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-. . Imroduction of saving {voluntary and obiigatory) and other services like
housing for the target group in addition to finance.

- . Bringing the interrational NGOs in the system of Islamic microfinance in a

- more extensive way and training the employees of these vrganizations in the

practical fields reluted 16 the practicai apd theoretical aspecis of the best
international practices and busis of microfinance.

6.  Conclusion.

. The Islamic microfinance witnessed few achievements, yet its spread Is very
weak, The expeniments in the lslamic. microfinance, except the limited banking

eaperiments, were based on a number of models sad mechunisms and were not

integraded into the financial system as same are undergoing the trials phase, being set
up by donois or rt,h;_'mus groups and huve yet o develop Jike their convenlional
vuunlerparts purticularly in volume and type. Like their conventional counierparts,
ihe Islamic microfinance sxpcnment used the formulae of Qard Hassan, Murabaha
and Musharaka os the main mechanisms as well as the roup guaranices and focused
ot woren. And though the programmes of the Istamis microfinance could use funds
ol Sedagai,, Wagf, and Zeker bt most of the development of the Islamic
nucrofinance programmes have sill to date been finunced through donors and

govemnnaett cesources. This gave the impresston that the Islamlc microfinance should
L'_ curried only outstde the baukm' system.
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otside the framework of functions of their institutions, hence they lack the
enthusiasm for participating or adopting microfinance activities'

Creation of a sustainable model for the Islamic microfinance, or a number of.

conditions drawn from thé institutions which follow good practices. This
shonld be based upon the operational effectiveness, how to face the risks of
default, how to find a formula for fieldwork and follow up of borrowers to
ensure good performance of the proiects and'repayment either by way of
training the emplovees or authorizing another specialized entity {which is close
10 the targeted group) to carry out this work agajnst a pecuniary compensation,
and studying expertment of group financing in some Islamic communities, just
like Grameen experiment through using Musharaka and Mudaraba formulae,

Expanding the use of technology services in microfinance: The Islamic
banking system commiénced diversifying its client’s base by entering the poor
people into the financing system. Also expanding the fields of its servides
which have now started to be applied like smart cards, mobiie bar’ *ng
branches, mobile telephones and even utilizing the internet in advancing
electronic small size loans.

Ensuring the transpatency of the Islamic microfinance institutions: Through
finding and applying international indices in the financia? reports of the Islamic
microfinance institutions in respect of the accounting aspects. Pricing of
services, and financial auditing works. We also suggest funding international
base for rating the Islamic and conventional microfinance institutions in order
to measare performance and enconrage competition which s founded upon
effecriveness in granting this type of finance. We see that each country, in
which there exist Islamic microfinance institutions, should start testing local
assessment and rating basis. '

Broadering the products and guarantees basis (accerding to the nature and
‘culture of the benefiting communities) and the financing formulae (as to
quantity, type and conformity with the nature of the communities) beyond the
formutlae of Murabaha and Qard Hassan which presently dominate the Islamic
microfinance. Also advancing loans of progressive amounts according to
performance of the clients (gradual increase in the loan amount according to
performance) provided that the number of times in which the client should be
financed should be fixed and this should be regarded as one of the most
important measures .of the success of the microfinance institutions in their
clients coming out of the poverty borders.

Building up a strong base for the Islamic microfinance based upon the best
current international experience and practices in the banking industry in the
field of microfinance. And also creating cadres which are qualified to work in
the field of Islamic microfinance and to conduct distinguished researches for
advancement of this type of finance. '

‘

This information is part of the result of the study conducted by Abu Kassawi, Mustafa
Gamsl El Din_et al, 2007 (See Abu Kassawi, Mustafa Gamal El Din et al; 2007, p, 23).
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progressed in the way which serves the targeted group, thcrefore there is still 2 lot to
be done in this direction.

Challenges of the Isfamic Mlcrofinance.

Despite the huge demand for the lslarmc microfi inance, the banks and financial
institutions which apply the Islamic formulae are still sfow in meeting it. Most of the
Muslims are also staying at the base of the pyramid of the group which is not
accessing the conventional financing. The past experience can oply be considered as
isolated trials in the making of this type of finance. Therefore, the Islamic
microfinance industry should prove that it is capable of extending finance bridges to -
the ppor. As explained above there exist many opportunities for this type of finance,
but there are as well challenges that require the following:

