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Abstract: Financing smdl and medium enterprises is viewed as a new paradigm to
dlevidte povety and bring about devdopment. Specidized poverty-focused
microfinance inditutions have evolved in last 25 years to finance microentrepreneurs.
Problems facing these inditutions are, among others, non-viability and dependence on
subgdized funds for operations. Recently, a few Idamic microfinance ingitutions
have dso dated opedions in some countries. Operations of these inditutions,
however, have limited impact due to lack of funds and traned employees. Unlike
conventiond  banks Idamic  banks objectives should indude socid dimensons
Given this socid role, Idamic banks can complement the efforts of Idamic
microfinance inditutions in providing the muchneeded funds to the poor to fadilitate
their economic upliftment. The paper assarts that Idamic banks are predisposed to
provide microfinence in a "win-win" dtudtion. In other words, Idamic banks can
finance the poor a no extra cost. Theoreticd arguments presented show that Idamic
banks can provide microfiance more efficiently benefiing from its scde of
operations. To support some of the theoreticd assertions, empiricd evidence is given
from the experience of Rurd Development Scheme, a microfinance program of Idami
Bank Bangladesh Limited.
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Frontiersof |lamic Banking:
A Synthesisof Social Role and Microfinance

1. Introduction

The last quater of the 20" century witnessed numerous financid innovations thet
caered to various needs of different segments of the society. While most of these
innovations were concentrated in the countries with developed financid markets,
couple of new idess emerged from Mudim countries. The concepts of ‘ldamic
banking and ‘microfinance surfaced dmost concurrently, yet independently, in the
mid-1970s. From its humble dart, Idamic financid inditutions have grown in Sze
and scope rapidly. Given the large Sze of the potentid market, non-Idamic financid
inditutions are dso offeing financid services tha conform to Idamic principles.
Currently, it is presumed to be one the fastest growing sectors in the banking industry
worldwide. Smilarly, microfinance inditutions (MFls), pioneered by Professor
Muhammed Yunus of Grameen Bank in Bangladesh, have burgeoned in both
devdoping and indudridized countries. After the falure of a few decades of top-
down (trickle down) devdopment policies to dleviae povety in mos deveoping
countries, the innovaive microfinance initiagtive is conddered a “new paradigm” for
bringing about devdopment and eradicating absolute poverty.r “Microcredit  Summit
1997" envissges 100 million poor would have access to microfinance by 2005.
Multilatera  financid indtitutions and internationd  donors have adopted microfinance
asapowerful tod for poverty dleviation and economic devel opment.

Due to lack of colaed and asymmetric information problems poor
microentrepreneurs  cannot  obtain  finance from  conventional  inditutional  sources.
Before the advent of MFIs, most microenterprises were financed by non-inditutiond
sources that charged exorbitant interest rate. In recent times, however, specidized

'Growth in microenterprises or small enterprises can be important means of employment generation

and development of poor countries. High population growth rate and limited employment opportunities
in the agricultural sector and the modern manufacturing sectors leaves a vast mgority of the labor force
without productive employment. Microenterprises can play an important role in employing the surplus
labor force productively (World Bank 1978). For an extensve study on microfinance, see, for example,
Hulme and Modey (1996a &b), Journal of International Development (Vol. 8, No. 2), Kimenyi, et.d.
(1997), Otero and Rhyne (1994), and Schneider (1997).



poverty focussed MFIs ae providing much-needed finance to a smdl segment of
microentrepreneurs  resulting in the increese in ther income and wedth. MFls
innovaive group-based forma  introduces a socdd collaerd  minimizing  the
asymmetric information problems and ensuring higher recovery rates Most MFIs,
however, are non-lIdamic in character. Other than charging interest, the socid agenda
that is associated with these programs have secular festures. A few MFIs with Idamic
orientation have recently darted operations in some countries. Ther operations,
however, are miniscule compared to the large number of the poor popuaion thet
needs to be served.

Mogt of the Idamic banks, like ther conventiond counterparts, have not
ventured into mircofinancing. Wheress it is undergandable why conventiond banks
are not involved in microfinancing, it is not befiting for Idamic banks to do the same.
[damic financid inditutions have fundamentdly different objectives compared to
their conventiond counterparts. Khan (1997) discusses this issue. He points out thet if
the only difference between Idamic and conventiona banking practices is whether the
busness is interest-based or not, then the nonldamic finendd inditutions probably
can ddiver Idamic services in a better way that Idamic banks He asserts that a
digtinct aspect of an Idamic enterpriseisthe socid dimenson initsoperaions.

One way of manifesting the socid role of Idamic banks is to provide finance
to the poor to increase ther income and wedth. The innovative operationd formet
used by the MFIs suits the poor and can be employed by the Idamic banks to provide
such finance. This paper invedtigaes if a mariage between Idamic banks and
microfinancing is possble. The paper argues that there is a drong case for such a
union a Idamic banks can ddiver finance to the poor more efficiently and
effectivdly. The theoreticd arguments are supported by empiricd evidence of Rurd
Development Scheme, a microfinance Program of Idami Bank Bangladesh Limited.

The paper is organized as follows Section 2 discusses the need for socid
intermediation to finance microenterprises.  The section then  outlines  the
characterigics and operations of MFIs and points out some of the problems faced by
them. In section 3, the scope and condraints of Idamic MFIs are discussed. Section 4
outlines the theoreticd arguments for Idamic banks involvement in microfinancing



followed by a section of comparaive andyss of Idamic banks and MFs in financing
microenterprises. In section 6, microfinance experience of Idami Bank Bangladesh
limited is discussed in the light of the theoreticd assartions made. Section 7 concludes

the paper.

