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ABSTRACT

Millions of people in developing countries are faced with a problem called poverty. Most
of the Organization of Islamic Conference (OIC) countries belong to the undeveloped or
the least developed countries group. Only few of them (mainly oil rich countries) belong
to higher middle income countries group or high income group. Microfinance is seen as
a ‘“new paradigm” for bringing about development and eradicating poverty.
Microfinance, which is the provision of small amounts of credit to the poor who is usually
outside the formal banking system, is attracting growing attention from the World Bank
and regional development banks. Conventional microfinance institutions (MFIs) already
exist for a couple of decades and have been playing a great role in helping the poor
achieve higher income which, later on, led to the higher standards of living. Islamic
MFIs are infants of the Islamic banking and finance, which are yet to be developed fully.
Currently there is a very small number of microfinance institutions which are operating
based on Islamic principles and beliefs. This paper is addressing the issue of Islamic
MFlIs, their theoretical framework and implementation. It is believed that Islamic MFlIs
could play a huge role in poverty elevation throughout the Muslim world. Financing
modes, such as mudharabah, musharakah and murabaha - among others, could be used
by Islamic MFIs. These modes will be explained in the paper using appropriate
examples. It is argued that the Support of already existing Islamic banks and Islamic
Development Bank (IDB) is crucial for Islamic MFIs to succeed.
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1. Introduction

Fighting poverty is not only the goal of 21* century world, but it is a continuing
fight since the beginning of this world. Islam recognizes that everybody should have
secured basic needs and enjoins the rich members of the society to help those in need. In
other words, Islam is not synonym for poverty since Islam strives for the betterment of its
followers. The same can be concluded from the available texts in a/-Qur’an and Sunnah
as the main sources of Islamic Law (Shari’ah). During his lifetime, the Holy Prophet
Muhammad (peace be upon him) asked for Allah’s protection from the idolatry and
poverty saying: “O Allah, I seek Your refuge from poverty, insufficiency and lowliness”
(Abu Dawud). He (peace be upon him) linked poverty to disbelief: “Poverty is almost
like disbelief in God” (al-Bayhaqi). Having said that, we can see that Muslims should
strive their best to fight against the poverty at all levels, since the poverty is a threat to a
man’s belief, social security and stability.

The most of the Organization of Islamic Conference (OIC) countries belong to the
undeveloped or least developed countries group. Only few of them (mainly oil rich
countries) belong to higher middle income countries group or high income group. For
these reasons more attention should be paid to poverty alleviation from an Islamic
perspective. In order to solve (at least partially) the problem of poverty we have to go to
the grass-roots of the problem. One possible way to tackle this problem would be the
introduction and implementation of the microfinancing techniques based on Islamic
principles.

For last couple of decades, conventional microfinance institutions (MFIs) have
made a tremendous impact in poor countries (e.g. Grameen bank in Bangladesh) and their
presence is felt and recognized throughout the world. Islamic economics is a young
discipline and still in the process of development, therefore, it is not surprise that Islamic
microfinance institutions (IMFIs) have not fully developed yet. Steps have been made
towards the establishment and development of IMFIs, but there is a great room for
improvement. The MFIs are seen as a new approach to fight poverty and bring about
development. It is for these reasons that this paper is focusing on the potentials of these
MFIs from an Islamic perspective.

1.1 The importance of the study and rationale

Conventional microfinance institutions (MFIs) already exist for a couple of
decades and have been playing a great role in helping the poor achieve higher income
which, later on, led to higher standard of living. Islamic MFIs are infants of the Islamic
banking and finance, which are yet to be developed fully. Currently there is a very small
number of microfinance institutions which are operating based on Islamic principles and
beliefs. The literature on the topic is very scarce and there are many areas to be explored
from an Islamic perspective.

It is for these reasons mentioned above, the author believes, that we have to pay
attention to the microfinance in Islam. There are great potentials in microfinancing that
should be explored by Muslims. Many scholars (even layman) indicate to the problem of
poverty within Muslim Ummah, but very few have laid down any suggestion on how to
approach to this problem. Microcrediting may not be the complete solution of such



complex problem like poverty, but it is definitely part and partial of that solution. Since
the problem of poverty lies in the grass roots of our society, we have to start from the
very beginning — and that is the grass roots.

This research is meant to contribute to the very scarce literature on the topic by
analyzing, summarizing and critically reviewing the existing materials. It will add to the
knowledge on microcreditng/microfinancing by elaborating available alternatives from an
Islamic point of view.

1.2 Methods of study

In this paper, the author is trying to review the existing written material on the
topic from an Islamic point of view and to make a very brief comparison with its
conventional counterparty. The methodology used for this study is qualitative in nature.
This means that the author will mainly use available resources in library and online
databases. Moreover, the available articles from the daily newspapers, magazines,
seminar/conference proceedings, and unpublished works will all be used when available
and appropriate. Furthermore, due to space constrains and non-accessibility to the
relevant data, this paper will be more theoretical and descriptive in nature.