- Support by the governmental regulatory framework which plays a fundamental
role in determining the future of the Islamic microfinance. The regulatory
framework of the Islamic banks ook several dimensions to include all the
banking system as is the case in Sudan, whereas there exists a regulatory
framework for both of Islamic banks and the conventional banks as in Brunei,
Pakistan, Malaysia and Indonesia. In other countries (like Arab Gulf
Cooperation, AGCC states), despite the rise of Islamic banks and conversion of
some conventional banks into Islamic banks, yet there does not exist a special
regulatory framework which is separate from the conventional banks. In the
side of the Islamic microfinance, some Islamic countries enacted regulatory
laws supporting microfinance i.e. in Pakistan, Sudan, and Indonesia. The
Central Bank of Pakistan drew up in 2007 regulations and indicators for
establishing microfinance banks and encouraging the offering of this type of
finance with the aim of setting up integrated banks form Islamic microfinance
and allowing Islamic banks (o start Islamic microlinance windows and the
conventional banks 1o establish branches to'operate on an Islamic basis.
Thailand is also studying the official introduction of Islamic microfinance and
seleclion of the appropriate form for the Muslim community in Thailand,
which is €stimated 1o be about 2 million, and which suit their way of living and
religious beliefs.

Supponing the current efforts of the Mix Market Dalabase on microfinance
through and coordinale with it and providing it with data on the Islamic
microfinance from all countries which practice this type of finance. 2,

Granting encouraging incentives initially to the Islamic banks so that they
adopt the Islamic microfinance and stan forming a financing fund which
includes all the banks that work towards realizing this purpose, noting that
most of the top officials in the Islemic banks consider microfinance to lie

2 There are international data bases for microfinance the most important of which is Mix

Market Database (contains more that 1300 microfinance institutions) and Micro
Banking Database (contains more than 350 microfinance institutions and also Micro
Summit Database (which includes more than 2000 microfinance institutions (see
www.mixmarket.or; www.mixmbb.org/en/index.hum: www.micmcreditsumrpit.org
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policies had as well specifted reference percentages for the contributiops of the
partners in Musharaka forrnula and also the minimum profit margin for Murabaha.
They also specified percentages for the ﬁnancmg of this sector that reached 12% of

the total portfolio in the last financing pehcy . The Centra! Bank of Oman set up a -

strategy for microfinance and established a microfinance unit inside the Bank for the
purpose of improving position of the bank financing of this sector. The Sudan has
- taken wide steps in the banking.microfinance in all commercial banks through
branches thereof, particularly in the rural areas. However, the financing percentage
specified by the Central Bank of Sudan is stil ambitious since during most of the
years as from the end of nineties, the realized percentage of microfinance was fess
than 2%, and at an annual average of 3.45% during the period 1999-2002 (Torahim,
Badr E! Din and Faris Arbab, 2006). Also some banks like Faisal Islamic Bank and
the Sudanese Islamic Bank had founded specialized branches. It was noteworthy that
most widely spread experiment of microfinance — Geographically and volume-wise-
compared with other banks was the experiment of Saving and Soctal Development
Bunk where the average. microfinance percentage during the period 1997-2000
reached about 14.2% (does not include financing of Social Development at an
-average of 8.1% during the same period). This means thut the average of the two
percentages reached 20.3 compared with the averagh percentage of microfinance
which did not exceed 2% in other commercial banks (Tbrahim, Badr El Din and Faris

Arbab, 2006). Among the other successful experiments is the experiment of the

Sudanese Islamic Bank in the nineties in the field of “Productive Families” which
progressed in great strides in emphasizing the financing by the Islamic Bank to the
minimum lower percentage of the peor (fbrahim, Badr El Din , 2004). These
- branches of finaneing the productive families were opened in geographical areas to
attract bank deposits from individuals and establishments situated there and then re-
invest same basically by way of Musharaka formula (and other formulue like
Murabaha and Mudaraba) in small units’ family projects. Those branches were
characterized by low administrative costs in those areas. ThHe main concepts behind
these branches was to dvail microfinance at the level of the geographical area only
and for the part of the targeted group who have skills for carrying out small size
production or service oriented business inside or outside their houses. Users of this
finance are not necessarily required to contribute money but only their efforts,
administration or their business or depreciation of eqmpmcm This experiment
achieved some success by the target groups whose incomes were reasonably
enhanced and it had also brought some projects io the bank. However, the
experiment was cancelled when the top management of the bank was changed.

It is really very difficult'to bring up conclusion, even if general, aboui the
performance’ of the Islamic microfinance institutions in view of the absence of
accurate information and depending upon data related to only limited number of
institutions, However, the forgoing survey gives a general glimpse of this activity.
The most important thing 1n these initial experiments in Islamic microfinance is that
they set up 2 methodology for Islamic microfinance which suits the nature of Islamic
society, Despite the acceptance of microfinance experiments, same has not

groups as groups including powr pcople. or target seclors wllhou! targeting the poor as
“the case of microfinance.

