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ISLAMIC MICROFINANCE-FINANCING THE POOREST OF THE POOR

DILAWAR AHMAD BHAT
ASST. PROFESSOR
DEPARTMENT OF MANAGEMENT STUDIES
CENTRAL UNIVERSITY OF KASHMIR
KASHMIR

Making poor bankable is the shortest definition of microfinance. Microfinance (MF) is a powerful poverty alleviation tool. It implies provision of financial services
to poor and low-income people whose low economic standing excludes them from formal financial systems. Access to services such as, credit, venture capital,
savings, insurance, remittance is provided on a micro-scale enabling participation of those with severely limited financial means. The provision of financial
services to the poor helps to increase household income and economic security, build assets and reduce vulnerability; creates demand for other goods and
services (especially nutrition, education, and health care); and stimulates local economies..The main aim of the paper is to assess the potentials of Islamic
financing schemes for micro financing purposes. The paper argues that Islamic finance has an important role for furthering socio-economic development of the
poor and small (micro) entrepreneurs without charging interest (read: riba’). Furthermore, Islamic financing schemes have moral and ethical attributes that can
effectively motivate micro entrepreneurs to thrive. The paper also argues that there is a nexus between Islamic banking and microfinance as many elements of
microfinance could be considered consistent with the broader goals of Islamic banking. The paper, first, introduces the concepts of microfinance, and presents a
case for Islamic microfinance to become one of the components of Islamic banking. The paper then discusses, the potentials of various Islamic financing schemes
that can be advanced and adapted for microfinance purposes including techniques to mitigate the inherent risks.

KEYWORDS

gharrar, ijara, mudaraba, murabaha, musharaka, riba.

INTRODUCTION
GAP (consultative group to assist the poor, UN millennium development goals) has come up with eleven key principles of MF based on decade-long
consultations with its members and stakeholders. These are as follows:

1.  Poor people need a variety of financial services, not just loans. In addition to credit, they want savings, insurance, and money transfer services.

2. Microfinance is about building permanent local financial institutions that can attract domestic deposits, recycle them into loans, and provide other financial
services

3. Donor funds should complement private capital, not compete with it. Donor subsides should be temporary start-up support designed to get an institution
to the point where it can tap private funding sources, such as deposits.

4.  Microfinance is a powerful tool to fight poverty. Poor households use financial services to raise income, build their assets, and cushion themselves against
external shocks.

5. . The job of government is to enable financial services, not to provide them directly. Governments can almost never do a good job of lending, but they can
set a supporting policy environment.

6.  Microfinance works best when it measures—and discloses—its performance. Reporting not only helps stakeholders judge costs and benefits, but it also
improves performance. MFls need to produce accurate and comparable reporting on financial performance (e.g., loan repayment and cost recovery) as
well as social performance (e.g., number and poverty level of clients being served).

7. Interest rate ceilings hurt poor people by making it harder for them to get credit. Making many small loans costs more than making a few large ones.
Interest rate ceilings prevent microfinance institutions from covering their costs, and thereby choke off the supply of credit for poor people

8.  Microfinance means building financial systems that serve the poor. Microfinance will reach its full potential only if it is integrated into a country’s
mainstream financial system.

9.  Microfinance can pay for itself, and must do so if it is to reach very large numbers of poor people. Unless microfinance providers charge enough to cover
their costs, they will always be limited by the scarce and uncertain supply of subsidies from governments and donors.

10. Microcredit is not always the answer. Other kinds of support may work better for people who are so destitute that they are without income or means of
repayment.