1.3 Outline

The study is divided into four parts (excluding introductory part). First part will
consist of literature review. Major works, articles and papers will be reviewed in order to
get clearer picture on the topic. In second part we are going to see what is meant by
microfinancing; how is it defined; and how it is functioning. A brief analysis will be
undertaken and the comparison between Islamic and conventional MFIs will be
elaborated. The main differences and similarities will be highlighted. Third part gives
some examples where and how Islamic modes of finance could be implemented in
Islamic MFIs. The last, but not the least, the fourth part is left for the author’s concluding
remarks and the suggestions for the way forward.

2. Review Of The Literature

In this section we will try to review the available literature written on Islamic
microfinance institutions (IMFIs). The focus will be given to those studies which dealt
with the microfinance institutions (MFIs) from an Islamic perspective. Only where
necessary and for the sake of comparison, we will refer to the studies done on the
conventional MFls.

Despite the growth of Islamic banks in size and complexity, little research has been
focused on the issue of microfinance in the context of Islamic banks. Even though the
microfinancing and microfinance institutions are there for couple of decades, the
attention given to these institutions is lacking — at least when we are referring to the
Islamic MFIs. The available literature resources on the IMFIs are scarce and in very
limited amount. The reason for this phenomenon could be due to a very short history of
MFIs and especially Islamic MFIs. The surveys conducted by Kabir and Alamgir asserted
that the Islamic NGOs “were late to appreciate the role of NGOs and, in fact, had hostile



opinions about the activities of secular NGOs” (2002: 136). This may be the reason why
the Islamic MFIs started operating late and did not reach their maturity yet. Furthermore,
the studies in Islamic economics, banking and finance are still in their initial stages of
development. As stated by Habib Ahmed (2001) these initiatives started in the mid-
1970s. During the same period, the initiatives in conventional microfinancing started.
Having in mind this newness of Islamic economics, banking and finance, it is not surprise
that the researchers, scholars and practitioners have, until recently, overlooked these
issues from an Islamic perspective.

Unfortunately, the author is not aware of any thesis or research paper written on this
topic. Most of the material used in this study consists of the chapters in the books, articles
written in the magazines and journals, some seminar papers and small articles from the
newspapers. This shows that the microfinance, from an Islamic perspective, is not very
well covered and studied area as is the case of conventional microfinance. Many areas are
yet to be explored and explained using the Islamic framework. However, in this section
we will try to utilize what we already have and try to summarize it in a meaningful way.

Ahmed (2001) and Otiti (2002) analytically evaluated the nature of Islamic
microfinance institutions and compared them with conventional ones. Ahmed (2001)
stated three fundamental cornerstones for the establishment of Islamic MFIs. According
to him, these three fundamental cornerstones are the theoretical basis, operational
framework, and empirical support. It is found that the most of the MFIs have non-Islamic
characteristics, since there are interest-based. Apart from that, many MFIs have so called
‘social development programs’ which are secular in nature and even anti-Islamic
sometimes.

Dhumale and Sapcanin (1998) showed the nexus between Islamic banking and
microfinance. It clearly shows that the available modes of financing within Islamic
banking could be easily adapted to and implemented within the MFIs. In fact “Islamic
banking and microfinance programs may complement one another in both ideological
and practical terms” (Dhumale and Sapcanin, 1998: 1). It is believed that the format of
Islamic MFIs will be similar to that of its conventional counterpart with certain
qualitative differences between the two (Ahmed, 2001). According to both (Ahmed,
2001; Otiti, 2002) these differences are: sources of funds, modes of financing, financing
the poorest, amount of funds transferred to beneficiaries, group dynamics, social
development program, objective of targeting women, work incentive of staff members,
and dealing with default." For the empirical part, Ahmed (2001) conducted the survey
with the beneficiaries and officials of three Islamic MFIs, namely: Al-Fallah, Noble and
Rescue, from Bangladesh. The empirical evidences show that the above mentioned
IMFIs performed relatively well when compared to the well-established conventional
MFis in terms of profitability and efficiency. The total profit of all three IMFIs is
positive. Operating profit is also positive except for Rescue. IMFIs are not free from
problems and inefficiencies. Therefore, Ahmed (2001) suggests that new financial
instruments should be used since the main mode of financing (i.e. bay’ mu’ajjal or BBA)
has been diluted. Al-Zamzami and Grace (2003) and Dhumale and Sapcanin (1998), in
their studies, found out that there are three widely used Islamic modes of finance (i.e.
mudaraba, musharaka and murabahah). Out of these three murabahah mode of finance

! Table 2 from Ahmed (2001, p. 41), highlighting the differences between Islamic MFIs and conventional
MFls, is reproduced in the appendix to this paper



is the most preferable by Islamic MFIs because approximately only 20% of HMFP
(Hodeidah Microfinance Programme) clients keep books (Al-Zamzami and Grace, 2003).