To know the details of micrufinance policies of the Bank of Sudan for the yenrs up to
2006, see Tbrahim, Badr El Din A, and Faris Arbab, 2006),
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strengthen productivity and enbance incomes (Unicons, 2006). In the Iranian
experience of the interest free loan, some individuals of the society lodge funds in-
saving and financing institutions which wtilize some in small projects. These funds
also accept current and saving deposits like banks as these deposits can be withdrawn
at any time. The interest free loans fuiud are utilized in advancing loans for marriage,
medical treatment and housing purposes after satisfying certain conditions the most
important of which is ability to repay the loan during one to two years and a
guarantor should be there,

Experireent of Al-Hos Mountain in Syria adopted Musharakeh and Murabaha
formulae. And the experience of Moasat Bail Al-Mal in Lebanon relied upon
volunteers for collecting the repayment of the amount which were financed by way
of Qard Hassan and Musharaka formulae. Mowasat Bait al-Mal hss good relations
with the targeted group, bas a net work of financiers and the repayment ratio is 1'gh
in view of the assets security and the personal and bank guaran! =s. Afghanistan
experienice adopled Quard Hassan plus service fees payable in advance and relied
upon the group guaraniee. Also in Afghanistan expericnce of the Foundation for
Intemational Community Assistance used Murabaha formula. There were also other

" experiments in Thailand, Azerbaijan, and Brunei. Philippines, Kazakhstan. The West

Bank, Bangladesh, Indonesia (Islamic cooperatives) and Egypt. Despite the spread of
these non-banking financing institutions, they did not cover the targeted poor people
in the extensive way.

On the other side, the Islamic banking microfinance is still covering a very
limited number of experiments which included the experiments of rural banks in
Indonesia and the microfinance banks in Bangladesh. The Islamic banks in
Bangladesh adopted Grameen Model and the deferred sale formula i.e. that bank
purchases the required commodity and sells same to the customer against a profit
margin. Also Ai-Noor Bank in the United Arab Emirates announced the

- establishment of a company to extend the services of microfinance, insurance, credit

cards and transfer of money on behalf of lower income earners in a way which
conforms with the Islamic Sharia Law, In Mali, there is a microfinance bank which is
financed by GTZ German Techmizs!l Cooporation and KFW (German Financial
Cooperation), and uses Musharakah formula. In Iran, the Central bank obligaies the
branches to render the migrofinance services to the low income eamers so that they
can me€l their consumption requirements, marriage expenses, repayment of loans,
payment of rent, maintenance of houses, medical treatment and educational expenses
and ‘puichase of consumer goods through Quard FHassan. According to the available
data for the year 2008, the number of beneficiaries of these services reached 3
million families (Karim, Nimrah, Michae! Tarazi and Xavier Reille, 2008). In
Indonesia (microfinance sections in the Islamic banks, Islamic rural banks and
Islamic cooperatives) the microfinance uses Murabaha and Musharaka. ljara,
Mudaraba and Qard Hassan. However, the Sudanese experience is considered the
most fortunate and the first of its kind worldwide. It started during the nineties by
applying the Financing Polices of the Central Bank of Sudan from 1994/95 which
included “Crafismen, Professionals, and Small Producers, including the Productive
Families” among the classes which should have priority in bank financing'®. These

¥ s clear that the concept of microfinance in Sudan is very wide which includes (as

stated in the financing policies) all small size sectors, Banks targei,one or all of these
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The Islamic microfinance is still in its early stages worldwide. There are only a
few Islamic microfinance bauks and institutions which headed towards microfinance.
According to estimates, the Islamic microfinance covers currently about 380
thousands clients only (CGAP, Microfinance Gaicway, 2010), whereas the poor Muslims
constitute 35% of the total number of Muslims estimated ar 1.2 billions (Asia-Pasific
Economic Cooperation, 2008). The UNDP estimated that there exists an opporturity for
about 7 millions beneficiaties from Islamic finance and about 19 millions savers (Balake
Goud, http:/fwww.investhalal.orp/articles/articles/IslamicMF.pdf.), which means that
there exists a big market for Islamic microfinance and there exists also wider
opportunities for such type of microfinance to spread in the Islamic countries but the
results are less than expectations,

Thinking about the. non-banking Islamic microfinance started during the last
years® and the first experiences in the non-banking Islamic microfinance to finanée
indivjduals and groups were reserved, weak and not continuous as they were isolated

