched to the stage and condition of the
firm. A seasonal trader may need working capital before peak demand. A small manufacturer
may need equipment finance. A supplier waiting on buyer payments may need invoice finance.
Another firm may be viable, but still require a guarantee before a bank is willing to lend without
land or heavy collateral. These are different financing problems. When credit mainly reaches
firms that already look clean on paper, active but less formal firms remain trapped in short cash
cycles. They continue operating, but do not build much capacity.

The international evidence suggests that Bangladesh is not facing this problem in isolation. The
World Bank estimates that SMEs account for around 90 percent of businesses worldwide and
more than half of employment. IFC estimates the MSME financing gap across emerging and
developing economies at USD 5.7 trillion, which is roughly 19 percent of their combined GDP.
Frontier markets face a stronger and sharper version of this constraint.

Hence, MSME finance should be treated as part of Bangladesh’s growth architecture, rather
than as a side programme for small businesses. The test is whether the financial system can
identify firms that are ready to move up, and provide finance that matches their stage of growth.
Without that shift, credit may continue to ease pressure at the lower end of the enterprise base,
but it will not create enough firms that can hire, invest, supply larger buyers, and compete with
discipline.

2. Literature Review: MSME Finance and Firm Conversion

The literature on MSME finance is anchored in a basic credit-market problem. Banks and
financial institutions do not always have sufficient information to distinguish a viable small firm
from a risky one. Stiglitz and Weiss’s formulation of credit rationing remains useful here. Their
argument was that lenders may restrict credit even when borrowers are willing to pay more,
since higher interest rates can worsen borrower selection and repayment behaviour (Stiglitz and
Weiss, 1981). For MSMEs, this problem is familiar. Many enterprises have sales, customers,
and business activity, but lack the collateral, accounts, and credit history through which banks
usually assess risk.

The relationship between firm size and financing constraints is also well established. Beck and
Demirgui¢-Kunt argue that SMEs form a large share of the private sector, but face greater



difficulty in accessing external finance than larger firms (Beck and Demirgi¢-Kunt, 2006). Beck,
Demirgli¢c-Kunt and Maksimovic show, using cross-country firm-level evidence, that financial
and legal constraints affect smaller firms more severely (Beck, Demirgui¢-Kunt and Maksimovic,
2005). This matters for frontier markets, where weak credit information, limited collateral, and
uneven documentation make the distance between business activity and bankable enterprise
even wider.

There is also a useful distinction in the literature between employment contribution and
productivity. Ayyagari, Demirglic-Kunt and Maksimovic show that small and young firms
contribute significantly to job creation across developing economies (Ayyagari, Demirgig-Kunt
and Maksimovic, 2011). But job creation does not, by itself, mean that firms are becoming more
productive or more structured. This distinction is relevant for Bangladesh. A large MSME base
can support livelihoods and absorb labour, while still leaving the economy with too few firms that
can scale, keep proper records, join supply chains, or borrow on formal terms.

Evidence from microenterprise research makes the case more nuanced. De Mel, McKenzie and
Woodruff's experiment in Sri Lanka found high average returns to capital among
microenterprises, but the effects varied across firms (de Mel, McKenzie and Woodruff, 2008).
The policy implication is modest but important. Capital helps, but not in the same way for every
enterprise. The effect depends on the firm’s stage, the owner’s capability, the use of funds, and
the market into which the business is selling. A household-based cottage activity and a small
manufacturer do not face the same financing problem.

More recent work on SME finance has also moved closer to this concern. The World Bank’s
review of MSME finance in Bangladesh identifies a “missing middle” of firms that are too large
for microfinance but still too informal or weakly collateralised for standard bank lending (World
Bank, 2019). IFC’s work on digital MSME banking similarly notes that small firms are often
costly to serve through conventional banking methods because they lack reliable records,
formal business plans, and assets acceptable as collateral (IFC, 2025). Digital payments,
invoices, supplier records, and merchant transactions can improve this picture, but only if
lenders are able to convert these traces into credit assessment and product design.

The supply-chain finance literature adds another relevant point. For firms trying to sell beyond
local markets, finance has to be connected to buyers, standards, and working-capital cycles.
IFC and SECO’s work in Vietnam treats receivables and inventory finance as part of the route
through which SMEs can participate in larger supply chains (IFC and SECO, 2025). This is
relevant for Bangladesh’s light engineering, agro-processing, furniture, and RMG-linked
subcontracting segments, where market access and compliance often matter as much as credit
itself.