Two articles regarding the microfinancing were focused on mudaraba and musharaka
modes of financing (Al-Harran, 1995, 2002). However, the problem for implementing
these modes, as was the case in the study, was that clients did not have enough capital to
join this project. Since there is problem of lack of funds, Ahmed (2001) invites the
Islamic Development Bank (IDB) to support IMFIs by providing the funds especially at
the initial stages.

The potentials of IMFIs are great, according to Ahmed (2001) and Otiti (2002), but
the growth and sustainability of them depend largely on availability of funds and efficient
operations. Besides IDB funding, in order to get more funds, Islamic MFIs can turn to the
alternative sources of fund like zakah, charity and wagf (Otiti, 2002; Ahmed, 2004). It is
believed that the zakah, charity and wagqf can be successfully integrated into the
microfinance programs for the sake of poverty alleviation. Kabir and Alamgir (2002)
concluded that this inadequacy of MFI resources is the limitation for further expansion,
“both horizontally and vertically” (p. 132). It is believed that Islamic law allows room for
financial innovations and that Islamic financial system can offer alternatives in
microfinance industry (Dhumale and Sapcanin, 1998).

The paper by Kabir and Alamgir (2002) showed the high presence of conventional
NGOs in general, and MFIs in particular in Bangladesh. Although the majority (if not all)
of the rural people in Bangladesh are Muslims and they adhere to the basic tenets of
Islam, among which is the prohibition of Islam, we can see that they are trapped in the
web of riba with the introduction of the conventional MFIs. There is a great need for the
alternatives such as the Islamic MFIs or the Islamization of microfinance industry. The
bright side of this paper is that it discusses the Islamic NGOs, the topic that has not been
covered by other studies. But the negative side of it is that the allocated space for Islamic
NGOs should be much bigger.

Akhtar (n.d.) believes that, in case of Pakistan, musharaka can play significant role
within micro-industries. The paper shows that the micro-industries “account for 81% of
industrial labor force and 28.52% of the value-added of manufacturing sector. They
contribute 5.11% of GDP compared to 12.81% of large-scale industry” (Akhtar, n.d.: 7).
A very nice framework for commercial banks is elaborated in this paper. According to
this framework a number of small firms should come together and form the group. This
will increase the interest of the banks, because now they will deal with one case
consisting of several small firms, instead of dealing with each and every one of them.
This will reduce transaction cost and default risk. At the same time, it will be easier for
the bank to monitor account of the group rather than to monitor every firm individually.
Furthermore, the joint assets and security of the group can easily meet the collateral
requirements of the banks. This approach of co-operative financing is initiated by Co-
operative Societies Act 1925, but has not been utilized, as stated in the paper, because of
“socio-political and bureaucratic reasons” (Akhtar, n.d.: 10).

Despite this problems faced by the mudaraba and musharaka, the paper asserts that
these modes of financing are having bright future in Pakistan. In order to facilitate
musharaka financing the appropriate conditions are stated by the author. They are: (i)
legal regulations; (ii) financing in the framework of co-operative; (iii) scraping of



discriminatory regulations; and (iv) introducing the culture of book-keeping and fair
business practices.

3. Analysis And Critical Elaboration
3.1. Definition of microfinance

Even though the microfinance is meant to be for the masses, yet its vocabulary can be
understood only by professionals. Going through the available literature on Islamic
microfinance/microcrediting,® the author did not come across any clearly stated definition
of the term from an Islamic perspective. All the writers on the topic have taken it for
granted and moved directly into the discussion without even trying to define it. It is
believed that Islamic microfinance/microcrediting is nothing more than the conventional
microfinance less the interest. For the sake of readers we will cite some definitions given
by some authors, which are more or less coming from western perspective.

Mushtak Parker defines microfinance as “the provision of small amounts of credit to
the poor who usually fall outside the formal banking sector...” (1998: 8). Microfinance is
“the provision of loans, savings, insurance, and other basic financial services to low-
income populations” (Imboden, 2005: 67) and in another study it is defined as “a self
sustaining means of helping people start or expend a small business.”® It is “the business
of lending small amounts of money to the poor, taking deposits from them, transmitting
money on their behalf and insuring them.”* “Microcredit” is “lending small sums to poor
people to set up or expend small business”.> Asian Development Bank defines it as "...the
provision of a broad range of financial services such as deposits, loans, payment services,
money transfers, and insurance to poor and low-income households and their micro-
enterprises” (Cited in Conroy, 2002: 2). In overall, the microfinance is the process of
providing small amounts of money, mainly to very poor families, in order to help them
start with or expend their existing businesses.