.and dependent upon the mechanism of interest free loan by way of paymients
amanged betweer. the two parties (experiment of Yayasan Tekun, Malaysis) to
finance targeted poor Muslims who needed capital 1o stant their small projects bt
they had no previous experience. Also this finance was amalgamated with Zakat to
cover defauits of repayment and the group guarantee was utilized just like Grameen
experience. Also Muraboha formula was used  (microfinance experiment in Al-
Hodetda, Yemen 1997) and Mudaraba formula by way of weekly. distribution of

- profits and bearing by the supporting institution of any loss which may result from
default whereas it can terminate the contract concluded with the paitner in case of
excessive loss. In the case of realizing profits the benefiting party purchases the
shares of the small project whereas the finencing insttution is conient with the
principal of the losn and the weekly payments, This systera ercoursges non-
repayment; leads to maniputation cases and hiding the rez) profits in the absence of
close follow up by the lending party. In Sudan, a large number of social programmers

- of NGOs (local and foreign), local community organizations, social government
funds-and rural development projects, advanced loans to small income generating
projects as well as Joans in emergency, medical treatment, educational and service
cases, all under the Islamic formulae, particularly Murabeha, Musharake and
Mudaraba. There are no data on these parties but they were estimated to be at 100
governmental and  foreign orgam‘zationsg. This experience  is  particularly
distinguished by its diversity on one side and diversity of the targeted groups on the
other side. These organizations grant finance to the refugees and the displaced people
in the urban areas whereas the social funds finance the poor persons, -the old age
persons with limited incomes, the praduates and pensioners. Yet the rural
development projects which are financed by foreign bodies are targeting the rural
communities which suffered from conflicts, drought, and natural disasters in order to

. The non-Islamic microfinance institutions include the local and international non-profit
making governmental organizations, saving and lending socicties, in addition to the
governmenta! funds and intamational donors to rural development projects which avail

o rural financing. '

Faor more information on microfinance in the socia! programs, NGOs and social funds
sec Tbrahim, Badr El Din A. and Faris Arbeb, 2006), and Unicons, 2006),
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branches and therefore they do not nced a new professional cadre. Moreover,
most of Islamic banks have a surplus liquidity in view of the cumrent non-
existence of Islamic finance instruments which conform with the market
instrument”.

Nature And Practices Of The Islamic Microfinance

Duzing the past decades the imtegrated Islamic banks and the conventional
banks which have Islamic branches have extensively spread out. In 2007 the number
of Islamic institutions reached about 300 banks, investment banks, and insurance
companies with total assets in the amount of US$ 500 billions (36% thereof in GCC

© states, 35% in South East Asia and North Africa and 25% in the remaining Asian

countrics and Africa). The rate of growth of assets of the biggest 100 institutions of
them is 27% (The Banker, 2007). Also the conventional branches which apply the

. Islamic methods in the conventional banks in India, China, Germany, Japan,

Switzerland, Luxemburg, UK, USA and Canada have also spread out. This large
number of the Islamic institutions has encouraged some of them to enfer into the field
of microfinance services, yet these services do not measure up with the big number
of these institutions. Also during the past years, some of the microfinance institutions
started serving the poor in some Islamic countries by offering products which comply
with the Islamic principles of finance. These developments led to the appearance of
“Islamic Microfinance” with microfinance in one financing institution where the first

_one offered financial services on the basis of the Islamic faith and the second one

entered some of the poor people under the umbrella of the first one.

Microfinance grows at a rate of 15-30% per annum (about 6 billion US$
annually). Therefore, there exists an opportunity for the private Islamic capiial to
cnter, noling that participation of the private capital is continuously increasing and
expected to reach aboui US$ 20 billion in 2015 (Standards & Poors's RatingsDirect,
11 March 2008, p. 2). . According to the resulis of the survey conducted by the
Consultative Group to Assist the Poor, the number of Islamic financial
institutions offering microfinance is 120 representing 0.5% only of the total
worldwide microfinance institutions cumently serving about 389 thousands
beneficiaries only. About 80% of the Islamic microfinance institutions are located in
three Islamic countries i.e. Indonesia, Bangladesh and Afghanistan, whereas,
according to the Survey, demand for it in Algena, Jordan and Syria reached betweet!
20-41% (Karim, Nimrah, Michae} Tarazi and Xavier Reille, 2008). 2

