
Chapter 1 

INTRODUCTION 

 
 Poverty alleviation remains the most important challenge before policy 
makers in the Islamic world that is characterized by high and rising poverty levels. 
The poverty levels are also associated with high inequality alongside low 
productivity. In Indonesia alone with world’s largest Muslim population, over half 
of the population - about 129 million are poor or vulnerable to poverty with 
incomes less that US$2 a day. Bangladesh and Pakistan account for 122 million 
each. A recent IRTI study1 reveals that only five of the member countries - 
Indonesia, Bangladesh, Pakistan, Nigeria and Egypt - account for over half a 
billion (528 million) of the world’s poor with incomes below $2 a day or national 
poverty line. With another five countries - Afghanistan, Sudan, Mozambique, 
Turkey and Niger, they account for over 600 million of the world’s poor. 
 
1.1. Poverty Alleviation: A Composite Approach 

 
This study proposes a multi-pronged strategy to poverty alleviation 

through microenterprise development in IDB member countries given their 
heterogeneity. It uses the livelihood-growth enterprise dichotomy (ADB, 1997, 
p26) and a financial services approach to review thematic issues in the light of case 
studies from three IDB member countries – Bangladesh, Indonesia, and Turkey. It 
draws valuable lessons from the case studies in terms of the complimentary 
approaches to microenterprise development contributing to poverty alleviation.  
 

A livelihood (survival) enterprise is said to be one into which the 
entrepreneur is often pushed for want of more profitable alternatives, whereas one 
is attracted, or pulled into a growth (viable) enterprise by considerations of 
profitability, and is an entrepreneur by choice. (ADB, 1997, p27) Microenterprise 
development programs often involve a trade-off between making a short-term 
impact on poverty through livelihood enterprises and self-employment on the one 
hand, and longer-term growth oriented enterprise development and expanded 
employment for a much smaller number of direct beneficiaries on the other. (ADB, 
1997, p36 and Harvie, 2003, p04) Programs aimed at livelihood activities have 
poverty reduction as their main objective, and the vast majority of microenterprises 
are livelihood enterprises. They entail bringing about small improvements for 
many enterprises, often providing only credit, which is why they are sometimes 
characterized as “minimalist.”  
 

                                                      
1 Islamic Microfinance Development: Challenges and Initiatives, 2008, IRTI, IDB 
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Credit is very often neither the only nor the most important requirement for 
the success of an activity. Noncredit inputs such as design, product development, 
market information, marketing assistance in both domestic and export markets, 
appropriate technology development and the provision of common facility centers 
usually are much more important for a large number of manufacturing activities. 
Generally speaking, noncredit inputs and business development service are 
particularly important for growth-oriented microenterprises (ADB, 1997, p36).  
 

A number of studies on poverty indicate that the reason poor households 
are unable to participate in the development process is their exclusion from the 
financial system. This is the fundamental flaw of conventional formal financial 
systems. Among the various factors contributing to financial exclusion, one that is 
particularly relevant in Muslim societies is the presence of riba in conventional 
financial contracts. Islamic riba-free finance is seen by many as a panacea for 
enhanced financial inclusion. The special characteristics of Islamic finance can 
provide alternative means to reach underserved groups in small rural areas and 
agricultural producers. (ADB, 2006, p03) Indeed, microfinance facilities can 
expand their reach by offering Islamic financial services in communities reluctant 
to deal with conventional financial instruments (Hawari and Grais, 2005, p02).  
 