11. The key bottleneck is the shortage of strong institutions and managers. Donors should focus their support on building capacity.
Microfinance and Islamic finance have much in common. Islam emphasizes ethical, moral, social, and religious factors to promote equality and fairness for the
good of society as a whole. Principles encouraging risk sharing, individual rights and duties, property rights, and the sanctity of contracts are all part of the
Islamic code underlying the financial system. In this light, many elements of microfinance are consistent with the broader goals of Islamic finance. Both advocate
entrepreneurship and risk sharing and believe that the poor should take part in such activities. Both focus on developmental and social goals. Both advocate
financial inclusion, entrepreneurship and risk-sharing through partnership finance. Both involve participation by the poor. There are however, some points of
difference, discomfort and discontentment. Conventional microfinance is not for the poorest of the poor. There is a sizeable substratum within the rural poor
whose lives are unlikely to be touched, let alone improved by financial services. They are not "bankable" in their own or their neighbour’s eyes, even when the
bank is exclusively for poor people. Yet they desperately need some sort of assistance. An Islamic microfinance system, on the other hand, identifies being the
poorest of the poor as the primary criterion of eligibility for receiving zakah. It is geared towards eliminating abject poverty through its institutions based on
zakah and sadagah. Most conventional microfinance providers charge rates of interest that are found to be high when benchmarked against mainstream
banking rates. Several reasons are usually given in defense. First, returns on investment in micro-enterprise are very high, by the standards of banks and other
investors — the reason being the miniscule size of investments compared to the earnings numbers. Hence, entrepreneurs can “afford” to pay high interest rates
as cost of funds as long as the same are lower than rates of return. And those interest rates are much less important to micro-enterprises than access, timeliness
and flexibility. Second, interest rates on microfinance are pegged relatively higher, since they entail higher administrative charges, monitoring costs and are by
definition, riskier than a traditional financing portfolio.

There is indeed a general agreement on the issue that administrative and monitoring costs are higher with micro-financing. While this helps explain the

differential in cost of financing of an MF portfolio as compared to a traditional portfolio, the method of financing need not be interest-based. It is commonly

believed that rates of returns on micro-projects tend to be very high. However, the same is true only for the “successful” projects passing through “good times”
and not true of all projects at all times. Interest related liability can compound and accentuate the financial problems of a project experiencing bad times and
hasten its failure. The pace, frequency and intensity of such failure is directly related to the levels of interest rates. In case of Islamic profit-sharing mechanisms
on the other hand, there is a clear alignment between profitability of the project and cost of capital. The latter rises and falls in line with the realized profits of
the venture. In case of Islamic debt financing too, the negative effects of financial risk arising out of use of fixed-rate financing are limited as compared to
interest-based debt. This is because the former does not allow for compounding of the debt in case of possible default. Interest rate — high or low, is rejected by
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large sections of the Muslim societies as tantamount to riba — something that is prohibited in no uncertain terms by the Islamic Shariah. One of the potential
benefits of microfinance in Muslim societies is the empowerment of Muslim women. While the ability of microfinance institutions to deliver financial services to
rural women in gender-segregated societies is commendable, working with Muslim women is a sensitive issue that often raises accusations of meddling with
social codes. Some Islamic MF institutions seek to overcome this through a shift in their focus from “women empowerment” to “family empowerment”. In a few
other Islamic MF programs, a culturally appropriate way has been found of empowering women through gender-segregated ownership of the financing entity
and involving separate appraisal of loan applications by women who develop their own gender-sensitive products and strategies for the future. From the above,
it is clear that the cultural and religious sensitivities of the Islamic world are somewhat unique and these must be given due emphasis in any attempt to build
inclusive financial systems and bring the over one-billion Muslims into the fold of formal financial systems.

ISLAMIC FINANCE - INITIAL DIFFICULTIES WITH MICROFINANCE

In view of the above issues concerning Islamic Finance and the structures commonly used in microfinance, there are thus several key issues with regard to
combining the two:

® Riba on loans. The most obvious and fundamental issue surrounds the issue of microcredit as the primary means of promoting entrepreneurship and reducing
poverty. Interest cannot be charged, thus seeming to remove the possibility of deploying anything other than charitable donations; the sustainable social
business model does not seem to apply here.

® Riba on savings. Again, riba cannot be applied to savings. This is not as fundamental an issue as that faced by microcredit, but aside from the issue of storing
savings in a secure place, it does remove one of the key incentives to save in an environment where conventional saving is often not very well rooted.

e Insurance. The conventional insurance model takes a premium from the client in the hope of making a profit. In other words, it is speculating that the revenue
accumulated will exceed the payouts required. This aspect of speculation is seen as maysir, or gambling, and is haram. Furthermore, the fact that the client is
paying a premium, but may receive nothing in return, amounts to gharar, as the outcome is unclear.

Given these significant obstacles, how can practitioners of Islamic Finance arrive at a solution?