2. Financing Microenterprises. Need for Social | ntermediation

Smdler firms do not have any access to funds from traditiond financid ingtitutions.
The undelying theoreticd explanation for this phenomenon lies in the treditiond
problems of asymmetric information in financd intermedigtion. Bennett (1998)
points out some barriers that accentuate the asymmetric information problems in case
of andler enterprises in developing countries. Physical bariers of poor infrastructure
like lack of markets, roads, power, communications, €fc., can worsen both the adverse
sdection and mord hazard problems  Physcd condraints inhibit the financid
inditutions to gather information on ther progpective dients and once credit is
advanced it is difficult to monitor the use of the funds. Socioeconomic factors of
clients like low numericd skills due to illiteracy, castelethnicity/gender aspects
preventing interaction dso add to the adverse sdection problem. Microentrepreneur’s
lack of collaerd due to povety can incresse the mord hezard problem. These
bariers would make assessment of projects and monitoring the use of loans very
codly. Furthemore, as the sze of the loan for microenterprise is amdl, the
adminisering cost of pe-unit loans incresses. These economic factors make it

impossible for traditiond financid indtitutions to offer credit to microenterprises.

Given the above problems in financing microenterprises and aso the fact that
these smdl-scale enterprises are important means to increase employment and reduce
povety, there is a need for a socdd financid intermediation of funds for the
microentrepreneurs. Bennett (1998, pp. 106-7) points out two agpproaches of financing
microenterprises.  Fird, the linking gpproach under which conventiond financid
inditutions are linked to the target group (i.e, the poor) through some intermediary.
The other gpproach is to provide microcredit through specidized organizaions like
NGOs, government agencies cooperatives, and deveopment finance inditutions.
Almog dl of the financing for microenterprises in recent times has come from later
inditutions that cater to the needs of the poor. This focus of this paper, however, is on
the former linking approach. We ague tha Idamic banks can finance



microenterprises more efficiently than MFs. Before examining how this is done, the
operations, prospects, and problems of conventiond and Idamic MFI s are discussed.

2.1. MFIs: Specialized Financial I nstitutions

Though the importance of financing smdl-scade enterprises has been fdt for a long
time, the concept of group-based poverty focused microfinance is a redively new
concept with distinct characteristics? Pioneered by the Grameen Bank in Bangladesh,
goup-based MFIs are banks for the poor and operate quite differently from the
conventiond commercid banks. Wheress commercid banks are profit maximizing
firms, MFIs are ether government or non-government organizations (NGOs) formed
to provide the poor with their much needed finance. Given this nature, most MFIs
have asocid development program dong with its credit facilities.

To get finance from these inditutions, the dlient or beneficiary has to be poor.3
A person must form a group of five like-minded people with Smilar socioeconomic
datus to get credit. Made and femde groups are formed separady and reaives
cannot be in the same group. A group is usudly trained for couple of weeks to be
familiar with the rules and procedures of the MFI. A number of groups are federated
into a center with a center chief and deputy center chief dected from amongst them.
Weekly mestings of the center are hdd a a convenient place in the locdity. All
members (i.e, beneficiaries) of the center are required to attend these mesetings. An
MF officid atends these weekly meetings to conduct the banking transactions and
other business of the center.

MFls extend credit of smal amounts a a ressonable rate of interest. The loan
is pad back in one year in (fifty) weekly ingtalments. Credit is provided to the poor
without any physicd collaerd. Instead, socid collaterd is introduced by forming
groups. Loan repayment by an individud member of a group is the collective
responghility of dl the members in the group and default by a member disgudifies al

2 Though different approaches to microfinance have evolved, the format discussed here is that of

Grameen Bank, which serves as the dominant model for most group-based microfinance inditutions
(Morduch 1999).
*Different MFIs define their target group in different ways. For example, to be digible to get credit

from Grameen Bank a houschold must own less than 04 acres of land and must not have assets
exceading the market value of one acre of cultivable land.



members to get new loans. As a result, members in the group monitor the activities of
each other and peer pressure induces the repayment of the loan. This format of peer
monitoring mitigates the problem of asymmetric information and reduces transaction
costs (Huppi and Feder 1990, Morduch 1999, Stiglitz 1990). Most MFIs have various
(forced) savings programs. Sometimes, MFIs dso extend credit to individuds for
building houses and to a group or center for collective enterprise.

Most MHs have a socid development program associated with financing. The
objective of this program is to generate persond and socid consciousness among the
members. These programs include aspects that affect behaviora changes (such as
persond hygiene, sanitation, drinking clean water, ec), mord teachings (like
teeching to be honest, disciplined, and cooperate among themsdves), and socid
cusoms (like accepting family planning, not practicing the dowry system, eic.).
Knowing these principles and norms are prerequisites to obtain loans from the MFI
and are continuoudy inducted in the members during the weekly meetings At times,
necessary inputs to implement these socid programs (like tube wdls for water, ord
re-hydration sdt, etc.) are provided by the MF on subsdized basis.

