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of the bank is earmarked to be employed in the proposed
window. The issue of the separation of the original source
of the funds generated through a conventional bank’s
interest-based business and the conventional capital from
the pure interest-free windows is one major challenge of
this option.

3.3. Contracting Specialized Interest-Free Institutions/
investors (Wholesale Finance).

The microfinance wholesaling is everywhere in the world,
but with different degree of practices. The wholesale
lending market worldwide include a wide and diverse
bodies, private and public, profit and non-profit, local
and international. Moreover, it also includes concessional
In addition, the wholesale
lenders include governmental agencies, an umbrella/
apex institution, NGOs, foundations, commercial banks,
specialized funds/ donors and portfolios of different banks
and stakeholders. MFIs that are funded through this
market are different in accordance with their legal status
(cooperatives, private companies, government-owned
MEFIs etc.), or whether they accept deposits or not.

There are numerous models in the international experience
in wholesale lending markets. The lending government
institutions constitute lower percentage and local banks
are dominant in India, while international institutions are
dominant in Peru and Tanzania, for example®.

Here, according to our knowledge, it is for the first time to
recommend a wholesaling from MFI or banks or investors

and commercial forms.

and new players to interest-free MFI. The objective here
is not a wholesaling as such, but searching for an interest-
free MFI/bank to provide lending funds on a retail-basis
on behalf of the conventional MFI to specific target group.
This wholesaling option is an appropriate one in the case
of foreign donor as it is known that in countries of Sub-
Saharan Africa microfinance debt and grants through
wholesale/apex (equity participation) from international
sources tends to increase (diminish) as GDP per-capita
decreases, and grants are more appropriate in the countries
where the financial system is less developed. This option
needs an encouragement of commercial bank lending to
MFIs in the short run.

3.4. Partnership between the Conventional MFI & the
Interest-Free MFI.

The financial goal of any bank or company is profit
maximization, while the financial goal of an MFI is surplus
to sustain, as an MFI is mainly service institution while
banks are financial institution. This difference in role and

23) Ana Marr and Paola Tubaro, 2011, «Wholesale funding to microfinance and
social development goals in Peru, Tamil Nadu, and Tanzania», Enterprise as
Development and Microfinance, - An International Journal, Practical
Action Publishing, Vol. 22, No. 4, Dec. pp. 304-321.

goal pave the way for cooperation between the two types of
institutions. Furthermore, banks ought to have an interest
in MFIs because these MFIs credit lines enable banks to
reach their priority sector obligations. Banks can have
commercial relationships with many MFIs, microfinance
networks and investors to develop products and services
that promote greater financial inclusion. Recently, several
MFIs have tapped new income streams by moving beyond
financial activities and forming revenue generating
partnerships with other organizations. In particular,
micro- franchise partnerships have sprouted in several
developing markets. These alliances have the unique trait
of generating attractive returns for MFIs, their clients, and
private companies.

Here we argue that activities of some larger and more
established MFIs to support smaller and less developed
organisations, especially in countries where microfinance
is not so advanced. This option is an open one. It goes
further than the wholesaling relationship to include any
other partnership by which the conventional MFI will
be able to use part of its funds in interest-free finance by
another MFL

3.5. A Separate Company Owned by the Conventional MFI.
This option requires the MFI to establish another affiliate
company to run the interest-free finance. Alternatively,
another specialized microfinance company/initiative to be
established as shareholder between the MFI and another
bank or another MFI. Whatever type of new institution
it must comply with the same rules and Shariah
regulations. The idea of a new institution is not new.
In Sudan the regulatory framework to establish MFIs
allows banks to establish their own MFI Company as one
vehicle to use part of the mandatory 12% allocated for
microfinance out of the total portfolio of each bank®”.

4. Conclusion

Interest free finance is receiving attention in all over the
world, encouraged by the 2008-09 financial crisis. Interest-
free microfinance also emphasizes poverty alleviation and
reducing income inequalities.

After investigating the status of interest free microfinance,
and given a sizable number of Muslim population, we
concluded that there seems to be a large un-met demand
for interest-free microfinance products in Africa. Hence,
we investigate the prospective of interest free microfinance
in Africa, without the need for a new Islamic microfinance
policies and interest free regulatory framework. We also
suggest suitable mechanisms to extend finance via interest-
free formulae in conventional MFIs in Africa.