This review supports the framing used in this paper. The literature does not usually use the
word conversion, but it points toward the same problem. MSME finance has greater
development value when it helps a firm become more visible to lenders, manage cash flow,



invest in productive assets, reach buyers, and move into a higher stage of enterprise capacity.
Access to finance remains necessary. But for frontier markets, the harder question is whether
finance helps firms move beyond survival-scale activity into more organised and bankable
enterprise.

3. The Current State of MSME Financing in Bangladesh

Bangladesh already has a reasonably developed policy framework for MSME development. The
SME Policy 2019 set out priorities that continue to remain relevant, including access to finance,
market access, refinancing facilities, credit guarantees, improved SME statistics, and a more
enabling business environment. Meanwhile, the Ministry of Industries is preparing the National
SME Policy 2025, which aims to raise the sector’s contribution to GDP to 35 percent by 2030.
However, the experience of the previous policy also points to a familiar implementation
challenge. SME Foundation officials have noted that the 2019 policy period ended without the
roughly Tk 105 billion in public funding that it had sought to mobilise. This suggests that policy
ambition in the MSME space has not always been matched by policy financing.

With regard to lending, Bangladesh Bank has taken a more specific regulatory position. Its
revised CMSME master circular sets a target for banks and financial institutions to allocate 25
percent of total lending to the sector by end-2025, rising to 27 percent by 2029. The circular also
expands the eligible borrower base to include f-commerce and e-commerce operators, and
small traders without trade licences for loans up to Tk 5 lakh. It revises the definition of women-
led enterprises, introduces group-based lending for clusters of five to ten cottage or micro
entrepreneurs, and requires banks to maintain dedicated CMSME credit-risk units. Banks are
also expected to use digital tools, including QR codes and chatbots, for outreach and
assessment. Multilateral partners have complemented these efforts. ADB has channelled
concessional credit lines through participating banks, while Bangladesh Bank, with IFC support,
introduced a Credit Guarantee Scheme in 2020 for collateral-free CMSME lending.

However, the financing picture remains uneven. The Financial Express reported that, by 31
December 2025, less than 17 percent of total bank loans had gone to the CMSME sector,
against the 25 percent target. At the same time, classified CMSME loans rose to 24.1 percent.
These two figures need to be read together. They suggest that many firms remain outside
adequate formal finance, while a portion of the finance already extended is becoming difficult for
banks to recover. This is consistent with IFC’s estimate of a USD 2.8 billion MSME financing
gap. An ESCAP-supported study also estimates unmet financing demand among women-
owned MSMEs at close to USD 0.77 billion, or around 60 percent of that segment’s total
demand, despite the growth of total MSME loan disbursement over the previous decade.



Lending trails the target, and a growing share is turning bad
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Exhibit B. CMSME lending remains below the Bangladesh Bank target, while classified loans have risen almost as
high as the target itself. Source: Bangladesh Bank CMSME Master Circular, 2025; The Financial Express, 30
December 2025.

The size of the sector is not in serious dispute, although estimates differ across sources. The
BBS Fourth Economic Census recorded 11.7 million economic units in 2024,which is a 49.68
percent increase from 7.8 million in 2013. The ownership and sectoral profile is also instructive.
About 87.4 percent of these units are individually or family owned, while 90 percent operate in
services. Wholesale and retail trade alone account for nearly 42 percent of all units.

SME Foundation’s 2026 estimates further indicate the scale of the cottage-to-medium segment.
It accounts for 99.92 percent of all enterprises and around 85 percent of total employment,
equivalent to roughly 30.6 million workers. At the same time, the figures also point to structural
limitations. Close to 65 percent of economic units still operate outside the formal sector, and
female-headed units account for only 6.5 percent of the total. Thus, the sector is large not only
in number, but also in policy relevance. Its challenge lies in the quality of firm formation, not
merely in enterprise count.

Exhibit 3. Bangladesh's MSME finance landscape at a glance.

Indicator Figure

Economic units (2024 census) 11.7 million, up 49.7% from 7.8 million in 2013

Cottage 38.7% - Micro 56.7% - Small 4.2% - Medium 0.3% -

Enterprise size mix Large 0.1%

~85% of workforce (SME Foundation, 2026); =30.6 million

CMSME share of employment
workers

CMSME share of GDP Roughly 24—-31%, depending on source and year




Indicator Figure

[ i [) .
CMSME lending vs. target Below 17% of total bank loans (Dec 2025) against a 25% end
2025 target

Classified (NPL) CMSME loans 24 1% as of late 2025

MSME financing gap Gg{go(;(??ilr? 2.8 bn (IFC); women-owned segment approx.