2.2. MFls: Problemsand Constraints

While a large literature exists that shows the success of MFIs, some recent studies
show falure of these ingtitutions in reaching some of their objectives* The problems
relevant to this paper are given below.

a) Asymmetric Information Problems. The bulk of the loan by microfinance
inditutions is targeted towards women. In redity, however, the made members of
the household initiate taking loans and control the funds received by the femde
members. Furthermore, loans taken from the bank are often used for purposes
other than those the loan is sanctioned for (Rahman 1999, p. 75). When loans are
ussd for non-productive purposes, the chances of default increese. Buckley (1996,
p. 390) reports that in 1993, 46 percent of the Mdawi Mudzi Fund's (a MH in
Madawi) borrowers were in arears (did not pay ingtalments between 1 to 4 times)
because they diverted the funds for consumption purposes. Among the defaulters



(those who did not pay more than 4 ingtalments), the corresponding number was
33 percent.

b) Economic Viability of Microfinance Ingtitutions. Idedly microfinancing
would be a "winwin" dtuation, where the MFI operates a a profit and the poor
benefit from the credit program. This, however, is not the case for most MFIs
(Morduch 1999). Due to lack of fund mohbilization and the high adminigrative
cost most MFls are not economicaly viable®

c) High Drop-out Rate and Non Graduation from Poverty. Ditcher (1996),
Hume and Modey (1996a), and Montgomery (1996) report that microfinance
inditutions do not serve the poores who are dther not given loans or drop out of
the credit schemes® Kaim and Osada (1998) observe that there is a steady
increese in dropout rate from Grameen Bank (15 percent in 1994) and that 88
percent of the totd dropouts did not greduate to the dsatus of nortpoor.
Assaduzzaman (1997) finds that whereas microfinance does increase the income
levd of the poor, the current operations of MFIs are not very effective in
improving the lives of the extreme poor.

3. Islamic MFIs: Prospects and Problems

Given the important role of financing microenterprises in dleviaing poverty, severd
Idamic MFIs have been initialed in same countries. Idamic MFIs retan the
innovative operationd format of conventiond MFIs and orient the program towards
Idamic principles and vaues’ Idamic MFIs, however, can have potentialy more
varied ligbilities and assets. For example, on the assst 9de various modes of finandng

“For accomplishments of MFIs see Bornstein (1996), Fuglessng and Chandler (1993), Goetz and
Gupta (1996), Hashemi, &t. (1996), and Hossain (1983, 1987).

5 For example, Bennett (1998, p. 116) report that administrative cost of five MFls in South Asia is in
the range of 24 percent to more than 400 percent of per dollar lent. Reed and Befus (1994, p. 190)
study five MFls and find average return on assets for three of these below 2 percent, one a 3.5 percent
and the other a 14.6 percent. Hashemi (1997) and Khandker, et.d. (1995) point out that Grameen Bank
would operate a a loss without grants. A Subsidy Dependence Index (SDI) developed by Yaron (1997)
indicate that in 1996 Grameen Bank would have to increase its lending interest rate by an additiond 21
percent in order to breskeven without subsdies (Hashemi 1997). Similaly, Hulme and Modey
(19968, p. 52) find that 12 out of 13 MFIs from six countries have postive SDI ranging from 32
percent to 1884 percent.

5 For example, dropout rates for the Grameen Bank and BRAC are 15 percent and 10-15 percent per
annum, respectively (Hulme and Modey 19963, p. 122).



used and on the ligbility Sde sources of income can ds0 indude zakat, wagf, etc.
Furthermore, the Idamic content of the Socid Development Program can build the
socid capitd that is needed for successful functioning of MFIs.

Idamic MFIs have some inherent characteristics that can mitigate some of the
problems faced by conventiond MFIs pointed out in Section 3. By tageting the
family unit ingeed of women members in the household, the adverse sdection and
mord hazard problems of the recipients not usng the funds may be minimized.
Furthermore, as Idamic finance involves red transaction insead of cash being given
out, the opportunity of diverting funds for uses other than that reguested for is
diminated. The naure of the socid capitd intrindc in the Idamic socdd deveopment
program can potentidly decreese the default rate as solidarity among the group
members increeses and bendficiaries take it as an rdigious obligation to repay ther
debt. All these factors improve the profitability/viability of Idamic MF s

The inditutions of zakat, chaity, and waqf can be integraed into
microfinancing program to effectively aleviate absolute poverty. Zakaf and sadagat
in Idam are important tools for the redistribution of income and growth. Zakat is one
of the five pillars of Idam binding on every wedthy Mudim and can be used to increese
the participation in production of the poor (El-Ghazdi, 1994, p. 48). Zakat and income
from wagf can be integraied into the microfinancing sysem to bendfit the poorest
beneficiaries. Zakat given to the poor can be used for consumption, asset building, and
production purposes to complement funds of Idamic MFIs. These complementary funds
can ather be given as grants or interest free loans (qar d-hasan) according to the needs of
the beneficiary. As these complementary funds will reduce the need for diverting money
to consumption and purchase of assats, it is expected the funds teken for productive
activities will be invested accordingly. As a reault, the overdl return on invested funds is
expected to he higher and the probability of default lower. Thus, integrating Idamic
inditutions of zakat, charities and wagf with microfinancing will not only indude the
core poor in the program, but dso ensure the repayment of the funds to the Idamic MFI.
A survey of Idamic MHs however, reveds that they are not employing ther full

" For adiscussion on ISamic MFIsin Bangladesh see Ahmed (2002).
8For detailed discussions see El Asker and Haq (1995) for zakat and Basar (1987) and Cizaka (1996,

1998) for wadgf .



usable potentids (Ahmed 2002). The same survey shows that Idamic MFIs face the
fallowing problems that hinder their growth.

i) Lack of Funds

Officids of the surveyed Idamic MFIs contend that expanson of their activities is
hampered by lack of funds. MFIs cannot attract deposts as commercia banks do.
Other than the initid start-up cgpitd provided by a few volunteers, most of the funds
for conventiond MFIs come from externd sources and beneficiary savings. Need for
funds is the grestest during the initid dages of operations of MHs when the
beneficiaries savings are nil or smdl. As the MHs gow, the savings of beneficiaries
accumulate which can then be recycled in financing microenterprises. The time
needed for an MFl to operate its ectivities based soldy on beneficiaries savings,
however, may be very long.® As pointed out above, ISamic MFIs have not yet tapped
the funds from Idamic inditutiona sources of zakat, charity, and wagf.