Islamic Finance — alternative solutions via existing instruments

A) LEGALTOOLS

The legal tools required to operate within Islamic Finance are similar to those used in Western law, but are nevertheless critical in terms of their different
applications.

Wa’d (promise)

Wa'd is the promise to carry out (or not carry out) certain actions in the future. Opinions are divided within the Islamic world as to whether it is legally binding or
simply the sign of noble intentions. However, assuming no force majeure, the general consensus, as represented by the Islamic Figh Academy, is that some sort
of penalty should be enforceable for failure to fulfil its terms. One potential use within Islamic microfinance would be for those given positions of authority
within the local microcredit infrastructure.

Aqd’ (contract) An Aqd’ contract must consist of two counterparties exchanging goods at an agreed price. The offer made must be matched by the agreement
returned, which must be explicit.

Kafala (guarantee)Given that riba cannot be levied, or penalties charged to the benefit of the creditor, kafala, or third party liability, can sometimes be seen as
unnecessary. However, in the field of microfinance, the concept of a third party guarantor is one thoroughly embedded in many of the models, and
consequently relevant here.

Wakala (agency contract)

This is a concept applied in many instruments used in Islamic Finance, ranging from brokerage to the purchase of property. Individuals or organizations are able
to give authority to another party to transact deals on their behalf, as with banks giving authority to loan officers or village elders.

B) SHARIAH-COMPLIANT INSTRUMENTS OF MICROFINANCE

Prohibition of riba, gharar, jahl, darar and other constraining norms in Islamic finance does not constitute an obstacle in building sound microfinance products.
On the contrary, the need for Shariah compliance has led to considerable research into product development. While the conventional system provides for simple
interest-based deposits, donations and loans, the Islamic financial system comprises an array of instruments for mobilization of funds, financing and for risk
management.

1) INSTRUMENTS FOR MOBILIZATION OF FUNDS

Instruments for mobilization of funds may be broadly divided into (1) charity that includes zakah, sadagah, awqaf; gifts that include hiba and tabarru; (2)
deposits that may take the form of wadiah, gard al-hasan and mudarabah and (3) equity that may take the form of classical musharakah or the modern stocks.

1) While sadaqah, hiba and tabarru have parallels in conventional microfinance, such as, donations or contributions, zakah and awgaf have a special place in the
Islamic system and are governed by elaborate fighi rules. Zakah is one of the five pillars of Islam and is meant to finance the poorest of the poor. These sections
of the society are unlikely to have positive-NPV projects in need of financing and hence, are “unbankable”. Awqaf creates and preserves long-term assets that
generate income flows or indirectly help the process of production and creation of wealth. By targeting its benefits towards the poor, awgaf can play an
important role in poverty alleviation. Though there has been significant improvement in management of zakah and awqaf in recent years, their role as vehicles
of microfinance and poverty alleviation is grossly underestimated. Their growing popularity evidenced through establishment of many a zakah fund and awqaf
fund is an indication of their vast potential in Muslim societies.

2) Deposits in the form of wadiah, gard al-hasan and mudarabah have their parallel in savings, current and time deposits respectively and are a regular source of
funds for Islamic microfinance institutions, especially those in South-East Asia. Wadiah deposits attract gifts to compare favorably with returns available on
interest-bearing deposits. Qard-based deposits do not provide any return and in some cases, involve a charge. Mudarabah deposits are based on profit-loss
sharing with the depositor as rabb-al-mal and the microfinance institution as the mudarib. Available empirical evidence from Indonesia asserts that Islamic
microfinance institutions have lagged far behind their conventional counterparts in raising funds through deposits. Clearly there is a need to redesign many of
the deposit products by taking into account customer needs and preferences.3.2.1.3. Microfinance institutions also have the option of raising funds through
participatory modes, such as, musharakah or modern equity. There is one microfinance program that has successfully demonstrated the practicality of the
Islamic participatory approach of risk and profit-sharing: the village-bank-like Sanadiq program in Jabal Al Hoss, Syria. Here, villagers buy shares and become
owners of the program. Financing of course is made using the murabahah methodology and dividends are distributed annually to the shareholders if profits are
sufficient.