Female-headed enterprises 6.5% of all MSMEs (SME Foundation, 2026)

~700,000 QR-enabled merchants; digital lending growing

Digital payment footprint ~30%/year

Sources: BBS Economic Census 2024 (released 2026); SME Foundation 2026; Bangladesh Bank; The Financial
Express; IFC; ESCAP. Figures use differing definitions and reference periods.
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Exhibit C. The same size mix shown as a distribution. Source: BBS Fourth Economic Census, 2026.

At the level of borrower assessment, the CMSME finance market is no longer entirely collateral-
led. Mobile financial services, particularly bKash, Nagad and Rocket, have created payment
records in markets where banks previously had little borrower information. QR payments add
another layer, with an estimated 700,000 merchants now accepting such payments. Fintech
lenders such as Shadhin FinTech, ShopUp and iFarmer are also trying to use transaction
history, invoices and buyer relationships as substitutes, or at least complements, to collateral.
UCB’s reported SME portfolio suggests that this is not only a fintech story. Established banks
are also testing smaller-ticket products, faster branch-level approval, and credit assessment
methods that are closer to the way cottage and micro firms actually operate.

Bangladesh, in that sense, already has several of the instruments required for a more
productive CMSME finance system: lending targets, refinancing schemes, a credit guarantee



mechanism, digital payment records, and early experiments in cash-flow-based assessment.
The question is whether these instruments are being used in a way that helps firms move
across stages of enterprise capacity. If they are not, the system may continue to expand access
without necessarily improving firm growth.

4. MSME Conversion: From Cottage to Medium Enterprise

With regard to terminology, the use of “conversion” in this paper is rather intentional. In
Bangladesh, the term graduation is now closely associated with the country’s transition out of
Least Developed Country (LDC) status. To use the same term for enterprise growth would risk
mixing two separate policy conversations. In our case, conversion is a more precise word for the
firm-level process under discussion. It refers not to a single threshold being crossed rather to a
gradual change in business practice in some core areas such as increase in employee number,
number of customer served, geological expansion and so forth.

At the lower end of the spectrum, a cottage enterprise is often an extension of the household,
relying on family labour, irregular sales, and an indistinct separation between household and
business cash. A micro enterprise usually shows a more regular commercial pattern with repeat
customers or a fixed selling point, although the owner remains central to most decisions and
transactions. A small enterprise begins to take on the character of an organisation. It hires
beyond the family, manages inventory, delivers to a schedule, and carries a working-capital
cycle that extends beyond daily receipts. A medium enterprise, in turn, requires the apparatus of
a more formal business i.e. management systems, payroll discipline, compliance, equipment
financing, and relationships with buyers who expect reliability at scale.

The steepness of this progression is evident in Bangladesh’s own enterprise data. In the 2024
Economic Census, micro enterprises accounted for 56.7 percent of all units, while cottage
enterprises accounted for another 38.7 percent. Small enterprises made up only 4.2 percent,
medium enterprises 0.3 percent, and large enterprises 0.1 percent. This distribution is the
empirical basis for the missing-middle problem. Earlier World Bank analysis described this
segment as firms that are too large for microfinance products, yet too weak in collateral and
formal records for standard bank lending. The question for this paper, therefore, is not merely
how many enterprises sit at the base of the economy, but how many can move upward, and



what sort of finance can make that movement feasible.
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Exhibit 1. The MSME conversion pathway. Source: Author synthesis based on Bangladesh Bank CMSME definitions.

With regard to financing needs, the stages of enterprise development are not interchangeable.
A cottage business usually requires small and flexible working capital, along with some
discipline in separating household and business cash. Even a single missed instalment can spill
over into the household budget. A micro enterprise, by contrast, may be better served by cash-
flow-based credit, particularly where digital payments and basic bookkeeping have begun to
create a visible transaction record. Such firms may not have audited accounts, but they often
have business rhythm.