Officids of Idamic MHFs point out that there are certain problems in abtaining
funds from externd sources. Fird, the Idamic educationd content of Idamic MFs
deters some externd sources from funding these inditutions. Second, though some
funds ae avalable from government agencies, they impose cetan terms and
conditions. Some of thee terms and conditions are contrary to Idamic principles and
limit the flexibility in the operations of Idamic MFs For example the funds are
given on interest and the MFIs are required to recover a certain fixed rate of return on
their invesments. As a result, funds from these sources cannot be employed in
microfinancing using cetan Idamic modes of financing (like mudarabah and
musharakah). Ancther, implication of lack of funds is, as the officids of Idamic MFls
indicate, that the benefits packege given to employess is not as good as the
edablished MFIs operaing in the neighborhood. This sometimes induces employees
with experience to move on to other MFIs paying better pay and benefits.

i) Training
Training employees regularly on different aspects of MFIS operaions can enhance
efficiency. Training in case of Idamic MFls would adso cover knowledge on different



Idamic modes of financing and gopropriste Idamic  orientation of Socid
Development Program. While some training on conventiond topics (like accounting
and adminigtrative aspects) are offered from time to time by the governmentd
agencies, Idamic oriented training sessons ae lacking or too expensve when

avalable.

The above discusson shows that while Idamic orientation in Idamic MFs
can mitigale some problems faced by conventiond MFIs (like asymmetric
information problems), they face couple of condraints that limit their expanson.
Given these limitations of Idamic MFIs, we examine the progpects of Idamic banks
to provide the much needed funds to the poor microentrepreneurs next.

4. Financing Microenter prises by | slamic Banks: Rationale

The role of Idamic banks in financing microenterprises can be sudied from two
perspectives  Frd, the sodd dimenson of Idamic inditutions and second, the
economic rationde for such financing. These are discussed below.

4.1 Social Role of Islamic Banks and Microfinancing

Though there have been discussons on the naure of an Idamic enterprise in generd
(for example see Siddigi 1988), Khan (1997) focuses on the objectives of Idamic
banks. He points out that operations of Idamic banks have two aspects, viz. the
'mechanics of it' and the 'spirit of it. While mechanics rdaes to fulfilling the Idamic
legd requirements in its operations, the later reaes to fath. Any inditution
(induding non-idamic ones) can fulfill the mechanics of Idamic by providing Idamic
compatible financid contracts and transactions. The pirit of an Idamic enterprise,
however, didinguishes an Idamic bank from a conventiond bank. Khan (1997) points
out that different variants of conventiond financid inditutions (like mutud finds
Renta Equity participation Trudts, etc.) agppear very close to Idamic modes of
financing, but this doesnt make these inditutions Idamic. He assarts that Idamic
banking has to rdae its activities to fath if it has to didinguish itsdf from
conventiond financid inditutions.

*Majority ¢ the funds of large well-established conventiond MFIs (eg. Grameen Bank) still comes



Khan (1997) maintains thet the philosophicd bass of the faith component of
Idamic banks lies in adl (socid judtice) and ahsan (benevolence). The implication of
these concepts is "taking care of those who cannot be taken care of by the market,
who cannot play with economic forces or do not have access to economic means to
enable them to exploit the economic opportunities around them” (Khan 1997, pp. 12-
13). Given this characteridic, it is imperative on Idamic banks to indude socid
dimengons in their operations adong with the normd banking practices

The quedtion is how the socid role of Idamic banks can be best exemplified.
Khan (1997) suggests a variety of activities like gard-hasan, finandng housng,
meeting basc needs and promoting and financing smdl entrepreneurs. All these
agpects, however, can be covered in a comprehensve integrated program with focus
of microfinancing. As mentioned above, most microfinance schemes have an
integrated socid development program. Idamic banks by adopting this approach of
microfinancing can engage in a much broader program of wedth creation for the poor
and bring about devdopment. As the next section reveds, they can fulfill this socid
role at no extrafinancid cost.

4.2 | slamic Banks and Microfinance

Other than the socid dimension, there are severd other arguments in favor of Idamic
banks involvement in  micofinancing.  Fnancing  productive  adtivities is  the
goecidization of banks Fnancing microentrepreneurs will be an extenson of ther
cient base. They dready have the skilled manpower that has the know-how on which
they can expand ther microfinance operations. Idamic banks have certan other
advantages over MFIs in providing such finance By udng the Idamic modes and
financing and orientation, Idamic banks can mitigate the asymmetric problems faced
by conventionad MFIs (as discussed in section 4). Furthermore, the lack of funds and
traned personnd condraining the operations on Idamic MFIs is diminaed in Idamic
banks. With its established network of branches, Idamic banks will be adle to ddiver
savices a a lower cogt than MFIs. This vantage point of Idamic banks dong with the
fact that the provison of microfinance can be done & no extra cost further reinforces
the argument for the involvement of Idamic banks in microfinancing. Some of the

from externa sources.



economic advantages of Idamic banks in providing finance to the poor are evident
when we examine the economics of microfinancing below.

4.2.1. Economics of Microfinancing
Profit (?) of a conventiond MHF is defined as difference between its totd income or
revenue (TR) and totd cogts(TC). That is,

2= TR-TC @

Totd cogts of a MH will indude borrowing costs (BC) and operating costs (OC).
Other than borrowing funds (F) from externd sources, MFIs build up savings of
members (S). If i and is ae the interest rates pad on funds provided by externd
sources and savers respectively, then borrowing costs equds,

BC = it F + isS.