11) INSTRUMENTS OF FINANCING

Instruments of financing may be broadly divided into (1) participatory profitloss- sharing (PLS) modes, such as, mudarabah and musharakah; (2) sale-based
modes, such as, murabahah; (3) lease-based modes or ijarah and (4) benevolent loans or gard with service charge.

a) Real-life experience shows that murabahah is preferred over mudarabah primarily because it eliminates the need for written records, often un available at
the micro enterprise level or if available, the client may be unwilling to share them. Further, in case of murabahah a well-defined contract exists, with pre-
defined amounts; a fixed contract creates a less complicated process and a lower implementation cost to the institution.

b) A microfinance program has to make several trade-offs when selecting an appropriate financing methodology based on Islamic finance principles. The
program must account for the administrative costs and risks of a particular methodology not only to the program but also to borrowers. Often the choice could
depend on the nature of the client. As practiced in Indonesia, clients may be broadly divided into two categories: (i) clients with existing businesses and
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successful operations for at least two years. (ii) new entrepreneurs without prior business experience. The vast majority of clients are those with existing
businesses and a good track record; they can be financed through such financial products as murabahah, musharakah and mudarabah, which involve some form
of profitsharing. New clients without a track record are considered very risky and represent but a small minority; they can be financed through gard al-hasan,
soft loans without any charge or profit-sharing. Consumer loans and loans for speculative investments, which could be ruinous to the borrower, are excluded
from the range of permissible purposes of financing.

C) Unlike mainstream Islamic finance that does not quite treat gard al-hasan as a financing mechanism, Islamic microfinance has found this mechanism to be a
“pure and effective” way of financing the poor. Many Islamic microfinance programs are modeled solely using gard al-hasan - both as an effective fundraising
and financing mechanism. Qard al-hasan has a much stronger religious undertone than other “halal” mechanisms, being directly ordained by the holy Quran.

ISLAMIC FINANCE — SOLUTIONS TO COMMON ISSUES IN MICROFINANCE

If the answer to many of the issues surrounding Islamic microfinance can be found in the various models above, does Islamic Finance provide solutions to some
of the issues plaguing microfinance as a whole? Could Islamic Finance extend microfinance in certain respects?

In discussing the issues relating to microfinance, we first mentioned the issue of high interest rates. Of course, such interest rates are not (or should not be)
inflicted simply to make a healthy profit margin, but are instead symptomatic of the high costs involved in setting up and operating microcredit in developing, or
even developed, nations. The fact that interest is not clearly stated as such, but is instead reflected in the mark-up in a murabaha, or in the required rate of
return from a mudaraba, will not eliminate it as a cost to be borne by the consumer. However, although it would require further monitoring, the mudaraba
model may at least offer a greater sense of social benefit by involving the institution in the gains and losses of the consumer.

Another area addressed was the role of subsidies within microfinance. As mentioned previously, subsidies still play a significant role within the industry. While
this work does not intend to discuss whether it is morally or economically justifiable to subsidize social businesses, de Aghion and Morduch point to a theory
supported among many studies of “subsidize start-up costs, not ongoing operations”.18 This suggests that subsidies at least have some role to play in
microfinance; consequently the substantial role played by zagat in Islam offers an easy route, both practically and philosophically, for start-up costs at ground
level among communities.

Finally, we mentioned the opposing issues of defaulting clients and overzealous enforcement. These are issues which will occur in any model along these lines,
but in terms of reducing their impact, one solution may be to involve local institutions, such as mosques or tribal leaders, to ensure both consumers and
representatives of the IFI behave in a proper manner. This will be covered in greater detail in subsequent sections.

Ultimately all of the above issues relating to microfinance are symptomatic of the challenges involved in working with BOP consumers, and as such are unlikely
to be entirely solved by any model. However, Islamic Finance can perhaps alleviate them in some respects, while providing a solution for those consumers who
feel excluded from microfinance due to their beliefs.

ISLAMIC FINANCE — PHILOSOPHICAL SIMILARITIES AND NEW SOCIAL MODELS

The models described in previous sections provide significant evidence that Islamic finance and microfinance can be compatible, at least from a technical
standpoint. Standard microcredit arrangements can be mimicked by a murabaha agreement, or possibly even a mudaraba agreement; equally the leasing or
purchase of property or other goods can be accomplished via an ijara agreement. Elsewhere in microfinance, we have seen that bank accounts can still be
provided under an amanah or wadia contract, while the community-based solution found in a takaful contract is ideal for providing micro insurance.