For small enterprises, the financing requirement becomes more complex. Machinery finance,
invoice or supply-chain finance, and partial credit guarantees become more relevant, especially
where sales are growing but collateral remains limited. Medium enterprises require a different
order of finance altogether: term lending, trade finance, equity-like capital, and governance
practices that can satisfy larger buyers and formal lenders. Exhibit 2 sets out this progression in
more detail.Exhibit 2. Financing needs by enterprise stage.

Illustrative instruments

Typical characteristics

Core financing need

Household-based; family

. . Small flexible working
labour; irregular sales;

Group loans; MFI/MFS-

Cottage business and household cash cap!tal; savings d|§C|pI|ne; linked savings; nano-loans
; - basic record-keeping
flows intertwined
_ Repeat custome_rs; some Cash-flow credit; dlgl_tal QRUinkedmerchanticredit
Micro business rhythm; almost payment acceptance; . )
. . . mobile-money micro loans
entirely owner-dependent simple bookkeeping tools
Regular hiring; sourcing and Machinery finance; Equipment term loans;
Small inventory management; invoice/receivables finance; supply-chain finance; partial

working-capital cycle

credit guarantees

credit guarantees




Typical characteristics Core financing need lllustrative instruments

Management systems; payroll ~ Term finance; trade finance; = Bank term loans; trade
Medium and compliance; relationships governance and equity-like finance lines; SME capital-
with larger buyers capital market platforms

Source: Author synthesis based on Bangladesh Bank CMSME circulars and product literature.

This is why disbursement alone is a weak measure of MSME financing success. A working-
capital loan may keep a cottage business running through a difficult season without changing its
capacity in any lasting way. Similarly, a term loan given to a firm before it has the systems to
manage it may increase stress rather than growth. The question, therefore, is not only whether
credit was extended, but what the credit allowed the firm to do.

A more useful test is whether financing improves the operating position of the firm: more regular
sales, better records, greater confidence in hiring, access to new buyers, investment in
equipment, or the ability to absorb a shock without falling back immediately into distress. These
outcomes are harder to capture than loan volume, which is why they are often missed in
programme reporting. Yet they are closer to the real purpose of MSME finance.

With regard to Bangladesh, and frontier markets more generally, the discussion needs to move
toward the fit between the firm and the financial product. Access remains important, but access
by itself is not sufficient. A loan has to match the stage of the firm, the rhythm of its cash flow,
and the purpose for which finance is being used. This paper therefore treats fit, rather than
volume alone, as the test of productive MSME finance.

5. Key Challenges in MSME Financing

The first constraint is the collateral orientation of formal lending. Many small firms do not own
land, buildings, or other assets that banks can easily accept. As a result, a large number of first-
generation entrepreneurs are filtered out before the actual strength of their business is
examined. Recent reporting in *The Financial Express*, as well as coverage of UCB’s SME
lending model, point to the same issue: banks need better ways to read cash flow and
transaction behaviour, instead of relying mainly on the borrower’s asset position. Bangladesh
Bank’s 2025 CMSME master circular partly moves in this direction by allowing loans of up to Tk
5 lakh for certain informal enterprises and by introducing group-based lending for cottage and
micro entrepreneurs. However, the requirement that each borrower still submit an individually
CIB-checked application shows that the shift away from conventional underwriting remains
limited.

A related problem is also weak financial visibility. Many small businesses have regular sales,
loyal customers, supplier relationships, and daily cash movement. Yet much of this activity is not
recorded in a form that a bank can use. The firm may be active in the market, but weak inside
the credit file. This is especially relevant for women entrepreneurs, youth-led firms, f-commerce



sellers, rural enterprises, and service businesses that do not fit the traditional collateral model.
SME Foundation’s assessment that roughly 70 percent of grassroots entrepreneurs still struggle
to access formal finance is consistent with this problem, particularly where basic documents
such as trade licences and tax identification numbers are missing.

The third issue is product mismatch. MSMEs are often treated as one broad lending category,
although their financing needs differ sharply. A firm buying a machine does not need the same
product as a trader managing seasonal stock. A supplier waiting thirty to sixty days for payment
from a large buyer needs invoice or supply-chain finance, not a generic working-capital loan.
Micro enterprises usually need small, fast, and simply structured credit. Small manufacturers
often need longer tenor and some form of risk-sharing. Bangladesh Bank’s CMSME data
suggest that, despite strong repayment records among cottage and micro borrowers, medium
and small enterprises still receive the larger share of CMSME funds. This leaves the smallest
and most numerous firms under-financed relative to their weight in the economy.