What is the difference between microfinance and microcredit? Going back to the
definitions just given, we can see that both of these terms, microfinance and microcredit,
mean more or less the same. The only slight difference between them is that the former
refers to loans, savings, transfer services and other financial products, while the latter
refers to a small loan only.®

From the given definitions above we can point out the followings:

i.  There is almost “invisible’ distinction between microfinance and microcredit.
ii.  Money is a ‘loanable asset’.

2 Here the author is referring to the both, microfinance and microcrediting, as both are not well defined
from Islamic point of view. However, the distinction will be made between the two terms later in the paper.
® “Starting over”, The Economist (Print Edition), December 14, 2005.

* “Small sums, big issues”, The Economist (Print Edition), November 18, 2004.

> “Africa’s women go to work”, The Economist (Print Edition), January 11, 2001.

® For more details refer to http://www.microfinancegateway.org/
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ii. It is meant for business/investment purposes and not for personal
consumption.
iv.  The targeted group is poor members of the society (mainly women).

Since our interest here is Islamic microfinance we will try to give the Islamic
perspective on the topic and try to define it within Islamic framework. Islamic
microfinance can be defined as an investment of capital (in cash or in kind), based on
Islamic modes of finance, to the poor entrepreneurs in order to help them start or
maintain their businesses.

3.2 The role of Islamic MFIs in poverty alleviation

We have already noted that the poverty is overwhelmingly present in the Muslim
world. Majority of the Muslim countries are among the poorest countries in the world
according to some indicators and researches such as World Development Indicator. Otiti
stated:

“The Muslim countries dominate the list of the least
Developed countries of the world, bugged down with,
amongst other things endemic poverty with the gap
between the developed and developing countries and that
between the ‘haves’ and *have nots’ within the Muslim
countries, getting ever wider and wider.” (2002: 1)

Having said this, it is clear that the due attention has to be paid to the problem of poverty.
Muslims have to come up with a formula for poverty alleviation. This paper is trying to
present one such formula that can be used in dealing with this problem at least to some
extent.

3.3 Rationale for IMFIs

Within the current financial system the poor are not able to meet the requirements,
put forward by commercial banks, needed in order for them to get the loans and fulfill
their dying needs for money and capital. On the other hand, the rich people have enough
resources to fulfill these requirements easily. Because of that they can easily raise money
and capital at the market. Here, the MFIs should come in. It is their role to cater, what is
called, “chronic need”, (Hassan and Alamgir, 2002: 114) of the poor for capital.

The best example should be the famous Grameen Bank, the Winner of the Nobel
Price for Peace for 2006, which throughout its functioning proved that poor people are
bankable and reliable clients. The Grameen Bank, together with its founder Prof.
Muhammad Yunus, helped millions of the people in Bangladesh only. Indirectly, they
helped millions more throughout the world through the microfinance institutions that
followed their model. This innovative approach to the financing of poor has been bearing
fruits for last couple of decades. The time is ripe for Islamic financial institutions to take
a serious part in this global programme and play a crucial role in helping Muslim
populations to get out of the vicious circle of poverty. The later we join the game the less
fortunate and helpful we will be.



Islamic economic system should be based on principle of brotherhood and should
implement cooperative approach towards the Muslim populations. Without taking part in
alleviation of poverty in Muslim worlds, Islamic banks and financial institutions are not
fulfilling the above stated principles. Furthermore, they are not offering any alternatives
to the Muslims and they are left without choice to indulge themselves in riba (interest).

3.4 The modes of Islamic MFIs and their linkage to Islamic Banking

The modes or the financial instruments which are and could be used in Islamic MFIs
are mentioned and listed down in all major articles on the topic. These modes, among
others, are as follows: (i) Mudaraba (profit and loss sharing, PLS); (ii) Musharaka
(partnership); (iii) jara (leasing); (iv) Ljiara wa igtina, (V) Qard al-hasan; (Vi)Bay’
murabahah; (Vi) Bay’ salam; and Bay’ mu ajjil.

However, when it comes to Islamic MFlIs, the story is the same as for the Islamic
banks. Both of them (i.e. Islamic MFIs and Islamic banks) are having all these
instruments available for operations, but still they are operating mainly on one financial
instrument. This financial instrument is bay’ mu ajjil.

The reasons why mudarabah and musharakah financing modes are not popular for
Islamic banks, mentioned by Al-Harran (1995), are as follows:

a. Lack of honest and trustworthy entrepreneurs.

b. Lack of medium and long time funds which are needed for mudarabah and

musharakah.

c. Long-term financing involve higher risks and there is a lack of qualified personnel

to undertake the operations.

3.5 Islamic MFIs vs. Conventional MFls

In this section we will try to make a comparison between the Islamic MFIs and
conventional MFIs. Both of them are there to serve the needs of the poor who are not
qualified for and/or are not able to fulfill the requirements put forward by banks (i.e.
collateral). It is for this reason that MFIs are established at the first place. As we will see
from the following discussion, the operation of Islamic MFIs and conventional MFIs are
very much similar. However, the due distinction exists, even though currently this
distinction is very small (in my opinion) due to the heavy reliance of IMFIs on BBA
mode of financing.