The idea of responsibility to the community is one that is deeply ingrained in Islam, and thus throughout many Muslim communities. Zagat may provide an
opportunity in terms of aiding very poor communities to develop to the point where they can be helped by microfinance; it may equally provide a means to
finance the start-up process for very small microfinance institutions or community groups. Another angle to this concept is the disapproval expressed within
Islam of hoarding.

Let those who hoard the wealth that God has given them never think that they will benefit from it. It will bring them nothing but evil. The riches that they have
hoarded will be their chains on Judgement Day. Qur’an, 3:180

As a result there is a clear need within the Islamic community for both charitable contributions and investments that include a social aspect, thus fulfilling
obligations to the community as a whole. Therefore by looking beyond the technical aspects of Islamic Finance, it may be possible to envisage a social model
whereby Islamic microfinance institutions are initially financed, then later underwritten by the richest members of the community, those above the BOP
categories

ISLAMIC FINANCE — PROBLEMS COMPARED TO ORTHODOX MICROFINANCE

The most significant issue facing those wishing to combine Islamic Finance and microfinance is that of gender. The role of women in microfinance is seen as
critical to the model laid out in the Grameen paradigm: Grameen boast of “8.1 million borrowers, 97 percent of whom are women”, while various estimates
place the proportion of women among all microfinance borrowers at between seventy and eighty-five percent. The most commonly proposed arguments are:

¢ Social pressure — the idea that women are more susceptible to the estimation of others, and are consequently more easily swayed by the concept of social
collateral.

e Conservative risk profiles — several studies have indicated that women less likely to pick risky investments than men.

* Empowerment — by giving economic power to women in societies that often deny them significant authority, MFIs see better results from women as they are
more likely to work hard and use funds in a more conscientious manner.

* Family units — women are more concerned by the welfare of dependants, and more likely to be working from home as they will often be looking after children
and elderly relatives. Consequently they will work harder and be less mobile, thus making them easier for MFls to monitor.

There is, of course, little in the Qur’an or the Sunnah to insist on such limited legal and political status for women. However, it remains true that in many of the
states where consumers would be most interested by Islamic microfinance, women have so little independence that its efficiency might be called into question.
What is the solution to such a fundamental issue? On the face of it, this appears to be a choice between microfinance as a tool for social improvement and as a
tool for improved economic performance. Should MFIs insist on only working in an environment where women are able to sign contracts, own property and run
their own businesses, or should they simply aim to improve the economy of the region in which they are operating?

In fact, the choice of women as microfinance customers is critical to both aspects. As we have seen previously, women are simply the most efficient consumers
of microcredit and microfinance. In the early days of microfinance in Bangladesh, Grameen faced a similar issue in terms of overcoming the reluctance of
communities to allow women greater independence, as well as the freedom to meet with loan officers unsupervised. However, as the benefits of microcredit
became clear, this hurdle was lifted, and the proportion of female borrowers went from fifty percent to today’s ninety-seven percent. Ultimately, it will be in the
interest of both MFIs and the community to improve access to financial tools for women, even if they are less willing to consider equivalent political rights.
Elsewhere, there are still significant issues relating to Islamic Finance, which, like microfinance, is still very much in its infancy. Most of all, despite the
international organizations put in place, there is still very much the need for a coherent set of rules, with one governing body in place to set them. The variation
in opinions between different scholars, as well as the more relaxed approach to Sharia’a laws in Malaysia compared to the Middle East, mean that there is still a
degree of uncertainty with regard to the standardization of regulations. As one practitioner puts it,

“there is no one basic regulatory environment across geographies that manages Islamic banking today... | think that is one of the fundamental pieces that needs
to be addressed in order for the true potential of Islamic banking to be realized”.
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CONCLUSION

When first looking at microfinance and Islamic Finance, it seems as if they are two models that are mutually incompatible. But by combining the techniques laid
out above, we should be able to arrive at a model that is able to both accommodate the demands of Sharia’a law and serve the needs of those at the BOP.
Furthermore, the emphasis placed on community is one which both models share, and which can provide a solution which will only aid one another during a
time when disillusionment with conventional banking has never been more pronounced.
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