The study conducied by the author covering liquidity in the Islamic banks in Sudan and
the Guif states investigated whether liquidity is affecied by changing the system which
is based on interest to a system based on profit and loss. The study confirmed that the
change in the assets and liabilities of the Islamic bank from conventional to Islamic
way has no negative effect on the liquidity of these banks. The study attributed this
absence of liquidity at the current date to the absence of investment opportunities and
the finance via sales formulae on the assets side and to the large share of current
account which has no financial obligation to the bank on the liability side (sec Ibra.hlm,
Badr El Din. A, and V. ], Kumar, 2005). : .
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is appropna!e for financing the fixed and working capital and the customer can
panticipare in kind. It brings high returns on investment to the bank and the
partner. The few international experiences in the field of the Islamic
microfinance proved to be successful in utilizing the opportunities of Murabaha
{experiment of Islamic microfinance programme in Al-Hodeida, Yemen) and
also in utilizing the opportunities of Musharaka (expenment of the Sudanese

Islamic Bank in financing the produclwe fanuhcs) &

The Islamic system includes Zakar, Wagf, Qard Hassan and Islamic insurance
which can bé complementary with (ot replating) the Islamic microfinance in
providing ofher needs like housing and meeting other necessities. It is to be

" noted that Al-Sadagat (alms), Zakas, Wagf {endowments) and Qard Hassan

are resources which are appropriate for microfinance bccausc they do not aim
ot making profit and they are mechanisms for satisfying the consumption needs
i.e. not suitable for establishment of profit making project yet they can be
utilized as complementary resources to microfinance.

Contrary 1o the conventional nﬁémﬁnanéc. the targetcd group of the Islamic
microfinance is men and women (the family} becavse it aims at improving the

standard of living families and not only women as is the case in the :

conventional macroﬁnance

Saving, according to the Islamic way, helps utilizing deposits in a profitable
way, hence supporis the culture of saving among the poor classes whlch
participate in development. -

The existing Islamic banks enjoy some degree of administrative capabilities

and efficiency.in granting finance on a profitable and sustainable basis but they

need to qualify special cadres fo admmlsler and pracncc activities of
microfinance.

The Islamic microfinance includes the Ystamic communities in the non-Istamic
countries under the umbrella of Islamic microfinance, hence creating a new
international mechanism of microfinance is required by these communities,

" Islamic microfinance is. suitable for the non-governmental organizations

operating in the Islamic countries as finance does not need institutions nor
legislations under the Islamic designation. Therefore, its formulae can be
utilized in the conventional microfinance without any need for the existence of
Istamic banks in the non-Islamic countries®. It is noteworthy 'that the
international organizations have successfully applied the basis of Islamic
microfinance in a number of Islamic countries.

The Islamic banks can grant the Islamic microfinance at a lower cost compared
with the other microfinance institutions because they operatc from the existing

To show how Islamic Musharaka is used by conventional banks to finance small and
medium enterprises see Ibrah:m Badr El Din. 1999.
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It doee not need sirong guaraniecs because the Islamic system focuses on the

operations more than the customer’s financial capabilities, as 1t is the case in
the Muskaraka because this formula of partnership in profit and loss is the best '
invisible security {or microfinance and the customer does not have to pay
against visks of loss. And since the Islamic system hamc..lly depends upon the
principle of partnership then any request by the bank for a guarantee shall be @
guarariee against cheating or procrastination in. repayment and not to cover the
risks of loss. The mostly "used guarantees in the Isfumic ™ microfinance
ingtitutions are personai guarantees of a third party supported by a cheque,
guaraniee funds, morigage of movable propenties, guarantge funds fer loans of
the civil society organizations, undertakings of the local community, security
of the monthly salary, attachment of savings, mortgage of salaries, incomes ‘and
pensions, ‘keep ‘documents -in custody, legal undertakings not to dispose of
assets etc®. The few international Islamic microfinance experiments also
confirmed success in utilizing gold as a security which is available, scceptable
price wise and successful in encouraging saving and micro-investment of the
poor (Ar-Rahnu experiment in Malaysia), (Mohammed, Al Babarum, 2005)

The Islamic formulae have no harmiul financial dimensions in cases of loss,
and using the formula of Musharaka in. profit and loss does noi require strong
guarantee, as it does not leave the partner either shacked by debts, or obligates
him 1o pay for any other type of entitiement in the casé of loss. The partner

‘does not bear the loss alone. In the formula of Murabaha if the customer is

unable to commit himself to pay the liabilities due from him, he is granted a
grace period withoul any additional charge.

It-availe the best non- m.ateml guarantee: Al Musharaka formutae avail the
best non-malerial guarantee such as sustainabifity of the project; credit records
of the individuals and the tied follow-up by the granting institution.