Conventional MFIs follow the well known example of the Grameen Bank from
Bangladesh, which is considered a pioneer of microcrediting. This model is interest-
based model. The proposed and currently used model for Islamic MFlIs is also based on
Grameed model, but excluding interest and implementing Islamic modes of financing
(e.g. mudarabah, musharakah, bay bithaman ajil, etc.).

Habib (2001) and Otiti (2002) listed down the following characteristics when
comparing conventional MFIs with Islamic MFIs. According to them, Islamic MFIs are
different from conventional MFIs in the followings:

a. Modes of financing: As we have already stated earlier, conventional MFIs are

interest-based while Islamic MFIs are interest free. Islamic MFIs operate




through several Islamic modes of financing such as: ijarah, ijarah wa igtina,
murabaha, musharaka, istisna, bay-salam and bay-mua ’jjal.

Sources of financing: Conventional MFIs get the funds mainly from foreign
donors (Otiti, 2002). They also get the funds from the savings of the clients
and external funds (Habib, 2001). Islamic MFIs, apart from these sources of
funds, can get the funds from religious institutions such as wagf and zakat, etc.
(Habib, 2004).

Financing the poorest. Even though the microcrediting is meant for the poor,
still the poorest population is left out by conventional MFIs. However, this is
not (or should not be the case) within Islamic MFIs. IMFIs could integrate the
institution of zakat and other voluntary charity (sadagat) to provide the
financing for the poorest. This could be done through gard-hasan.

Amount of funds transferred to beneficiaries: It is a practice of conventional
MFIs to deduct an amount from the loan before disbursement. This deduction
is for different reasons such as group and emergency funds. However, the
interest paid by a beneficiary is calculated on total amount. Under this scenario
the effective interest rate paid by beneficiary to the MFI increases.
Furthermore, there is a risk that the funds, once transferred, will be diverted to
non-productive uses. Under the IMFIs, there is no such deduction. Here the
total amount is used to purchase the good and that good is transferred directly
to the beneficiary. By doing so, the risk that the funds will be used for non-
productive uses is minimized.

Target group: While conventional MFIs are targeting women, Islamic MFIs
are targeting family as whole. The objective of targeting women in
conventional MFIs is to empower them. It is believed that women use funds
more productively and this increases their incomes. Even though in IMFIs the
majority of beneficiaries are women too, the reason for choosing them is very
different from those of conventional MFIs. According to IMFlIs, it is easier to
deal with women since they are more convenient and efficient. Furthermore,
they are more available and can attend the weekly meetings.

Social development program: Social development program of conventional
MFIs is secular or un-Islamic in nature. The behavioral, ethical and social
aspects of secularism are a cornerstone of conventional MFIs. On the other
hand, IMFIs are based on Islamic Law (Shari'ah). It promotes religious aspects
of life.

Work incentives of employees: Money is the main motive of employees of
conventional MFIs, while the work incentives of employees of IMFIs are
monetary as well as religious. In IMFIs the work is seen as a part of religious
duty (i.e. to help those in need).

Liability of the loan: The recipient is solely responsible for the loan under
conventional MFIs. However, in case of IMFlIs, it is both recipient and spouse
who are responsible for the loan since IMFIs are targeting the family as a
whole.

Dealing with default. In case of default, conventional MFIs are using group
and center pressure. If this is not working they use threats and in extreme cases
the assets are sold. IMFIs encourage the group members and center to assist in




paying the debt. This is done through the spirit of brotherhood that is promoted
through Islamic teachings. (Qur'an, Al-Hujurat:10)

3.6 Operational Framework of Islamic MFIs

Here we will try to identify how Islamic MFI is operating. As we have said before,
the operation of IMFIs is very much similar to that of conventional MFIs. Following is a
brief description of the way how conventional MFI is functioning.

In order to get a loan from IMFI or any other microfinance institution the client or
beneficiary has to be poor. How a 'poor person' is defined can differ from one institution
to another. For example, if a person has less than 0.4 acres of land and must not have
more than one acre of assets to be eligible to get credit from the Grameen Bank (Habib,
2001). In addition to that, person must form a group of 5-10 like-minded people with
similar socioeconomic status in order to get credit. Male and female groups are formed
separately. Usually these groups are trained for some time to become familiar with the
rules and procedures of the MFI. Each group would select its own chairman and
secretary.’

Members of the group are required to attend weekly meetings. All members are
responsible for paying their installments on time. If any one of them fails to do so, the
rest of them will not be able to get new credit in future. The credit is firstly given to 2
members — usually the poorest two — and if they comply with weekly installments, the
credit is advanced to the other members in the group.