Operating costs OC) indudes variable costs (wages), fixed cogs O (i.e rent, utilities,
efc.). Note that these cods can be further divided as those incurred at the fidd leve
and those that are incurred away from the fidd (costs a heed office and regiond
offices). For our anadysis we breskdown the total number of employees of the MFI, m,
into those working & the fidd levd, my < m, and those who are not working there (ny,
=mmHy). Thus, operating costs can be written as,

OC = wim + wymy + O, @

where wj is the average wage rate for employee type j (j = f, h). Thus, total costs of
an MFI equds,

TC=(wim+wyny) + O+ it F + isS. )

From an accounting point of view, income of MFl is derived from the interest earned
from loans to the beneficiaries () and interest earned on deposits with other financid
inditutions (D). The amount of loan given out by the MF equds the average loan
amount given (I) times the number of beneficiaries (n). The repayment (or recovery)



rate of loans (?) depends on, among others, the actud use of borrowed funds in the
economic  activity. Diverson of funds (to non-productive activities) increases the
probability of default. Diverson of funds can be minimized and repayment-rate
improved with better overdl supervison and monitoring of the loan. For a given
number of dients, supervison, and monitoring improve with more employees a the
fidd levd. In other words, as fidd levd employees increase, the repayment rate (?) is
expected to rise. Wages pad to fied levd employess (v) can affect their incentive to
work and affect recovery rates.  Furthermore, higher interest rate charged for credit
(i) increases the probability of default. The repayment rate function can be given &s,

?2=2Am/n, w, i), ?1>0, 7,0, 75<0; @

where ?; (=1,2,3) is the first derivative with respect to the jth argument. The totd

income of the MFI can be written as:

TR="2m/n, w;, i) i nl + ig D, ®)
where i; ad iy ae interest rates on loans and deposits respectively. Using the
definitions of costs and income from equations (3) and (5) in eguation (1), we can
writethe profit of aMFl as,

?2=2Am/n,ws, i) iinl +ig D - (wim + Wy ) - O - it F - isS, ©)

Notethat D, F, S, iy k are exogenous to the sysem. The effects of variables that are
of interest on the profit is given below;

i). d?/di, >0, if 2nl > 230 nl;
ii). d? /dm >0, if 210 nl > wy;
iii). d?/dws >0, if 25 0inl >y,

iv). d@?/dn >0, if 2> (m /nz)?lh nl;
v).d? /dl >0; d?/dmy<0; d?/di<0; d?/dO<O0.

The effect of an increase in the interest rate on loans ;) on the profit will be postive

if the resulting increese in income offsets the decrease in income due to lower



repayment rate. The effect of an increase in the employees in the field () improves
the supervison and monitoring of the use of credit and hence increases the income by
rasing the recovery of loans. The profit of the MFI will increase if this increase in
income is greaster than the wages pad to the magind employee. Smilaly, an
increase in the wages pad to employees (w) will increase profit if the improvement in
the recovery rate (due to improved supervison) exceeds that increased wages pad.
An increese in the beneficiaries (n) will affect profit postivey if the returns from
them ae grester than the decrease in recovery rae (due to incressed difficulty in
supervison). Fndly, lager average loan sze (1), fewer non-fidd workers (m,), lower
interes paid to savers (i) and lower overhead costs O) will increase the profitability
of the MFI.

5. Financing Microenterprises: MFIsversus|slamic Banks

In this section we compare the relative economic performance of MFIs and Idamic
banks in ddivering microfinance. Note that 1damic banks will use the same format as
the MHFs in merofinancing as this format auits the poor. Specificdly, smdl amount
of credit is given to the poor without any physcd collaterd. In order to qudify for
funds, beneficiaries have to be poor and form groups. Funds are provided under some
Idamic mode of financing for three months to a year and repaid in weekly/monthly
ingdlments. An officd from the Idamic bank conducts the microfinancing activities
and collects ingdlments a the weekly meetings a the center. Though the bank dedls
primarily with women, the overdl taget is the family. As a result, the bank
encourages the active participation of the spouse in the funded activity.

As regards to the modus operandi of microfinance operations by an Idamic
bank, the fidd levd operations can be conducted from its branches and a smdl
department can coordinate these operations at the head-office (nationd) level. At each
branch, fidd workers will do the busness under the supervison of fidd supervisors.
An officer of the bank will oversee the microfinance operations of the branch.
Microfinance operations will be focussed among the poor in the vicnity of the
branch. Given the above, we can compare the reative effectiveness of providing such
finance by MFIsand by Idamic banks. The results are summarized in Table 1.

Table 1: Comparison between MFIsand | slamic Banksin Providing Microfinance



MFIls Islamic Banks
Operating Codts

ocM= wMim + wMym, + oM 0oC'= w'm's + whyy,
Borrowing Costs

BCY= MF+iMs BC'= r'aD +r'S
Implications of Lack of Funds (1)

m'in~® ?M " ®TRY ™ mygn- ® ?'- ®TR'-
Implications of Lack of Funds (2)

wT @ M eTRM T mi- ® ?'- ®TR' -
Lack of Supporting Program for poor => Supporting Program for poor =>
Fund diverson No Fund diverson
Codlly Training In-house Training

a) Profitability/viability

Profitability/viability can be discussed from the revenue and cost Sdes. As before
totd cogs of providing microfinance can be viewed as operaiing and borrowing cods.
The operating costs of an MFI (OCM, superscript M indicating MFI) will indude costs
a the head office, the regiond offices, and branches that cover the fidd-levd work.
The cogts comprise a variable component (wages to employees a the fidd and head-
office levdss WM + wMm') and a fixed component (rent, utilities, etc= OM).
Thetota operating costs of an MFI is OCM= wMm™s + wMimYh + oM.

