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ABSTRACT

The performance of Islamic microfinance institutions involves examining its
development towards accomplishing its goals. Therefore, it is essential for Islamic
microfinance institutions to determine the key challenges to maintain their operations
and remaining sustainable. Islamic microfinance institutions need to focus on its
intellectual capital and further prioritize their relations with government bodies and
perform well so as to remain sustainable in the future. The aims of this research are to
investigate the influence of intellectual capital dimensions (namely human capital,
structural capital, customer capital and social capital) and the government support on
the performance of Islamic microfinance institutions. This study has included
knowledge as a new variable which affect the human capital (mediator) and lead to
better performance of Islamic microfinance institutions. In addition, this research also
focused on the impact of geographical location (moderator) of Islamic microfinance
institutions towards the relationship between intellectual capital dimensions and
government support on the Islamic microfinance institutions performance. A cross-
sectional survey design was used to gather data from 145 managers (48% response
rate) from Islamic microfinance institutions in Malaysia. To determine the sample size
of the study, a judgmental sampling method was employed. Partial least square-
structural equation (PLS-SEM) was used to analyse the research model. Subsequently,
the research model was validated using Smart PLS 3.2.6 and proposed the study
hypothesis. The findings confirmed that structural capital, customer capital, and
government support positively influenced the performance of Islamic microfinance
institutions, except for social capital and human capital. The result also showed that
the relationship between knowledge and the performance of Islamic microfinance
institutions was mediated by human capital. Further, moderation analysis showed that
the geographical location of Islamic microfinance institutions moderates the
relationship between intellectual capital dimensions (customer capital and structural
capital), and the performance of Islamic microfinance institutions. The research model
explained 72.4% of the substantial amount of variance in the performance of Islamic
microfinance institutions. This research theoretically contributed to the extension of
knowledge-based theory and resource-based view (RBV) in predicting the Islamic
microfinance institutions performance (sustainability theory). This study is a self-
reported study and is limited to selected respondents, specifically IMFI managers, and
this might lead to biased perceptions towards the institutions. Therefore, future
research need to focus on the different set of data collection for exogenous variables
(collected from primary data) and endogenous variable (collected from secondary
data) to avoid the common method bias. Overall, it can be concluded that, all
dimensions of intellectual capital and government support improve the performance of
Islamic microfinance institutions. Lastly, mediator and moderator do contribute to the
performance of IMFIs.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Islamic Microfinance Institutions (IMFIs) performance is crucial to ensure that the
funds deposited by donors into the microfinance program is utilized efficiently and to
assist regulators in monitoring the institutions (Kheder, Mustafa, & Saat, 2013). In
this regard, ineffective IMFIs will restrict the development of the microfinance
industry. Assessing the performance of IMFIs involves examining their development
toward accomplishing the institution’s goals and consequently, performance
measurements are used to manage and sustain IMFIs.

Microfinance was first proposed as a way to eradicate poverty by providing
low-income earners with a credit facility to fund small businesses to allow the
borrowers to work toward becoming economically self-sufficient (Tuyon & Alfonso,
2012). As the low-income group or also known as the unbanked, essentially have no
access to formal financial services (Qayyum & Ahmad, 2006), the advent of
microfinance provides the opportunity for them to borrow funds without the need of
collateral, proof of a stable income, or a guarantor and at time, the proof of income is
not even necessary. Borrowers will only gain the returns, which are subjected to the
funds being used to start a business enterprise. The financial support offered by MFIs
will lead to the development of the country’s economy as it will improve the standard
of the living for the poor, ensuring a fair distribution of income, establishing new
firms, and enhancing the well-being of the poor (Al-Shami, Majid, Hamid, & Rashid,

2014).



In Malaysia, the only microfinance offered by financial institution is micro
loans, and so the terms ‘microcredit’ and ‘microfinance’ are used interchangeably.
Here, microfinance is also provided by non-bank institutions which provide micro
loans to private financing and micro enterprises. However, bank-based IMFIs only
lend to selected micro enterprises (Tuyon & Alfonso, 2012). Furthermore, Mokhtar
(2011) noted that the only microfinance services offered in Malaysia is microcredit
loans due to the restriction imposed by the Banking and Financial Institution Act
(BAFIA; 1998) or now known as the Financial Services Act (FSA; 2013) (BNM,
2014). Majlis Amanah Raya (MARA) was the first Malaysian government agency to
offer micro loans in 1966, followed by Amanah lkhtiar Malaysia (AIM) in 1987,
which provided loans solely to the poor which support them in setting up micro
enterprises. This was followed by Yayasan Usaha Maju (YUM) and The Economic
Fund for National Entrepreneurs Group (TEKUN) in 1988 and 1998, respectively.
These institutions are non-banking institutions. Eventually, after collaborating with
Bank Negara Malaysia (BNM), the government of Malaysia realized that micro
enterprises are very important for the growth of the country’s economy. Therefore, in
early 2006, the government urged financial institutions specifically development and
commercial banks to promote microfinance products to the public. To develop the
Islamic Microfinance Institutions (IMFIs) industry in Malaysia, Tuyon et al. (2011)
suggested enhancing two aspects: (1) the framework of the IMFlIs, including their
sustainability, outreach, funding, staff competency, product development and
entrepreneurship development programs; and (2) the regulatory structure and
supervision of the industry, which involves close monitoring by BNM and the

development of a one-stop microfinance center.