According to the nature of the-practicing, the Islamic microfinance is less
cifficult for customers to recover the debis in cases of failure or delay through
the other Islamic ways like granting a grace permd witheut any additional
“c1ancial charges Lo the cuslomer. ;

Islamic microfinance operates:via & hurr_lber of ﬁ_ﬁanc_ing formutae which suit
the targeted group like fjara, Murabaha, Musharake, and Mudarabah and

. others. And Instead of advancing loans to the poor, which can be utilized for

another. purpose, the Islamic versions dictate buying the assets or the necessary

© . raw materials'or énter with the partner in joifit transactions. Musharaka version |

The proposed guéramce is widely used in microfinance in the Sudan with a low risk
-ate, but the loan amount fdr which such guarantee is accepted does not exceed 10

thousands Sudanese pounds. In asurvey conducted by Abu Kassawi, Mustafa, Jamal El
Din et al on microfinance ir#itutions in three states in Sudan, it was found that lending
against personal guarantee is bank branches covered by the survey represents 75% of
the volume of microfinance loans in these institutions. Moreover, the percentage of

portfolia cxposed to risk was 30% and {0-17%) if supported by a post dated cheque
(Abu Kassawi, Mustafa Gamal El Din et al, 2007). .
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(2) it should build up permanent institutions which are financially and socially
transparent and working integrally with the country financial system

(3) The role of government should be limited to helping in establishment of these
institutions and nou rendering the services, and role of the donors should be
complementary in this direction and not competing with them.

(4) focus on the corporate side of the supporting institutions
L

(5) Interest rates should be rewarding for increasing the supply of loans
{Consultative Group to Assist the Poor (CGAP)2004 ).

These principles, as I see them (in addition to the need for diversifying the
mechanisms of microfinance), are summarizing the most important points
of weaknesses which should be taken into consideration for developing the
experiment of enhancing its effectiveness and the speed thereof.

Why Islamic Microfinance?

In the field of diversification of microfinance mechanisms and treatment of
some of its imperfections, we see that it is important to give serious consideration to
Islamic Microfinance at a world-wide level. As a result of religious reasons or in
view of the weakness of the conventional microfinance in confronting the poverty
issues, there were talks for adopting Islamic Microfinance as an alternative. The
‘proposal to expand the base of Islamic Microfinance was not the first one world-wide
(Karim, Nimrah, 2008, Abdu! Rahim Abdul Rahman, 2006, pp. 38-53, Balake Goud,
2010), and it was not unusual for Islamic finance because the first experiments of
Islamic finance in Egypt were in the field of microfinance (Mit Ghamr experiment},
which aimed at rural development, treatment of poverty and expanding the saving
base. In the other side, the Islamic Development Bank- the bizgest Islamic banking

instifution—has greatly understood this new trend and acceptance of Islamic

microfinance as a strategic option in the framework of the development of the
Tstamic hanks. Also the Bank established a fund, for developing microfinance, in the
amount of US$ 500 million, and the Consultative Group to Assist the Poor created a
data base on it. And despite acceptance of the conventional microfinance in the
Islamic societies till today, its continuation can not be forecasted in view of its
conflict with the belief of these societies. Moreover, Islamic microfinance advances
benefit not only to this section of the poor, but also to the other non-Islamic
microfinance institutions. Following are among its most important advantages

- It amalgamates microfinance into the Islamic finance and builds up social

financial institutions which enjoy financial sustainability and transparency and

_ it integrates with the official financial system of the country, It aiso builds up
joint bridges between the Islamic banks and the microfinance sector.

- It considers treatment of poverty as part of its social responsibilities (like social

- Justice and equitable distribution of wealth, and jncomes) and it applies -

objectives of the Islamic banks in execution of the principle of becoming a

successor over poverty in respect of microfinance whereas it follows the free
market system which guarantees sustainability.

(Jzil.ad—")*ﬁ( t‘nu.‘.‘;d'?}:..,q:d/..ﬁ i
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Pakistan and, Yemen (Microfinance Information eXchange; cited in Kanm
Nimrah et al, 2008), as ways of conventional microfinance do not meet their
requirements. Also about only 2% of the loans under microfinance -umbrella were
made under Islamic modes of finance during 2006 in Islamic countries like Indonesia
and 3% in Syria (UN Program.in Alhos Mountain), (Karim Namrah, et al , p.7).