The fourth challenge concerns the use of finance. Credit used only to cover short-term cost
pressure may keep a firm alive, but it does not necessarily make the business more productive
or investable. The effect is different when finance is tied to equipment, digital record-keeping,
compliance, or a new buyer relationship. These uses can improve the firm’s operating position
over time. The difficulty is that programme reporting tends to track disbursement more easily
than the quality of use. As a result, financing that keeps firms in place can look similar, on
paper, to financing that helps them build capacity.The fifth challenge is mutual caution on both
sides of the lending relationship. Entrepreneurs face paperwork, processing delays, unfamiliar
banking language, and, in some cases, a real fear that formalising will draw the attention of tax
authorities. Bankers, in turn, face default risk, thin documentation, and limited reliable
information about the borrower. The rise of CMSME classified loans to 24.1 percent is a signal
that this caution on the lending side is not unfounded. At the same time, rapid digital credit
growth carries its own risk. Kenya's experience, discussed in the next section, shows that
alternative-data lending can expand access while also producing new patterns of over-
indebtedness if growth outpaces consumer protection. Bangladesh's task is to build products
and processes that reduce hesitation on both sides, without simply swapping one form of
careless lending for another.

6. Comparative Insights from Frontier Markets

The comparison in this section leaves out larger high-growth economies, where SME finance
debates are already extensive and where market scale limits direct comparison with
Bangladesh. Instead, it draws on four frontier-market cases: Kenya, Morocco, Vietham, and
Nigeria. Each case is useful for a different reason. Kenya shows how transaction data can be
used for borrower assessment. Morocco shows the role of state-backed guarantees. Vietnam
points to the importance of buyer linkages and standards. Nigeria offers a cautionary case on
digitisation that does not automatically translate into formal credit.
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Kenya is the most widely cited case of mobile-money-led financial inclusion. The more relevant
question now is no longer access alone, but the quality and consequences of that access. M-
Pesa processes over 61 million transactions a day across more than 50 million active users,
while an estimated 450 fintech firms, including Tala, Branch International, and Pezesha, use
mobile-money, airtime, and supply-chain data to assess borrowers without conventional credit
histories. Pezesha reports using more than 300 million alternative data points, while keeping
long-term default rates below 3 percent. These figures show the potential of transaction-data
lending. They also show why regulation matters. Kenyan authorities are now dealing with over-
indebtedness risks, gaps in financial literacy, and the reporting of small digital loans to credit
bureaus. For Bangladesh, where bKash, Nagad, and Rocket have created comparable
transaction footprints, the lesson is clear enough: alternative data can support MSME credit, but
borrower protection and underwriting discipline have to develop with it.

Morocco provides a different lesson. Its experience is less about digital credit and more about
the use of guarantees at scale. Tamwilcom, the national guarantee institution, traces its origins
to 1949 and issued roughly USD 2.7 billion in guarantees in 2025, enabling an estimated USD
4.7 billion in financing across more than 70,000 transactions. Micro and very small enterprises
accounted for 89 percent of this guarantee activity. In 2026, IFC and Tamwilcom launched a
new risk-sharing facility aimed at Morocco’s remaining USD 20.4 billion MSME financing gap,
with attention to women-owned businesses, agricultural enterprises, and supply-chain firms.
Bangladesh already has a starting point in its Credit Guarantee Scheme. Morocco’s experience
suggests that guarantees are most useful when directed toward firms with sales or buyer
relationships, but insufficient collateral. This is especially relevant for the small-to-medium
transition, where the gap between business viability and bank security requirements is often
widest.

Vietnam, in this regard, offers an instructive case on the relationship between SME finance and
supply-chain participation. Firm size, by itself, has not been sufficient to ensure entry into larger
buyer networks. What appears to matter more is whether a firm can satisfy buyer standards,
deliver with consistency, and carry the working capital burden that such relationships require.
Despite Vietnam’s strong record in attracting manufacturing FDI, only an estimated 14 to 15
percent of Viethamese firms are integrated into FDI supply chains. As late as 2014, only four of
Samsung’s sixty-seven tier-one suppliers in Vietham were Viethamese-owned. This has led to a
more deliberate use of supply-chain finance. IFC and the Swiss government’s programme has
facilitated up to USD 33 billion in receivables and inventory financing for around 500,000
Vietnamese SMEs in its first phase, and now targets a further USD 35 billion in working capital
through 2029. For Bangladesh, where light engineering, agro-processing, furniture, and RMG
subcontracting are similarly dependent on buyer relationships, the implication is that MSME
finance ought to be connected to supplier development and standards compliance. Credit, in
this context, is more useful when it helps a firm meet the terms of a buyer relationship, rather
than when it is offered as a stand-alone product.