Microfinance – provision of formal financial services for the poor - helps 
people fight poverty on their own terms, in a sustainable way. Poor people use 
loans, deposits, and other financial services to reduce their vulnerability, seize 
opportunities, and increase their earnings. Indirectly, microfinance improves 
schooling, health, and women’s empowerment. In most settings, however, 
microfinance does not reach the people at the very bottom of the socioeconomic 
scale—the “poorest” (Hashemi, 2006, p01). Arguably, there is a need for “social 
safety nets” to take care of the consumption needs of the poorest and the destitute 
before they could be provided microfinance. Hashemi (2006) provides a few good 
case studies that suggest ways in which links can be established between safety net 
programs and microfinance programs and show how appropriate sequencing of 
support can produce good results for the poorest. Starting with grants to meet 
immediate consumption needs and build “micro-assets,” these programs then 
provide skills training, business management training, savings services, and 
sometimes small credit to prepare clients for running microenterprises. Those who 
successfully move forward in this sequencing are likely to be ready to graduate to 
become microfinance clients. In the context of Islamic societies, a similar 
framework integrating zakah and awqaf with “for-profit” Shariah-compliant 
microfinance needs to be developed. Though traditionally these two institutions 
have been used as instruments of poverty alleviation and economic empowerment, 
their potential is vastly untapped (Kahf, 1999, p26). 
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1.2. Objectives of the Study 

 
Recently two major initiatives by the Islamic Research and Training 

Institute (IRTI) of the Islamic Development Bank Group have provided valuable 
insight and guidelines on how microfinance may be provided in a Shariah-

compliant framework. The first initiative involved “stock-taking" of knowledge in 
the field of Islamic microfinance by organizing an international conference on 
Islamic microfinance resulting in a publication titled "Islamic Finance for Micro 

and Medium Enterprises" (See Box 1.1). The second initiative involved intensive 
dialogue among various stakeholders in the global microfinance industry that 
resulted in a policy paper on Islamic Microfinance Development: Challenges and 

Initiatives. The present study is the third initiative by IRTI in this direction. 
Needless to say, all the three should be viewed as companion texts supplementing 
each other. 
 

Box 1.1. Stock-Taking of Knowledge in Islamic Microfinance 

"Islamic Finance for Micro and Medium Enterprises" is a publication of IRTI that 
provides a collection of research studies seeking to examine the principles and 
practices of microfinance across several Muslim societies. The studies highlight key 
issues relating to development of Islamic microfinance. The issues addressed in the 
volume fall into five broad areas: (i) Islamic contracts and products for microfinance; 
(ii) models of microfinance; (iii) integrating zakah and awqaf with microfinance; (iv) 
education and training for microfinance; and (v) role of government in enhancing 
financial inclusion through microfinance. These are captured in seventeen papers that 
have been short-listed from thirty-six papers presented at an international conference 
focusing on this theme held at Brunei Darussalam in April 2007. Together, the papers 
provide a glimpse of state-of-the-art research being undertaken in various universities 
and research centers across the globe in this exciting field.  

 
The present study advocates a financial services approach to developing 

microenterprises as distinct from a trade-oriented approach. The financial services 
approach looks upon the improvement of financial services for the poor as a 
worthwhile objective in its own right. As such, it extends far beyond the provision 
of credit for the development of livelihood as well as growth enterprises - in 
contrast to a trade-oriented approach that focuses solely on developing growth 
enterprises.  
 

The financial services approach has earlier been highlighted in the policy 
paper on Islamic Microfinance Development: Challenges and Initiatives, prepared 
by IRTI. The paper argues that while poverty is widespread in the Islamic world, 
access to financial services is either inadequate or exclusive. It asserts that the 
needs of the poor in Islamic countries are no different from the poor in other 
societies except that these are conditioned and influenced by their faith and culture 
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in a significant way. The poor need a range of products, from credit (beyond 
enterprise finance), to savings, to money transfer facilities, and insurance in many 
forms. Beyond financing microenterprises, microcredit now encompasses financing 
of consumption (this will be highlighted further in the present study). Poor people 
want secure, convenient deposit services that allow for small balances and 
transactions and offer easy access to their funds. The poor also want remittance 
services for transferring cash to their family members, since many are forced to 
leave in far-off places to earn a livelihood. Few poor households have access to 
formal insurance against such risks as the death of a family breadwinner, severe 
illness, or loss of an asset including livestock and housing. These shocks are 
particularly damaging for poor households, because they are more vulnerable to 
begin with. Provision of the above financial services – microcredit, microsavings, 
microtransfers and microinsurance - to the poor is expected to lead to poverty 
alleviation. In the Islamic world provision of these services must also comply with 
Shariah so as to enhance financial inclusion. The paper identifies major challenges 
to developing Shariah-compliant microfinance at three levels: micro, meso and 
macro and suggests strategies to tackle them (Box 1.2). A similar holistic approach 
is examined in the present study that considers the issue of establishing linkages 
among various components of the financial system at the three levels in the context 
of the Indonesian microfinance system.  
 