In contragt, operdting codts of providing microfinance in case of an Idamic
bank (OC', superscript | indicating Idamic bank) will be much smdler. As Idamic
banks will provide microfinance from exiding branches it will not incur any extra
fixed costs (rent, utiliies, ec., i.e, C'=0). Furthermore, it will not require a whole
range of professondsemployees, paticularly a the top management leve a the heed
office and regiond offices. This will reduce the cost of operations a the head-office
levd (i.e, WM, > wym). Note that the wages paid to the field workers and
upervisors in case of Idamic banks is expected to be higher than ther MH
counterparts (i.e, WM<w!). As discussed above, this will have two offsetting effects.
On the one hand, higher wages will attract more productive fidd-levd workers and on
the other hand it will increase the wage hill. As the fidd levd workers ae pad




relaively lower sdaries than professonds a the management leve, the totd wage
bill for microfinance operations in an Idamic bank is expected to be much lower than
that of MFI. We can conclude that the tota operating costs of providing a certan
amount of microfinance to a given number of beneficiaies will lower in case of
Idamic banksthan MFIs. That is,

ocM= wMm" + wMyt'y + OM) > OC' (= whims + whymi);
rﬁV'h> m'h, WMf < V\Nh.

To discuss the borrowing costs, we need to examine the sources of funds for
these inditutions In the absence of deposits (other than savings of beneficiaries), bulk
of the funds of the MFIs is from externd sources. Though sometimes the externd
funds are provided a subgdized raes cetan conditiondities ae attached to it. In
contragt, Idamic banks main sources of funds are deposits. The opportunity cost of
usng these funds is invesment in dterndive investments Mogt Idamic banks,
however, have excess liquidity given the lack of Idamic compatible money-market
indruments to park funds for shorter periods of time. Given this excess liquidity, the
opportunity cost of using these funds is zero (r'¢=0). Assuming that the Idamic banks
offer its beneficiaries the same rate of return as MFls (i.e, i™s = r'9 on ther savings
then we can conclude that the borrowing costs of funds will be lower in case of
Idamic banks (BC') than MFls (BC), as indicated below.

BcM (= i F +iMS) >BC'(= D + r'9).

The above discusson shows that Idamic banks can finance microenterprises more

efficiently (at alower cost) that MFls.

b) Quality of Service

An implication of dependence on externd funds is that MHs have to abide by some
conditions. While some conditions are vdue neutrd, others are not compatible with
I[damic principles. For example, the funds from externd sources are given on interest
and the MFIs ae required to collect a fixed return from the beneficiaries The
implication of this is tha Idamic MFls loose their independence to use certain profit-



shaing modes of financing and frame procedures that may be more appropriate for

financing certain activities.

In contrast, Idamic banks use ther own funds and are independent to frame
programs that suit the beneficiaries. For example, the revenue generated from certain
attivities like agriculturd production and cow -fatening have a gedation period. Thus,
it becomes difficult for beneficiaries of MF to pay ingdlments as the return from
invetment flows in a a later date. An Idamic bank can fame a repayment schedule
where the beneficiary pays a token (smdl) amount of money a the weekly mestings,
and pays the bulk of the debt when the asset or produce is sold. ™

As pointed out earlier, Idamic MHs in Bangladesh identify lack of funds as
ore of the mgor condraints to growth and efficient operations. Other than limiting the
expanson of operations of MFls, lack of funds dso have other detrimenta
implications. They cannot hire sufficient workers a competitive wages. Paying lower
wages implies that they employ rdaivey low productivity workers. Lack of funds
dso means employing fewer fidd levd workers lowering the employee-beneficiary
raio adversdy dffecting supervison and monitoring. Both factors increese  the
probebility of default, ?, and lowering the expected income of MFls. Idamic banks
however, can employ adequate workers a competitive wages dong with other
benefits. This dlows them to employ productive workers and maintain an gppropriaie
employeebeneficiary ratio. These have a pogdtive impact on the repayment rate and
income of the bank. The comparaive effects of lack of funds on the revenue of MFIs
and Idamic banks are shown in Table 1.

Ancther factor that can improve the efficiency of the operations of MFIs is
peiodic traning and workshops to upgrade ther skills of employees. Idamic MFls
contend that they cannot benefit from these codly training sessons due to lack of
funds. Idamic banks being rdaively larger ingditutions can organize training Courses
for ther employees. Lager Idamic banks have ther own in-house traning

“This cannot be done by those MFls in Bangladesh that teke funds from government funding agency

(PKSF), as a condition atached for funding is that the beneficiaries should start paying ingtdlments of
equa amounts within two weeks of the disbursement of funds.



depatments and the employees involved in microfinancing can be benefit from these
in-house training programs & little extra cost.

¢) Complementary Poverty Reduction Program

It has been pointed out above that the poorest sections of the population are left out by
conventiona MFIs. One reason is tha extreme poverty leads to the diverson of funds
from productive activities to consumption and asset purchases. This lowers the overdl
return on investment and mekes it difficult for the poor to repay the loans. It is pointed
out above that some charitable inditutions (like zakat, sadagaat, and waqf) can be
integrated with microfinancing to resch the core poor. The Idamic MHSs, however, have
not tapped into these sources to complement financing to the poor. One reason may be
the Idamic MHsfind it difficult to mobilize zakat proceedings from the community.

Idamic banks can devise a complementary program to finance the core poor.
Mog Idamic banks have a fund created from collections of pendties for late payments
from overdue accounts These funds, on principle, can only be spent on chaitable
activities. These funds can be integraied with the microfinancing ether as outright grants
or gard-hassan. This will not only prevent diverson of funds from investment to
consumption by the poor, but act as an added financid incentive to repay the funds taken
for microentrepreneurs.