Nigeria, meanwhile, provides a more cautionary comparison. Digital payments have expanded

rapidly through the informal economy, and bank transfers are now increasingly used even for
supplier payments. However, this has not translated into a comparable expansion of formal
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credit. Fewer than one in twenty Nigerian MSMEs currently have access to bank credit, while a
2025 industry report described the sector as “digitising without formalising.” The issue is that
payment activity, although visible, has not yet been converted into credit information that
lenders can use at scale. The World Bank’s USD 500 million FINCLUDE project, approved in
December 2025, is a response to this gap, channelling concessional finance and partial credit
guarantees through Nigeria’s Development Bank with a view towards using digital transaction
data in lending decisions. This is relevant for Bangladesh because QR adoption and MFS
growth, while promising, will not automatically produce cash-flow-based lending. The passage
from digital transaction to formal credit will require deliberate institutional work, particularly in
credit scoring, lender incentives, borrower protection, and data-sharing arrangements.

Exhibit 4. Selected frontier-market lessons for Bangladesh.

Market Useful lesson

Mobile-money transaction data can score
borrowers with no credit history, but rapid
growth created over-indebtedness risks that
regulators are still managing.

Kenya

Long-standing state-backed guarantee
institution (Tamwilcom) directs 89% of activity
to micro and very small firms; new IFC risk-
sharing facility targets the remaining USD 20.4
bn gap.

Morocco

Large FDI inflows did not automatically create
domestic supplier linkages; dedicated supply-
chain finance paired with standards support
was needed.

Vietnam

Rapid digital payment growth has not closed
the credit gap; fewer than 1 in 20 MSMEs have
bank credit; the sector is ‘digitising without
formalising.’

Nigeria

Relevance for Bangladesh

Bangladesh's MFS base (bKash, Nagad,
Rocket) can be converted into responsible
CMSME credit, if underwriting discipline
and borrower protection are built in from
the start.

Bangladesh's Credit Guarantee Scheme
could be deepened and concentrated on
the small-to-medium transition, where
collateral gaps are largest relative to firm
viability.

In RMG, light engineering, agro-processing
and furniture, MSME finance works best
when paired with buyer linkages and
compliance support, not offered as a stand-
alone product.

QR adoption and MFS growth are
necessary first steps toward cash-flow
lending, not a finishing point. Deliberate
institutional work is required to convert
digital trails into credit.

Source: Author synthesis from IFC, World Bank, OECD, and cited press reporting.

Across these four cases, the common thread is that finance works better when it's attached to a
pathway, whether that pathway is built from data (Kenya), risk-sharing (Morocco), buyer
standards (Vietnam), or the institutional follow-through that Nigeria has not yet completed. None
of these is a template to copy directly. Together, though, they test different parts of the
conversion argument and point toward the recommendations in the next section.

7. Policy Recommendations

The recommendations that follow are informed by the preceding analysis of Bangladesh’s
CMSME sector, including the size of the enterprise base, the shortfall in lending against policy
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targets, the rise in classified loans, and the experience of comparable frontier markets. As
shown in Exhibit 5, the central policy concern is whether MSME finance can be made more
closely aligned with the movement of firms from one stage of enterprise capacity to another.

Exhibit 5. A framawork for productive MSME finance
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Exhibit 5. A framework for productive MSME finance. Source: Author synthesis.

With regard to segmentation, policy-makers and financial institutions should distinguish more
clearly between cottage, micro, small, and medium enterprises. Current CMSME definitions are
useful for administrative purposes, but they do not always reflect the financing needs of firms at
different stages. A household-based producer and a small enterprise with workers, inventory,
delivery obligations, and supplier relationships cannot be served through the same lending logic.
It is therefore important that bank product design move beyond broad CMSME categories and
consider the actual stage and growth-readiness of the firm.

It is also important to reconsider how CMSME finance is measured. Disbursement will remain a
necessary indicator, particularly for Bangladesh Bank and participating financial institutions.
However, it should be complemented by measures that indicate whether financed firms are
becoming stronger. These may include improved records, repeat sales, employment creation,
access to new buyers, and movement into a higher enterprise category. Such measures would
not replace the existing lending targets, but would allow policy-makers to assess whether credit
is contributing to firm conversion, rather than only increasing the volume of lending.