The credit that is extended by MFI is of small amount and it is given at market rate of
interest. The loan is usually paid in weekly installments.® Finally, it is worth noting that
conventional MFI is transferring money to the poor and not goods.

Islamic MFI has adopted the above described fashion of conventional MFIs as its
operation procedures. The main difference is that IMFI is not based on interest but rather
it is based on Islamic modes of finance (bay bithaman ajil or mark-up sale being the most
widely used mode). Under this scenario, a person identifies goods he/she wants to buy
and then IMFI buys it on the market. Following the purchase, the goods are transferred to
initial person and sold at mark-up price. This brief description is only theoretical, while
the practice is a bit different. As is the case with Islamic banks, IMFIs appoint a client as
bank representative (wakil), who will buy a good on behalf of the bank. By doing so, the
bank minimizes ownership risk (if any) and transfers it to the client. Here, the problem of
legal profit arises since there is no iwad® (countervalue) that is required for legal sale
(Rosly, 2001).

" The formation of the group may differ from institution to institution. Some institution, such as those in
Bosnia and Herzegovina (e.g. LOKmicro), do not request a client to form a group. They simply ask that
client to provide two persons as a guarantee for a loan. In case of default, a MFI would contact guarantors
and ask for the repayment of the loan.

® In case of LOKmicro and other MFIs in Bosnia, the installment is done on monthly basis.

® The Question of 'Iwad (Countervalue): This is one of the major objections related to the BBA facilities
offered by Islamic banks. It is believed that a valid sale must meet some requirements, namely: there should
be no uncertainty (gharar) and the equivalent countervalue (‘iwad) should exist. There are three principal
components of iwad, namely: market risk (ghurm), liability (daman) and value-addition or effort (ikhtiyar).
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3.7 The problems of MFIs

As mentioned before, microfinance initiative is seen as a new approach to poverty

alleviation.

It is further seen as an engine for development.

“Microfinance alleviates poverty as the credit given in
successive years is used in productive economic
activity(ies) increases the household income and saving and
enables it to build up its own capital. Income and saving
eventually increase to a level where the household does not
depend on borrowed capital. At this stage, the household
graduates to non-poor status and becomes a full-fledged
microenterprise. This process of graduation is termed by
Muhammed Yunus, as the virtuous circle of ‘low income,
credit, investment, more income, more credit, more
investment, more income’.” (Habib 2001, p. 11).

Many articles praised the success of the MFIs, but there are also some studies that

pointed ou

t the failure and problems of these institutions. Some of these failures and

problems indicated by Habib (2001) and Otiti (2002) are common for both conventional

as well as |

i)

i)

slamic MFIs. They are as follows:

Asymmetric information problems: MFIs usually target women, but in reality,
quite often it is the male members of the household who initiate taking the
loans and they are the ones who control the use of the funds received by
female members. In addition to that, very often the loans are not used for the
productive purposes for which it was meant to be at the first place. Once these
funds are not used for productive purposes the possibility of defaulting
increases.

Economic viability of MFIs and Lack of funds: Raising the funds is a crucial
problem of every MFI. They cannot attract the deposits as commercial banks
do. Due to this lack of fund mobilization and the high cost of administration
MFIs may not be economically viable. For IMFIs there is even greater
problem which may be contrary to Islamic principles. For example, the funds
collected by IMFI are on interest and it has to get certain fixed amount on the
investment in order to repay its debt. This puts pressure on IMFI and as result
they usually opt for bay bithaman ajil mode of financing — discouraging the
use of other Islamic modes of financing, namely mudarabah and musharakah.
Low rate of return on investment. Studies have shown that funds given by
MFI may be used in low productivity activities. Furthermore, initial targeting
on women by MFIs is another factor for low rate of return as women usually
engage in productivities that are yielding relatively low returns.

Debt trap: Studies show that a great number of initial beneficiaries of MFIs
are caught in debt trap. As they are not able to repay their debts they would
take the loans from other sources to pay installments. This keeps them trapped
in “a spiraling debt cycle”.’® In case of IMFIs, the repayment is of great
concern to them. The reason for this is that there is no penalty (in forms of

% Habib., 13.
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increasing interest rate on defaults as is the case in conventional banks and
MFIs). Due to the lack of penalty there is incentive for the beneficiaries to
delay the payments.

V) Socioeconomic factors of clients: Due to illiteracy, ethnicity, gender, etc. the
skills possessed by beneficiaries are very low. This increases the cost of
assessment of projects and monitoring of the use of loans.

vi)  Mode of financing of IMFIs: From the case studies it is shown that
predominant mode of financing of IMFIs is bay bithaman ajil (mark-up sale).
However, this is not really done in real Islamic sense where the IMFI buys
goods first and then transfers them to the clients. What has been observed is
that IMFI gives the funds to a client to buy goods. These increases the chances
of diversion of the funds and therefore the default risk increases as well.**

3.8 Islamic Development Bank (IDB) and its role in Islamic MFIs

Islamic Development Bank (IDB) is the pioneer Islamic Multilateral Development
Institution (Otiti, 2002). It was established in 1975 (1395H) with the aim to provide
financial assistance to less developed countries. The following countries are main
shareholders of the bank: Saudi Arabia, Kuwait, Libya, Turkey, UAE, Iran and Egypt.
The main modes of financing used by IDB are leasing, installment sale, equity, istisnaa,
profit sharing and technical assistance. All the financing of IDB is intended to support
the development of small and medium-scale private sector enterprises.