24) Badr El Din A. Ibrahim, Forthcoming, a book entitled: Microfinance in Two
African States- Sudan and Ethiopia, IDB/IRTI Jeddah, 2015.
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are now present across most of North Africa and in
many countries of East and West Africa (particularly in
those with sizable Muslim communities). Interest-free
financial institutions are, however, still largely absent from
Central and Southern Africa, with the notable exception
of South Africa and Mauritius which both escalating
Islamic financial segments, while several countries such as
Nigeria, South Africa and Kenya have stated intentions to
develop their markets into Interest-free financial hubs for
the continent.

Finally, one merit of interest-free finance is that the rate
of return from Musharaka (the basic interest-free
formula) is greater than that of interest for both the bank
& the client. In a comparison between interest free finance
and interest finance of US $ 100 we found that the rate of
return on capital per year for Islamic partnership is 57.4%
for the client and 42.4% for the bank compared with only
14% and 36% for conventional lending for the client and
the bank respectively"”.

2. Significance of Interest Free Microfinance in Africa
Overall, interest-free microfinance finance can expand its
services in Africa side-by-side with conventional banking.
There are many un-tapped MF opportunities that can be
exploited by conventional and interest-free microfinance
providers in Africa. Interest-free microfinance, we argued,
need to be considered as an unconventional solutions
to specific financial needs that are unmet by today’s
conventional microfinance services industry. In Africa it is
possible for interest-free microfinance to open a new micro
financing sub-division, at a time that Islamic formulae are
appealing to conventional microfinance banks®’.
Interest-free finance can capture un-tapped MF
opportunities arising in the continent that conventional
approach cannot. This conviction is not unfamiliar as
interest-free microfinance is a new concept in African
countries such as Ghana, Tanzania and Kenya, to name a
few. According to Enrique Gelbard, et al, the Sub-Saharan
Africa subcontinent’s growing middle class, combined
with its young population is an opportunity for interest-
free finance to expand its services in Africa side-by-side

19) See, Ibrahim, Badr El Din, A. & Malcolm Harper, 2011, “Crossfire Debate:
Islamic banking avoids interest payments and thus prevents rich investors profiting
from the poor’, Small Enterprise Development & Microfinance,
Volume 22 Number 4 December 2011, Practical Action Publishing (formerly
ITDG Publishing).

20) In a visit to Kenya Women Microfinance Bank in Kenya, the General Manager
informed me that the bank decided to buy the cows and provide it to the client
instead of money, while payment is made instalments with interest rate added to
the total cost. This arrangement is made due to that women whom they asked to be
financed to buy cows tend to use the fund in other purposes This action resembles
Islamic Murabaha which provides the assets on a sale-base arrangements, but
the microfinance provider must first own the assets and then sell it to the client. In
sum some funding practices in Africa are Islamic therefore extension is possible.
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with conventional banking®".

3. Some Options to Introduce Interest-Free Microfinance
There are some options to introduce interest-free
microfinance in the existing conventional MFIs. These
options can be summarized as follows:

3.1. Separate Branch/s.

Separate interest-free branches are one vital means to
promote the interest-free finance and microfinance
industry worldwide. This mechanism requires assigning
certain branch/s to extend interest-free microfinance to
targeted clients, based on certain selection criteria. The
merit of this option is that Shariah-compliant financing
can easily and fully be adopted via separate branch, as this
allows separation of funds and responsibilities.

3.2. Separate Windows within the Existing Branches
Interest-free windows are playing an imperative role
to promote the interest-free banking parallel with full-
fledged Interest-free banks in most part of the world.
Islamic windows in non-Muslims countries are aiming
at capturing the Islamic market. The establishment of
Islamic windows means that the main business of these
conventional banks is still based on interest but only a small
part of their activities are run on interest-free principles.
Some countries do not allow Islamic windows while some
like Malaysia, South Africa, Oman, Pakistan and the UK
have permitted Islamic banks to operate their windows
and subsidiaries. Here we are recommending separate
windows for conventional MFIs not banks to extend
interest-free finance. Challenges for the Islamic windows-
based business model are Shar iah—compliance, and the
need for changing regulatory requirements to allow for
this model.

In support of Islamic windows Sheikh Usmani argued that
if a conventional bank opens an Islamic window, this step
cannot be criticized merely on the ground that the whole
bank is not converted into Islamic bank. More specifically
he argued that: “In non-Muslim countries, in particular we
find numerous commercial institutions that offer Islamic
and non-Islamic products simultaneously. For example, all
the hotels and restaurants in non-Muslim countries sell
liquor and soft drinks. Nobody can reasonably argue that
so long as they deal in liquor, they should not sell soft
drinks. On the same analogy, if a conventional bank offers
real Islamic products through a separate window, it will
not be justified to raise objection against it*>?”