In the meantime, the problem of global poverty could not be resolved in one
go. Relying on microfinance alone cannot solve the problem as solely improving
health, education, or economic growth will not solve the problem. In this regard, even
though microfinance can end poverty and reduce the hardship for others, it is not a
miracle cure. Nevertheless, when implemented effectively, combining microfinance
with a broad array of empowering interventions could, create a powerful tool that is
capable of targeting the impoverished, and it could release the potential of poor
people. Microfinance is thus an indispensable tool in our quest for a world free from
poverty (Yunus, 2009).

It is extremely important for IMFIs to determine the key challenges in
maintaining their operations and remaining sustainable (Kahaso, 2012). As the
knowledge-based economy has led to a complete transformation of current businesses,
it is essential to determine the wealth and sustainability of an IMFIs. The growth of
knowledge-based economy is derived from intellectual capital (IC) and will enhance
competitiveness among organizations, regardless of whether they are profit or non-
profit oriented (Adnan et al., 2014). IC covers strategies, models, methodologies and
unique approaches used by organizations to generate, value, compete, solve problems,
and emulate resources (Akpinar & Akdemir, 1999). According to Kamukama et al.
(2010), establishing intangible assets (the IC) against the usage of total assets would
lead to better results. Furthermore, in this modern environment, it is believed that IC is
the driver of firm values instead of physical and financial capital (Kamukama, 2013a).
Thus, ignoring IC would lead IMFIs to experience dilemmas such as employee
ineffectiveness, low service quality, lack of knowledge, and a poor relationship with
customers. Meanwhile, IMFIs nowadays face many challenges including the high

tendency of employees to resign, stand down, and retire or leave the company by



other means. Hence, if IMFIs are unsustainable in the long run, their most valuable
employees will likely leave the company. However, as employees have extensive
knowledge about their jobs and they know what works best for the company, their
knowledge, which might never have been shared or passed down to other employees,
will leave the company with them (Akpinar & Akdemir, 1999). It is therefore
advisable for IMFIs to prioritize IC to ensure they progress and remain sustainable
long term.

The implementation of IC is new not only in Malaysia but also in the global
business environment. According to Ulum (2007), in general, business circles have
yet to find the right answers concerning the enhanced value that is earned by the
companies. It has been conclusively shown that sustainable competitive advantage
depends not only on physical assets and financial capital, but also the unique
intellectual assets (Suebert et al., 2001). Furthermore, compared to tangible resources,
IC resources are expected to encourage competitive advantage, which will lead to
higher performance (Hitt et al., 2001). In addition, in the knowledge era, where IC
represents a large part of the value of a product, the traditional annual financial
statements report only presents a partial value of the intangible assets (concessions,
licenses, patents, trademarks, etc.). Thus, IC, according to previous researches, is a
crucial resource for the improved performance of an organization (Bontis, 1998;
Bontis et al.,, 2000; Stewart, 1997). Intelligence activities are important for
organizations so that they will be efficient in the market and will be able to obtain a
sustainable competitive advantage (Luminita, Maria, Artene, Sarca, & Draghici,
2016).

Kamaluddin and Rahman (2013) posited that the competitive success and

firmness of a firm depends on its IC, where it is proven that IC significantly related to



the performance of a firm. Additionally, the achievement of a company greatly rests
on the contribution of the IC instead of the physical and financial resources. Similarly,
support from the government is considered equally important in determining the
performance of IMFIs (Rahman & Dean, 2013). Furthermore, government’s support
could encourage the effectiveness of microfinance distribution and increased the
number of branch networks.

A study conducted in Egypt found that weak internal procedures towards
performance, protocols, and the number of employees are caused by poor network,
and the lack of a branch network could make operation more costly and time-
consuming (Brandsma & Hart, 2002). The authors added that the development,
enlargement and alliance of the IMFIs are the key challenges for the shortage of
trained employees (Brandsma & Hart, 2002). Furthermore, Rahman and Dean (2013)
showed that limited branch networks, the lack of internal procedures concerning
performance, protocols, and competence of supervisors and employees are some of
the barriers affecting the performance of IMFIs. It is therefore important for the IMFIs
to develop resource centres and training material to enhance their services. Another
important challenge faced by the IMFIs is managing their IC. Consequently, the
higher-level management is doubtful whether the respected resources that are
administered by the firm will eventually lead to the achievement of new strategies.
This is because they neither understand the nature and value of their IC nor know how
to create, extract, and optimize value and wealth through their IC (Kamaluddin &
Rahman, 2013). Consequently, IMFI managers who wish to expand their institutions
should have the capability to enhance the company’s intelligence, support innovation,

and integrity, which are the main skills of IC (Akpinar & Akdemir, 1999).