In the light of the practical results and studies we see that rmcroﬁnance in
its totality: :

(1) Can not work to solve all problems of poverty in the world and is not suitable
for ail societies nor for all sections of the poor people. However, if that was
possible in some of them, it should not be by one unified mechanism in view of
the culturai and social differences in these societies. An example for this is
Grameen Experience which proved not to be replicable in other societies.

(2) "It started with a mistake when it did not follow the market methodology in
respect to determining supply and demand and costs of finance,

(3) It was dominated by the international institutions which give finance at lower
interest rates that distorted the local microfinance market, and worked against
the efforts of the commercial banks (Muhammad Yunus and Karl Weber,
2007). Perhaps the best institutions which can be successful in such work are
commercial banks, because the commercial banks would advance microfinance
as part of their profitable activities with some social care which will not
consnderably reduce the profit objective. '

Desplte the international accomplishments which were realized during the

'past period in drawing the attention for the importance of microfinance and

creation of commercial sector for it, there are still several issues which should be
confronted so that this type of finance can work to meet the huge and increasing
demand for same. Perhaps the most important matter in this context would be the
principles declared by the Consultative Group to. Assist the Poor, which were
confirmed by the Sumsmit of the Group of Eight in 2004. These principles can be
considered as a matrix of best practices in the field of microfinance because they
summarized to a great extent the path of microfinance, and indicated the main
aspects of weaknesses as well as the basic principles upon which microfinance
should be founded. These principles can be summarized as follows:

(1) Insufficient donor support.
(2} Weak supcmsmn over the institutions

(3) Weak administrative capabilities and absence of effectiveness of financial
institutions

(4) Absence of methods of rutal financing (Wikpedia.org/wiki/microfinance)}

in respect of the institutions which grant finance, these principles referred
to the necessity that:

(I) microfinance should cover its cost

-
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increasing number of the poorest group since 1997, this means that microfinance is _

no longer going along with. the increase in the number of poor people: The future
estimates indicate that this industry needs not less than 10 times the financed amount
(25 billion US Dollar) to cover all the needy peoplc (Deutsche Bank Dec 2007)

The ardent supportcrs. of mlcroﬁnancc have  so far failed to presént
irrefutable scientific evidences that microfinance, has accomplished its main
objective i.e. eradication of poverty in a regular, manner: However, the question
which remains is: why has microfinance not accomphshed its expected objective
up to now? The reason is attributed to several causes, which include the studies
conducted so far. ~

Most of the researches and studies assessing performance of microfinance
lacked guidance. They were restricted to supply inside only (way of advancing
microfinance, type of rendered services and repayment) and did not cover, with
some extent, the side. of demand for finance as well as the social impact. of
finance. The studies and researches of microfinance focused on studying the
groups and presented some facts, but did not compare between the financed
customers and non-financed ones, and the outcome of finance for those who had
been financed compared with the period before finance (outcome before and after
finance), and the number of financing rounds needed by customers as to manage
without the same, and the other types of questions that need a specialized
scientific methodology. The studies and: researches in microfinance are up till

" now of a weak standard and suffer from fewness and weakness of methodologies
of scientific research for assessing performance of microftnance or studying the
demand side thereof. And despite the fact that the studies which were conducted
were in foct quontitative stodies, yet they relied upon collecting weak ond
doubtful and incomplete information and data to conduct limited case study.
They did not revert to assess success of these cases from time to time. Yet the
results thereof were mixed as some simple arrived at limited success of the
performance, some. did not arrive at a result confirming that microfinance had
treated poverty successfully and some came up with limited results, Those
studies did not answer fundamental questions in the passageway microfinance
e.g., what is the effect of microfinance? What is the effect of saving projects of
microfinance and the sustainability of the granting institutions? What is the
return on capital in the microfinance projects? Why many microfinance projects
do not grow? How can the poor people face the risks, what are their point of view
regarding interest rates or cost of funding?

These stndies focused only on one method of granting microfinance
(conventional way), and they did not consider the Islamic microfinance as an
alternative or complementary to the conventional method, particularly in the
Islamic socicties world-wide?’, noting that 44% of those dealing with the

conventicnal microfinance worldwide belong to Islamic countries like Indonesia,

& According 10 estimntes about 72% of population in Islamic countries with the majority

of Muslim, countries have no access of formal finance, see, for example, Karim,
Nimrah, Michael Tarazi and Xavier Reille, 2008,

Y pllaadl e o o dekiadl 223




RN -2 P })ljw 49y du,,‘;;j;‘}?,’f

mucrefinance projects and mechanism thercof in addition to some subjects which we
deem necessary for the work of Islemic microfinance to meet the increasing demand
for it