The choice of interest free window requires raising new
capital exclusively for the interest free window. If this is

not possible for any reason, a portion of the initial capital
21) Enrique Gelbard, et al, 2014, op. cit. p.1.

22) Quoted in “What should Qatar do with Islamic windows, http://investhalal.
blogspot.com/2011/02/what-should-qatar-do-with-islamic.html




side-by-side with conventional banking. A study by the
African Development Bank revealed that, the number of
middle-class Africans has tripled over the past 30 years
and amounts to about 34 percent of total population”.
Moreover, some formulas (such as Islamic partnership
- Musharaka) can be of use to the conventional
microfinance with some modifications. Badr El Din
Ibrahim after analysing the characteristics of conventional
partnership and M usharaka (slamic partnership) once
argued that: ‘The unfamiliar Islamic partnership
mode of finance is just a simplified, fixed
duration limited contribution conventional
partnership. If the Islamic system, guided by
the principle of profit-and -loss sharing as
opposed to fixed interest, managed to modify
the conventional partnership for financing
small enterprises, why cannot the interest-
based banking system apply whatever sort of
partnership, based on conventional modes,
to extend finance for small enterprise? .
Furthermore, Smolo Edib and Hassan Kabir, after
extensive review of Musharaka techniques concluded
that this formula is not only accepted internationally, but
also has a comparative advantage for both financier and
the customer when compared with conventional loans and
Islamic sales-based loans"?.

Moreover, the Islamic sharing formula can be considered
one form of western-venture capital, where the Islamic
venture firm accrues its return from profit sharing not
from ownership share, as the Islamic sharing formulae are
short term in nature. Badr El Din Ibrahim argued that
Islamic type venture capital avoids the double burden
of loan repayment and loss of livelihood in the case of
total failure of the project. In another article Badr El Din
Ibrahim argued that Musharaka resembles venture
capital and conventional banks can use it as a modified
venture capital formula, He called for harmonization
of venture capital and Islamic venture capital financing

13) African Development Bank, 2012, “Islamic Finance: An Alternative
Funding Source for the African Development Bankz Africa
Capacity Development Brief, Volume 3 (3):

14) Ibrahim, Badr El Din 1999, ‘Can  Musharaka Financing of
SMEs be applied to the Interest-Based Banking System?
Small Enterprise Development Journal, an International Journal, IT
Publication, United Kingdom, Vol. 10, No. 3, September, p. 42.

15) For more details Edib Smolo and Kabir Hassan, 2011, “The Potential Of
Musharaka Mutanaaqisah for Islamic Housing Finance®,
International Journal of Islamic and Middle Eastern Finance and Management,
Vol. 4. No. 3, pp. 237-257. The same conclusion was reached by Ibrahim, Badr
El Din, 1997, “Financing Challenges of Small Enterprises: The
Experience of the Sudanese Islamic Banks” Published in Harper,
Malcolm (ed) Partnership Financing for Small Enterprises:
Lessons fTOWl Islamic Credit System, Intermediate Technology (IT)
Publication, London, UK.

by extending Islamic venture capital modes in some
conventional banks for SMEs promotion. More specifically
Ibrahim argued that: “Because of the congruence
between the Islamic sharing formula and
conventional venture capital, it would be
logical to argue that, if the Islamic profit and
loss sharing formula is taken as one form of
venture capital, rather than an ideological
concept, it will possibly have a great deal
of universal application, especially as a
supplement to interest credit financing for
small and medium enterprises .

This is exactly what Malcolm Harper had in mind when
he reviewed partnership financing for small enterprises
and concluded that: the Islamic prohibition of
fixed interest lending, which is also rzﬂected
in Jewish and Christian traditions, has led
to the evolution of a number of financial
innovations from which everyone can
learn»"™.

Moreover, Asli Demirguc-Kunt et al, also re-iterate
the same facts when they explained that: “While
prohibitions on the receipt and payment of
interest have historically been centrally held
tenets of several major religions (Judaism
and Christianity, chief among them), Islam
is unique in the relative dpersistence of its
adherents’ attitude towards interest-bearing
credit™”.

In principle venture capital and any means of partnership
finance/credit can work for microenterprises but in
practice the western venture capital companies which
invest in equity failed to make their services available
to smallest scale of enterprises. The re-visit of this issue
seems necessary.