6. An Example of Microfinancing by Islamic Bank: Rural Development
Scheme of 1slami Bank Bangladesh Limited"
Rurd Development Scheme (RDS) of Idami Bank Bangladesh Limited (IBBL) was

initiated in 1995 and dated operaions in 1996 to cater to the investment needs of
poor microentrepreneurs, paticularly in the rua areas. RDS is funded from IBBLS
generd investment fund. As of September 1999, RDS has provided microfinance
sarvices in 812 villages from 52 branches of IBBL. A totd of Tk.'? 24358 million
was disbursed a 12 percent rate of return to 23184 dients (orgenized in 7,012
groups and 1,733 centers) with a recovery ate of 99 percent. IBBL dso manages the

UThe information provided in this section is based on a fidd survey on Rurd Development Scheme

and interviewswith officias of 1dami Bank Bangladesh Limited.
Taka (abbreviated Tk.) isthe currency of Bangladesh (1US$ =51Tk. in 1999).

BThe 12 percent rate of return is broken down as bank profit (6 percent), supervison charge (4
percent) and risk fund (2 percent).



Idamic Bank Foundation (IBF), a fund crested from zakat, charity donations and
income of the bank that cannat be included in profit of the bank.

In line with the socid dimension of its operations, the objective of RDS is to
eiminae rurd poverty through community development gpproach. The target group
of RDS is the rurd poor, defined as the landless or those households having less than
05 acres of cultivable land. Other than providing finance for microenterprises to
genarate income, RDS dso focuses on hedth, sanitation, and education of its
beneficiaries The dominant mode of financing used by RDS is bai-muajjal
(deferred-price sde). The scheme uses the group-based format of the MHs outlined
above. Smdl amounts (ranging from Tk. 3,000 to Tk. 25,000) are given to individuds
and repad back in smdl weekly inddlments No physcd collaterd is required for
obtaining funds. Insteed, socid collaterd is introduced by forming groups and centers.
The dients save Tk. 5 per week as persond savings and have to give Tk. 1 per week
for the center fund. Note that 2 percent of the 12 percent rate of return charged goes to
a rik fund that is used repay inddliments of benefidaries facing unusud problems

and in case of emergencies.

Like Idamic MFls, RDS deds with the family via the women. The Idamic
goproach of targeting the family and using Idamic modes of financing diminates to a
large  extents asymmeric  informetion  problems  aisng in conventiond
microfinancing. As mentioned earlier, this approach mitigates the adverse sdection
and mord hazard problems resulting from the fact that the intended use and user are
different from the actud use and user of funds As Idamic modes of financing involve
a red transaction, the mord hazard problem aisng from the use of funds for
purposes other then those intended is dso diminaied. The other dements of the
operations of RDS are discussad below.

a) Profitability/viability

Figures in Table 3 beow, shows the cumulative accounts of RDS up to December 31,
1998 will form the bass for discusson on RDS profitability. Note that only varigble
cods that is expenditure by the fidd supervisors and their expenses (incuding
depreciation of motor cydes fud costs, and other rdaed expenditures) are incurred
by RDS. The fixed cogts of rent and utilities and other fixed costs like furniture do not



gopear as RDS operate from the bank branch premises and do not have to pay for
these,

Table 2: Income and Expenditure of RDS up to December 31, 1998

Income Amount (in millions)
Income from Investment (at 6% RR) Tk. 7.377

Income from Supervison Fund (at 4%) Tk. 5.037

Amount of Risk Fund (at 2%) Tk. 2508
Expenditure

Sdary of Field Supervisors Tk. 6.558

Other Operational Codis (Depreciation of | Tk. 1.422
Motor cycles, fud codts, ec.)

Saary of Project Officer Tk. 3.876

(Opportunity) Cost of Funds Tk. 4553
(Tk. 64.4 million a 7.07 at percent)

If dl the items of income and expenditure in Table 2 are used to cdculate the profit of
RDS, it gppears to be operating a a loss This figure, however, may be mideading
due to the following factors.

i) The rate of return charged by RDS (i.e. 12 percent) is lower than most MFs
that have rates of return/interest rate in the range of 16-55 percent.!* By charging a
lower rae of return than the market rate, RDS is essentidly subsdizing the
microentrepreneurs. As a result, the income from investments is relatively lower than
that of MFls.

i) A mgor pat of the expenditure is due to sday of the project officer. The
project officer, however, devotes only a part of the time for RDS activities as he is an
officer of the bank overlooking the ectivities of RDS. Payment of full sdaries to the
project officer is an over-estimation of the expenditures for RDS.

Yror example Grameen Bank charges an interest rate of 20 percent. Al-Fdlah, Noble, and Reescue
three Idamic MFIs operating in Bangladesh charge a rate of return of 16 percent. Morduch (1999)
reports that Badan Kredit Desa, Indonesa and BancoSol, Bolivia charge nomind interest rate of 55
percent and up to 50.5 percent respectively.



i) The opportunity cost of funds used in microfinancing is cdculatled a an
average of 7.07 percent given to depostors of IBBL. This may, however, be
mideading due to the following reasons. Firg, IBBL, like other Idamic banks has a
large amount of liquid funds due to the lack of Idamic money market ingruments. In
1998, cesh hed by IBBL was Tk. 8247.8 million making the RDS disbursements
only 047 percent of it. Second, the amount needed for microfinance is miniscule
compared to the tota assets of IBBL. In 1998, dishursement of Tk. 39.1 million to the
rural poor under RDS is only 0.13 percent of the IBBL's assets (of Tk. 308439
million). Given these facts, the opportunity cost of usng the funds for microfinancing
isdaosetonil.