The present study is undertaken with the following specific objectives and 
sub-objectives: 
 

� To examine the relative significance of the financial services approach as 
distinct from a trade-oriented approach to poverty alleviation through 
microenterprise development and income generation; 

� To examine alternative models of microenterprise development in view of 
their heterogeneity in the context of different Muslim societies 
characterized by varying levels of poverty and diverse cultures; 

� To assess and develop models of inclusive microfinance for Muslim 
societies based on real-life case studies and experiments; identify problem 
areas and suggest appropriate measures to address them; 

� To develop a model for linking social safety nets to microfinance in view 
of the limitation of the latter to reach out to the poorest of the poor and the 
destitute through the Islamic institutions of zakah and awqaf;  

� To identify problem areas and growth constraints in programs of 
microenterprise development – with respect to livelihood and growth 
enterprises and suggest policy interventions to tackle them; 

� To understand the need for managerial, technical and spiritual assistance 
and business development services as a means to promote livelihood and 
growth enterprises; and 
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� To develop a model for linking managerial-technical-spiritual assistance 
and business development services with microfinance based on insights 
from real-life case studies; 

 
 

Box 1.2. Strategies for Developing Islamic Microfinance Services 

 
 An effective strategy for development of microfinance would require 
concerted efforts by all stakeholders. 
  
 At a micro level, self-help groups, cooperatives and non-profit organizations 
(NPO) should act as catalysts of change involving community assets; combine social 
and economic agenda with synergized effect; recognize sustainability as the core 
factor in development; and develop linkages with banks and capital markets. The 
Islamic financial institutions should develop linkages with NPOs for reaching out to 
poor, engage in direct and indirect microfinance. The awqaf and zakah funds should 
institutionalize voluntary giving in order to guarantee sustainability of assets and their 
income generating abilities, preserve and develop assets under waqf to add to 
productive capacity and create capabilities for wealth creation and distribute zakah 
funds to the destitute and the poorest of poor who are not bankable.  
 
 At a meso level, the multilateral development agencies, apex bodies, 
networks and associations should enhance mutual cooperation and coordination in 
matters of common interest and initiate and participate in dialogue with policy makers 
and regulators.  
 
 At a macro level, the government should formulate supportive policy and 
regulatory environment and create supportive infrastructure through its agencies. 
 

Source: Islamic Microfinance Development: Challenges and Initiatives, 2008, IRTI, IDB 

 

1.3. Method of Study 

 
The study uses a case-study method to find answers to the above research 

questions. The case studies involve microenterprise development projects from 
three countries across the Islamic world - Bangladesh, Indonesia, and Turkey. 
Some relevant facts about the countries under study are presented in Table 1.1. 

 
Bangladesh with as high as eighty-two percent of population earning less 

than US$2 a day and thirty-six percent of population in abject poverty earning less 
than US$1 a day is suffering from acute rural-urban economic disparity coupled 
with illiteracy, lack of proper health and sanitation facilities. With a rank of eighty-
two in terms of the Human Development Index compiled by UNDP it figures in the 
bottom one-third of the one hundred and twenty developing countries for which the 
Report compiles the Index. 