It is for these reasons that the author believes IDB should play a crucial role in
developing and promoting microfinance institutions. As an umbrella, IDB should set up
the model which would be followed by any IMFI. It can provide the funds for these
institutions which will transfer them to the poor for financing small and medium size
industries. Furthermore, it could offer technical assistance to IMFIs and help them in
their operations. IDB has done a lot and its financial assistance, directly or indirectly,
contributed to the poverty alleviation in member countries. However, its potential is not
yet attained and there is a big room for improvements to be done. That IDB is on the right
track can be seen from its Pilot projects in African and Asian regions already initiated on
“Formulating and Implementing Schemes for Financing Medium, Small, Very Small, and
Micro Enterprises in IDB Least Developed and Low Income Member Countries”.

Apart from IDB, Islamic banks could also play a vital role. However, in order to do
so they need the legal, social, cultural and administrative support by a respective
government and other related authorities. “Islamic banks can join the private sector in
conceiving, planning, financing, implementing and operating various schemes of rural
development. But the role of government remains supreme” (Khan, 1994: 59).

Some even argue that other institutions and organizations may facilitate the
development of IMFlIs. Otiti (2002) opines that Islamic MFIs should work hand-in-hand
with other institutions which can improve and complement their activities. These, ‘other’,
institutions suggested by this paper are:

Q) Rural investment trusts: These trusts would collect the savings from the rural

households and transfer them into different projects in that rural area;

! The Figures 1 and 2 showing the real and actual BBA process are shown in the Appendix 2 using home
financing example.
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(i) Rural small industries fund: In this case, Islamic banks could collect the
savings, whether from rural of urban areas, and invest it in small industries in
rural areas;

(iii)  Local zakah and unit trusts: These trusts should collect the funds from local
zakah committees. They (i.e. the trusts) would act as intermediaries to
distribute zakah funds;

(iv)  Mosque-based non-governmental organization (NGOs): These NGOs, based
in the village mosques, could be established in the villages and represented by
regular attendees to the mosque. Furthermore, these NGOs could act as
intermediary between the beneficiaries of micro-credit and the financing
institution itself;

(v)  Al-Hisbah: The institution of 4/-Hisbah should be revived at local level. One
of the main functions of 4/-Hisbah is to enjoin good and forbid the wrong,
supervision of market imperfections and violation of shari’ah, adulteration,
violation of contracts etc;

(vi)  Managing foreign remittances: Having in mind a great number of people
living abroad and their remittance of funds to their relatives back home, the
IMFI could manage these remittances from abroad and earn a return from
these investments.

4. Some Examples Of Implementation of Islamic Modes Of Finance In
Microfinance

Going through the literature on Islamic microfinance we have found that IMFIs have
been heavily relied on mark-up mode of finance, with exception of Sudanese Islamic
Banks (SIB) (Akhtar, 1997). Here we will briefly mention some practical example where
and how Islamic modes of finance can be implemented. Many Islamic financial
institutions have avoided financing through mudaraba and musharaka due to many
reasons which are beyond the topic of this paper. However, several banks implemented
these modes, more notably musharaka, as their financing scheme.

Islamic microfinance can be implemented in agricultural sector through many modes.
Musharaka is a very appealing one in this case. A bank can provide a necessary inputs
and services while a farmer can, if available, land, labor and management. This was the
practice of SIB (Akhtar, 1997). Profit and loss sharing is also used by Faisal Islamic
Bank of Egypt in financing agricultural, industrial and service sectors (Akhtar, 1997).

Musharaka mutanagisah is another mode of Islamic finance with a broad range of
applicability. It can be used for financing machinery for a farmers or trucks for small
entrepreneurs needed for day-to-day business activities. Here, Islamic bank would jointly
purchase the necessary machinery and lease it to the farmer. In return, the farmer would
pay a rent to the bank for using its shares in the machinery and at the same time pay
additional amount in order to redeem the shares of the bank in the machinery.

Ijara and ijara wa iqtina could be used in every industry and therefore even in the
microfinancial sector. In case of ijara, the bank can buy a machinery, truck or any other
tool or equipment need by the farmer an lease it for an agreed rental fee. Using ijara wa
igtina, the bank can transfer the machinery to the farmer at the end of leasing period. In
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both cases the necessary conditions, put forward by Muslim scholars, have to be
implemented for these contracts to be in line with Shari'ah.