Home to just over a quarter of the global Muslim
population, Africa features a potentially strong demand
for Islamic financial services and products, presenting
significant opportunities to deepen and broaden financial
intermediation. While still comparatively underdeveloped,
interest-free finance is expanding in many parts of the
continent. Interest-free finance financial service providers

16) See Ibrahim, Badr El Din 2008, “Nothing Ventured, Nothing
Gained” Islamic Banking & Finance London, UK, Vol. 5, Issue No. 4.
17) See Harper, Malcolm (ed.), 1997, Partnership Financing for Small
Enterprises: Lessons from Islamic Credit System, Intermediate
Technology (IT) Publication, London, p. 64.

18) Asli Demirguc-Kunt, Leora Klapper, Douglas Randall, 2013, «Islamic Finance
and Financial Inclusion: Measuring Use of and Demand for Formal Financial
Services among Muslim Adults», the World Bank Development Research Group
Finance and Private Sector Development Team, Policy Research Working, Paper
No. 6642, October.
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according to our calculation from figures cited in the
reference in the preceding footnote in Sub-Saharan Africa,
16 states (out of 47 states) have 50% and more Muslim
ratio, including Ethiopia of total population of 89.2 million
of which 50% are Muslims. Moreover, according to CGAP
estimates nearly 70% of population in Sub-Saharan Africa
falls below US$ 2 a day poverty line, and only 24% (half
of the global average) of the adult population having
bank accounts at a formal financial institution. All of
these indicators show that Muslim population in Africa
cannot be underestimated, and most of them fall within
the estimated poverty line.

The interest-free microfinance market penetration
in sub-Saharan Africa has been slow. According to
Allison Ehrich Bernstein currently, “just four of the 255
financial service providers offering Sharia-compliant
microfinance products are in that region””. In another
estimate as of end-2012, out of 38 interest-free finance
institutions operating in Africa - comprising commercial
banks, investment banks, and takaful operators - only
17 interest-free finance institutions are operating in
Sub-Saharan Africa®. This number of institutions can
be compared with more than 300 Islamic microfinance
institutions, mainly NGOs-based and charity models,
working in 32 countries of the world. Islamic microfinance
institutions sharing only US$ 1 billion (i.e. less than 1% of
the world Islamic finance industry estimated to be around
US$ 2 trillions)”.

In fact, despite the relatively huge Muslim population, and
the lower financial inclusion, however, interest-free finance
in Sub-Saharan Africa is still at a nascent stage, although it
has potential given the region’s demographic structure and
potential for financial deepening, argued Enrique Gelbard,
et al.®, According to Enrique Gelbard et al Botswana,
Kenya, Gambia, Guinea, Liberia, Niger, Nigeria, South
Africa, Mauritius, Senegal and Tanzania have Islamic
banking activities. There is also scope for development
of Islamic banking activities in Zambia, Uganda, Malawi,
Ghana and Ethiopia, as all but Zambia have relatively large

Muslim populations®.

4) CGAP, Microfinance Gateway: http://www.microfinancegateway.org/region/
sub-saharan-africa

s)Allison Ehrich Bernstein, “ShariaandSavings:Islamic Microfinance,
http://cfi-blog.org/2013/04/26/sharia-and-savings-islamic-microfinance/

6) Given this small number of Islamic institutions in Sub-Saharan Africa, it is
more plausible that the uses of conventional microfinance products by Muslims
minorities are derived by the lack of supply of Islamic microfinance institutions.
7) Zuhair Mugal, 2015, “Funding Sources for Islamic microfinance institutions”,
True Banking, bi-annual Magazine on Islamic Banking and Finance, Issue
No. 30:2015. Publication of Al-Huda Center of Islamic Banking and Economics.
Pakistan, p. 24 and p. 27.

8) Enrique Gelbard, et al, 2014, op cit.

9) See Enrique Gelbard, et al, p. 9-10; op. cit.

‘—ﬂﬁﬂ. 52015 959 (76) susl]

For example, among African countries Kenya and Tanzania
have already incorporated interest-free banking via Islamic
windows by banks such as Standard Chartered. Kenya’s
central bank introduced Sharia—compliant bonds and
interest-free finance currently accounts for about 2 per
cent of the total banking business. In Tanzania, Islamic
banking demand eventually far exceeded supply. This was
due to both the large number of Muslims, and the lucrative
services that Islamic banks have offered. Moreover, the
proposed Islamic Banking Bill of 2014 in Uganda, would
provide a much needed regulatory framework to realise
the benefits of this alternative banking model"”.