Given the above qudifications, different scenarios regarding the profitability/viability
of RDS can be arrived a. These are summarized in Table 3.

Table 3: Profit/Loss of RDS under different Assumptions (in millions of takas)

Income Expenditure | Profit
Case 1: Totd income - totd | 14922 16.409 -1487
expenditure
Case 2: Adjusted Exp. (less| 14922 11.856 3.066
opportunity cogts of funds)
Case 3: Adusted Exp. (less| 14922 12533 2.389
Project officers sdary)
Case 4: Adjuged income (16| 19.896 16409 3487
percent rate of return)
Case 5: Aduged income & | 19.896 11.856 804
expenditure (Cases 2 & 4)
Case 6: Adjused income & | 19.89%6 12533 7.363
expenditure (Cases 3 & 4)
Case 7: Adusted income & | 19.896 798 11.916
expenditure (Cases 2, 3, & 4)

When expenditures on dl heads ae induded (sdaies of proect officer and
opportunity cogt of funds) then RDS incurs a loss of Tk. 1.487 million. As mentioned
above, however, the funds are provided to bendficiaries a below the market rates and
couple of expenditure heads cannot be directly charged to RDS. When these
adjusgments are made, RDS operates a podtive levels of profit. Different cases
involving these adjustments are possble. If the cost of fund is excduded (as the



opportunity cogt of these funds are dose to zero), then RDS operates a a profit of Tk.
3066 million (Case 2 in Table 3). Smilaly, when sdaries of project officers ae
excluded (as they work only part-time for RDS) the scheme earns a profit of Tk.
2.389 million (Case 3).

On the income Sde, note that the income figure is based on a rate of return of
12 percat. To cover dl the expenditures during the period (induding cost of capitd
and project officers salaries), the breskeven rate of return is estimated a 13.2 percent.
The rate of return charged by RDS is much lower than that charged by other MFIs. If
the income of RDS is cdculated a a lowest rate of return of 16 percent charged by
other Idamic MFls then the profit with this rate of return under different assumptions
of expenditures are shown in Cases 47. Note that RDS would operate on profit in a
16 percent rate of return that even when the cost of funds and sdaries of project
officers are incduded (case 4). The largest profit is derived when dl the adjusments in
costs and income heads are made (Case 7).

b) Quality of Service

Qudity of sarvice provided by RDS will be much better than Idamic MFIs due to
severa reasons. Fird, the IBBL can dtract better employees as they offer a better
benefit package. Not only do fidd supervisors get better pay, but they dso get other
benefits associated with working in an established financid indtitution. Second, dl
employees in the RDS are trained a the Idami Bank Training Academy & no extra
cod to them. The high qudity in-house training provided by professonds in the
traning Academy improves the <ills of the workers increesing ther productivity.
Third, the fidd levd workers can peform ther banking services more efficiently due
to better logigtics support. For example, whereas fidd workers of most Idamic MFIs
use bicycles to go to the weekly meetings and vist beneficiaries, those of RDS use
motorcydes.  Forth, RDS employs sufficent workers to keep an  ided
employeglbeneficiary ratio. This heps them to monitor clients and supervise the funds
more efficiently. Fifth, as RDS is not dependent on externd sources for funds, it can
frame its progran in a manner tha is suiteble to the beneficiaries For certan
activities, an ingdlment repayment scheme that correspond to the income sream of
the funded activity can be aranged. This practice does not burden the beneficiaries

when there is no income generaed from the investment.



¢) Complementary Poverty Reduction Program

RDS has been successful in integrating other support programs dong with the
microfinance scheme. As mentioned earlier, poverty induces people to divert funds to
consumption and purchase of other assets. RDS uses funds from Idami Bank
Foundation for a complementary program for assst building. The dients can obtan
interest-free loans (gard-hassan) from this fund to buy assets (like tube wdls) and
housng. This nat only builds the asset base of the beneficiaries but dso dafects the
repayment rate podtivdly as funds are not diverted for non-productive purposes
Furthermore, as default and arears disqudify beneficiaries to aval of interest-free
loans, this fadility acts an incentive for them to repay the ingtalments on time.

7. Conclusion

A didinguishing feature of Idamic banks is the socid role in its operdtions. As
microfinancing enables the increase in income and wedth of the poor, it is conddered
a new paradigm to poverty dleviaion and bring about devedlopment. The paper argues
that the socid aspect of Idamic banks can be best redized by financing the poor
mircoentrepreneur. The paper contends thet Idamic banks can provide microfinancing
by avoiding some problems faced by conventiond and Idamic MFIs. Theoreticd
aguments are given to show that microfinance can be provided to the poor more
efficently and effectivdy by Idamic banks than MFls Wel-esablished Idamic
banks can benefit from ther scaes of operations As Idamic banks do not depend on
externad sources, their microfinance scheme can adapt to caer some specid needs of
the beneficiaries. Idamic banks can dso operate a complementary support program
adong with microfinancing to target the core poor.

The paper presents a strong case for Idamic banks to facilitate wedth creation
of the poor through involvement in microfinancing. As more and more conventiond
banks begin to provide Idamic financid sarvices, the 'spirit' of Idamic banks reflected
by its socdd role will disinguish Idamic inditutions from non-iIdamic one. Contrary
to what one would belief, the pgper shows tha implementing the socid function by
financing the poor will not be a burden to Idamic banks financidly. Ingtead, Idamic
banks are predigposed to provide microfinance in a "winwin' dtuation. Tha s

Idamic banks can operate microfinance programs at no exira cost and improve the



economic conditions of the poor. Experience from RDS of Idamic Bank Bangladesh
Limited supports this assertion.
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