Has the Conventlonal Microfinance Fulfilled its Main
Objectives? :

~The conventional microfinance is considered as an opportunity for doing
banking among the poor but not a treatmerit of poverty. It is a social finance which
combines finance with developmental assistance. There are now miore then 7000
establishments which render microfinance to about 24 million beneficiaries
worldwide (Mohammed Aliyu and Hassan Zubair, 2008). The main differences
between the analysts regarding microfinance are due to two basic matters: i.e. can
microfinance be basically considered as a mechanism to eradicate poverty? And has
the previous experiences proved 1o be an actual success in realizing objectives
thereof? Some see that it is effective as indicated by some successful international
experiences, whereas others see thai it needs radical reforms and & new
understanding. so as it becomes effective, and also some other group sees no big
benefit can be expected to be brought about by it if the aim from it is to fight poverty.
The latter argement is led by professor Malcolm Harper, the intermational expert in
the development of small projects and the most critic of this mechunism os il
provides a limited and low quality type of finance, yet he acknowledges that
whatever is done by this type of finance is better than doing nothing-and it grows
with an astonishing speed, and in some instances its performance improved (Thomas

Dichter and Harper, Malcolm, 2007).

Microfinance is, according to sume, like a miracle for the treaiment of the
poverty issues, and to the extent that microfinance was drawing significant
international interest and attention since the nineties. It was also drawing controversy
and differences between the analyst and interested groups. Data and information on
the impact of microfinance are limited and conflicting, yet it can be said that up till
now microfinance has not covered a significant number of the poor as it was
expected despite the clapse of a rather long period since it was brought into
applicaliona. The number of poor people in the world is estimated to be about 3
billions and about 1.5 billion of them can enier into small size financing loans
(Standards & Poors’s, 2008). Yet according tn other estimates, only half a million of
the poor people whose total is csumaicd at 3 billions, can access the microfinance
services in the regular financial secior”. And if we assume that the- average required
to finuriee the project of cuch of the poorest whose total is estimated at 100 million,
according to estimate of Microfinance Summit, 1997, is 200 US Dollar and 200
million poorest {according to the estimates of the Objectives of the Third Millennium
Summit, 2000, up o 2015}, then the world shall need not less than 20 bilkion US
Dollar (40 billion US Dollar according 1o the estimates of the Objectives of the Third
Millennium Summit up to 2015) to pull out the poorest groups from the poverty
circle. It is to be noted that funds which were directed towards microfinance world-
wide arc estimated up till npw al about 25 billion US Dollar only. With the

g The Third Milleanium Suminit aimed at reducing the number of poor in the world by

50% in 2015.
The Consultative Group to Assist the Puor. alsosee Uicons, 20006, p. 13.
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Islamic Microfinance:
Opportunities & Challeriges

By .
" Dr. Badr Et Din A. Ibrahim

Abeitront

Tk surpose of this paper is to review the nature and practices of Islamic
r ofinance, and ro investigate their challenges and future prospecis.
The methodology of this paper consists ¢f critical review and
- saminarion of existing literature and experiences. The results indicate thar
Islamic microfinance witnessed few achievements. The experiments in the
Islamic microfinance, with some exceptions, were based on a number . :
of models und mechanisms arnd were not integrated into the finaneinl '
wsrem as same are undergoirg the trials phase, being set up by donors or
religious groups and have yet to develop like their conventional .
counterparis. For policy perspective the paper supporis the governmental ;
regulaiory framework, and also the current efforts of the Mix Morket
Duiabase on microfinance. Moreover,” granting encouraging incentives,
creation of a sustainablz rmamdel, expanding the use of technology services,
ensun'ng ‘the transparency of the Islamic microfinance institutions, :
broadening the products and puarantees basis, and creating q:mhﬁed » T
cedres are ameng the major polices recommended.. ) |

Kevwords: Microfingnee, Islamic  Microfinance, Microfinance
insiitetions, Islamic Ronks

|

introduction ' o o ; - |
Microfinance is the program for advancing small loans to the poor to enable - - h ;

-them to enter into income genarating projects which will provide them and their
families with means of fiving’. The definition of the poor does not include the
noorest at the jowest 19% who lacks a regular cask flow ic sarve their debts. Most of
the pocr whe deal with microfinance are women below the lowest level of 50% of
the tota! poor of the society. This paper deals with problems of conventional
microfinance and the need for an Islamic microfinance. It also presents some Islamic

o
i

Microfinance Expent & Dean, Modern College of Business and Science
Microfinance Summit, 1997, I '
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