Overall, interest-free finance can expand its services in
Africa side-by-side with conventional banking. There are
many un-tapped MF opportunities that can be exploited
by conventional and interest-free microfinance providers
in Africa. Interest-free microfinance, we argued, need to
be considered as an unconventional solutions to specific
financial needs that are unmet by today’s conventional
microfinance services industry. Moreover, According to
Enrique Gelbard, et al: “While not yet significant
in most Sub-Saharan countries, several

features make Islamic finance instruments

relevant to the region, in particular the
ability to foster SMEs (small and medium
enterprises) and micro-credit activities™".
(Emphasis added)

In Africa it is possible for interest-free microfinance
to open a new micro financing sub-division, at a time
that Islamic formulae are appealing to conventional
! Interest-free finance can capture
un-tapped MF opportunities arising in the continent that
conventional approach cannot. This conviction is not
unfamiliar as interest-free microfinance is a new concept
in African countries such as Ghana, Tanzania and Kenya,

microfinance banks

to name a few. According to Enrique Gelbard, et al, the
Sub-Saharan Africa subcontinent’s growing middle class,
combined with its young population is an opportunity
for interest-free finance to expand its services in Africa

10) Source: http://www.independent.co.ug/column/comment/9392-interest-free-
banking-a-reality-
http://alhudacibe.blogspot.com/2014/10/interest-free-banking-reality.html
Interest Free Banking a Reality?

11) Enrique Gelbard, et al, 2014, op. cit. p.1.

12) In a visit to Kenya Women Microfinance Bank in Kenya, the General Manager
informed me that the bank decided to buy the cows and provide it to the client
instead of money, while payment is made installments with interest rate added
to the total cost. This arrangement is made due to that women (whom they
asked to be financed to buy cows) tend to use the fund in other purposes This
action resembles Islamic Murabaha which provides the assets on a sale-base
arrangements, but the microfinance provider must first own the assets and then
sell it to the client. In sum some funding practices in Africa are Islamic therefore
extension is possible.



Proposed Interest-Free Microfinance

Business Models
S To be tapped by Conventional Microfinance
Rescarches Institutions in Muslim Minority African States

Abstract:

Interest free finance is receiving attention worldwide for its stability, reducing

fragility and volatility. While interest-free finance has been documented in many

regions of the world, little is written about its development in Africa. Muslim

population in Africa cannot be underestimated, and most of them fall within

the estimated poverty line.

After investigating the status of interest free microfinance, we concluded

that there seems to be a large un-met demand for interest-free microfinance

products in Africa. Interest-free microfinance need to be considered as an

unconventional solutions to specific financial needs that are unmet by today’s

conventional microfinance services industry.

The prospective of interest free microfinance in Africa is huge even without

the need for a new Islamic microfinance policies and interest-free regulatory

framework. We also suggest suitable mechanisms to extend finance via interest-

free formula in conventional MFIs in Africa.

1. The Status of Interest-Free Microfinance in Africa.

Islamic (interest free) banking is a form of financial intermediation that prohibits

giving and receiving pre-determined interest (or rate of return), as money has no

President, Microfinance Unit intrinsic value, Instead financial providers have to share the risk and benefits on
Central Bank of Sudan profit and loss sharing arrangements; nonetheless the system does not exclude

I sales-based and lease formulae. Interest free finance is receiving attention

in Europe, Singapore, Hong Kong and many other non-Muslim countries.

Prof. Badr El Din A. Ibrahim

Moreover, the UK government has committed itself to making London the global
hub of Islamic. Moreover, the 2008-09 financial crisis set Islamic finance as an
option to the global financial system because of its stability, reducing fragility
and volatility. Moreover, Islamic finance also emphasizes poverty alleviation and
reducing income inequalities".

While interest-free finance has been documented in many regions of the
world, little is written about its development in Africa. Therefore, assessing
the state of interest-free microfinance in Africa is difficult, because of data
limitation. Nevertheless, there seems to be a large un-met demand for Interest-
free microfinance products in Africa given the large number of Muslims®,
weak financial inclusion, and the limited Islamic microfinance providers. The
proportion of Muslim population in Africa is estimated to be 53% out of total
population (582 million, out of total population of 1097 million)®. Moreover,
1) Ishrat Hussain, 2014, “Promoting Islamic Finance”, Journal of Islamic Banking and
Finance’, Volume 31 No.1, July - September, pp. 10-13.

2) In Sub-Saharan Africa the Muslim population, was estimated to be nearly 250 million people today, and
projected to reach 386 million in 2030 (see Enrique Gelbard, Mumtaz Hussain, Rodolfo Maino, Yibin Mu, and
Etienne B. Yehoue, 2014, “Islamic Finance in Sub-Saharan Africa: Status and Prospects,
IMF Working Paper, WP/14/149, p. 12).

3) http://www.islamicpopulation.com/africa/africa_general html
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