With regard to cash-flow-based lending, Bangladesh is now better placed than before. Digital
transaction data, bank statements, invoices, supplier records, QR payments, and MFS histories
can assist lenders in assessing firms that have not previously held formal loans. However, this
should be approached with caution. Kenya’s experience suggests that alternative-data lending
can expand access, but can also generate problems of over-indebtedness when credit grows
faster than borrower protection, reporting rules, and underwriting discipline. Bangladesh should
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therefore encourage cash-flow-based lending, while ensuring that safeguards are built into
product design from the outset.

Credit guarantees also merit more targeted use. Bangladesh’s Credit Guarantee Scheme
should be focused on firms that have demonstrated sales, buyer relationships, or transaction
histories, but remain constrained by limited collateral. Morocco’s experience suggests that
guarantees are most useful when they reduce lender hesitation around viable firms, rather than
when they are spread too thinly across the entire MSME base. This is particularly relevant for
the small-to-medium transition, where firms may have commercial potential but lack the assets
required under conventional bank lending.

Financing should also be more closely connected to market access and standards compliance.
A loan by itself will do little for a firm that does not have buyers, packaging capacity, machinery,
certification, or the ability to deliver to larger clients. Vietnam’s experience with supply-chain
finance suggests that working capital is more effective when it is tied to buyer relationships and
delivery requirements. SME Foundation’s cluster-based programmes could be better aligned
with this approach, especially in sectors such as light engineering, agro-processing, furniture,
and RMG subcontracting.

Finally, women and youth-led enterprises should be treated not only as inclusion categories, but
also as growth segments. Women-led firms account for only 6.5 percent of MSMEs by SME
Foundation’s count, while unmet financing demand among women-owned enterprises is
estimated at close to USD 0.77 billion. This gap is usually discussed in terms of equity, and
rightly so. But it also indicates unrealised enterprise potential. Evidence from Bangladesh’s
Credit Guarantee Scheme suggests that first-time borrowing and average loan sizes among
women-owned firms increase when guarantees are available. This points to a financing
constraint among potentially viable borrowers, not simply a shortage of entrepreneurial activity.

8. Conclusion

Bangladesh has more than eleven million enterprises across agriculture, retail, manufacturing,

and services. These enterprises employ a large share of the working population and constitute
an important part of the country’s private-sector base. However, as discussed in this paper, the
presence of a large enterprise base does not necessarily imply the presence of a deep base of
productive firms.

The main constraint is that too many enterprises remain at the survival end of the distribution.
They operate, generate income, and support employment, but do not always acquire the
records, workers, systems, financing capacity, and buyer relationships required for expansion.
This is particularly important in the case of CMSMEs, where cottage and micro enterprises
dominate the structure, while small and medium firms remain relatively few.
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MSME finance is therefore relevant not simply because the sector needs credit, but because
finance can help determine whether firms remain in place or move to the next stage. A working-
capital loan that keeps a cottage business operating through a difficult period is useful.
However, it is different from financing that allows a micro enterprise to hire outside the family, or
a small manufacturer to purchase equipment and meet the requirements of a larger buyer. This
difference is what the paper has described as conversion.

Bangladesh already has several instruments with which to support such conversion. These
include an MSME policy framework, Bangladesh Bank lending targets, refinancing
arrangements, a credit guarantee scheme, mobile financial services, QR payments, and early
experiments in cash-flow-based lending. The issue is that these instruments do not yet operate
as a connected pathway from cottage to micro, micro to small, and small to medium enterprise.

The comparative cases also point to the same conclusion. Kenya shows that transaction data
can support lending, but also requires borrower protection. Morocco shows that guarantees can
reduce lender hesitation when used with some discipline. Vietham shows that finance is more
effective when connected to buyers and standards. Nigeria shows that digital payments do not
automatically become formal credit. These experiences do not offer a direct model for
Bangladesh, but they do indicate the type of institutional choices that matter.

In sum, Bangladesh does not need to invent an entirely new MSME finance agenda. It needs to
use the existing architecture with greater precision. The test should not be only whether lending
targets are met. It should also be whether finance helps build a deeper layer of firms that can
keep records, hire workers, invest in equipment, supply larger buyers, and contribute more
meaningfully to private-sector development.
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