Among widely used modes of Islamic finance are murabaha and bay' bithaman ajil.
These modes have proven very useful in financing many inputs in micro-enterprises such
as the chemical, biological and mechanical inputs which are essential for current
agriculture industry (Gulaid, 1995).

Apart from the above mentioned modes of finance that could be implemented by
IMFIs, there are several others like muzara'a, musagah, salam and istisna.** All these
modes have their unique features and could play a role in helping the poor finance their
way out of poverty.

5. Concluding Remarks

Microfinance has gained a lot of attention from the point of view of conventional
economics, as it is seen as a new approach to alleviate poverty and help in the process of
development. Conventional MFIs have expended their operations during last couple of
decades, while IMFIs are yet to be developed. In this paper we have discussed the
theoretical basis, operational framework, and the problems faced by MFIs, both
conventional and Islamic with special attention given to Islamic ones.

The theoretical part of the paper, as indicated by previous studies, clearly shows that
there is a great potential in IMFIs that can serve the needs of the Muslim poor. IMFIs are
richer than their conventional counterparts on the liability side as well as the asset side
(Ahmed, 2001). From liability side we can see that IMFIs could use alternative sources of
funds like zakat, charity and wagf. On the other side it could use various financial
instruments. Different modes of financing available for IMFIs could be used to meet
different needs of the poor beneficiaries. Unfortunately, IMFIs have not yet used many of
these additional funds available for them, nor have they used variety of financial
instruments. They ended up using bay' bithaman ajil as the main instrument in their
operations. Even this has not been utilized in a real Islamic way, as shown in this paper,
since IMFIs are not originally buying the goods - rather they only transfer the money to
beneficiaries to do so.

Having in mind the problem of poverty within the most of OIC member countries the
author believes that the IMFIs, if implemented properly, could increase employment,
alleviate poverty, and bring about development. Both, Islamic Development Bank (IDB)
in particular and Islamic banks in general, can play an important role in the expansion
and operation of IMFIs in member countries. IDB could provide necessary funds and
technical support, as well as the training facilities on Islamic aspects of their operations,
while Islamic banks could help in conceiving, planning, financing, implementing and
operating various projects in rural development. However, for all of this to work we need
support and the will of the governments that is currently lacking. As stated by Khan
(1994), for Islamic banks to effectively participate in rural development, the changes in
the financial system have to be done. This includes the changes within the legal
framework for Islamic banks. Further, the financial sector should be deregulated and
liberalized. The export oriented industries should be promoted. Due attention should be

12 Due to the space constraints we are not able to explain all of these modes here. However, for more
information you can refer to Gulaid (1995).
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given to the infrastructure and training for the private sector as well. Last, but not the
least, the government — according to study — should provide fiscal incentives to private
enterprises if they are investing in rural areas.

Finally, more attention should be given to Islamic MFIs. The potential results, impact
and success could be substantiated by empirical study on the subject. This is only some of
the areas for further research. The purpose of this paper was to raise the awareness of the
Muslim scholars on the subject and initiate a curiosity within them.
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APPENDIX |

Table 2

[reproduced from Habib Ahmed (2001)]

Differences between Conventional and Islamic MFIs

Conventional MFI

Islamic MFI

Liabilities External Funds, Savings of | External Funds, Savings of

(Sources of Funds) clients clients, Islamic Charitable
Sources

Assets Interest-based Islamic Financial

(Mode of Financing) Instruments

Financing the Poorest Poorest are left out Poorest can be included by
integrating  zakah  with

microfinancing

Funds transfer Cash given Good transferred

Deduction at inception of | Part of the funds deduced at | No deductions at inception

contract inception

Target group Women Family

Objective  of  targeting | Empowerment of women Ease of availability

Women

Liability of the loan Recipient Recipient and spouse

(when given to women)

Work incentive of | Monetary Monetary and religious

employees

Dealing with Default Group/center pressure and | Group/center/spouse
threats guarantee, and Islamic

ethics
Social development | Secular  (or un-Islamic) | Religious (includes
Program behavioral, ethical, and | behavior, ethics, and social

social development.

16




APPENDIX 2

Figure 1
Bank

3. Bank sells the
asset to the

customer at a
selling price =
RM160,000 +
profit margin

2. Bank purchases the asset
from the owner on cash
basis i.e. RM160,000

4. Customer
repays the bank
by installments

Owner
Of Asset ) 1. Customer identifies the

asset to be purchased

Customer

REAL AL-BAI’ BITHAMAN AJIL

(BBA)
Figure 2
1. Customer pays
3. Cr:]ustt)omkerhr epayrs] down paympezt
the I"JI‘” throug RM40,000 and
installment s gets S&P
Bank | Customer
A »
2. Bank buys the asset throug
the customer for RM160,000 &
immediately sells it back to
customer for RM352,000
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