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ABSTRACT

This study assesses the impact of Islamic microfinancing on clients’ income and
poverty status with reference to the clients’ spirituality and religiosity. To achieve
these objectives, this study collected information from 400 micro entrepreneurs, in
which 360 of them were clients of Islamic Microfinance Institutions (Islamic MFIs) in
Jakarta, Indonesia. The rests of them were micro entrepreneurs who shared similar
characteristics with the clients who were used as control group for comparison of the
impact. This study used the Multiple and Logistic Regressions to prove the
hypotheses. Overall, this study found that Islamic microfinancing, as reflected by
length of having Islamic microfinancing and size of financing, is able to generate
positive impact on clients’ income and poverty status. However, the impact cannot be
obtained in the short-term, and is only significant if the poverty status is measured by
using local poverty standards; the country’s formal poverty standards issued by
Government Agency. The impact is relatively minimum if poverty status is measured
by using international poverty standards such as extreme and moderate poverty
standards, or earning US$1 and US$2 per capita per day as adopted by the World
Bank and other international organizations. This study also found that the cost of
financing provides no significant impact on clients’ income and poverty status.
Moreover, having a better economic condition is the reason why clients who obtain
Mudharabah and Musharakah financing live a better life compared to those who
receive Murabahah financing. Another significant finding is clients who have higher
spirituality level in general are found to be wealthier than those who have lower
spirituality level. Religiosity level is also found as having a significant influence on
clients’ income and poverty status. These findings indicate that both spirituality and
religiosity should be used by the Islamic MFIs in capacity building that they provide
to their clients. For this purpose, the Islamic MFIs can enhance clients’ knowledge on
Islamic teachings particularly in terms of agidah, ibadah, akhlag and muammalah,
and enlighten them why these matters are not only important for the akhirah, but also
for the dunya purposes, including for the improvement of their business performance.
With strong agidah and proper ibadah, they will have higher spirituality level which
may enhance their passion and patience. Furthermore, with proper ibadah, good
akhlaq and knowledge on muammalah, they will have higher religiosity level which
may improve good characteristics that are important for their business such as
discipline, hard work and human relationship management.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Poverty is an unresolved problem for most developing countries. According to the
World Bank (2007), there were 880 million people living under extreme poverty level
or with less than US$1 a day. Moreover, 2.1 billion people were living under
moderate poverty level or with less than US$2 a day at the same time.

Over the past two decades, policy makers, international development agencies
and non-governmental organizations (NGO) have taken up various efforts aimed at
reducing poverty in developing countries. A prominent effort in this regard is
microfinance (Afrane, 2002). Microfinance refers to the provision of financial services
to poor or low income clients, including consumers and the self-employed
(Ledgerwood, 2001). Basically, microfinance works by providing financial schemes
or financial services in the form of savings and credit opportunities to the working
poor.

The reason for the microfinance approach is that the lack of access to
productive capital has been found to have caused poverty in less industrialized
countries. With limited productive capital, poor people are only able to produce at a
subsistence level. This makes it difficult to accumulate savings or assets, or to invest
in productive resources or gain access to credit in formal capital markets. This
situation apparently leads to low productivity and continued poverty (Coleman, 1999).

Consultative Group to Assist the Poor (CGAP), an international institution

concerned with the development of microfinance institutions in the world, regards



microfinance as a powerful tool in alleviating poverty (CGAP, 2004). Providing
access to financial services such as savings, credit, transfers, payments, and insurance
can help the poor to take control of their financial situation. In addition, microfinance
empowers women specifically to make critical choices about investing in businesses,
sending their children to school, improving the healthcare of their families, covering
the cost of key social obligations such as marriages, and protecting themselves from
crises (CGAP, 2004). Kulik and Molinari (2004) also note that microfinance is unique
in development models. This is because the programme approaches financial
sustainability, which enables them to reach far beyond the limits of scarce donor and
charitable resources. Therefore, microfinance institutions (MFIs) are able to deliver
social benefits to their clients on a regular basis and at a larger scale.

The increasing prominence enjoyed by MFIs as a poverty alleviation tool
necessitates an assessment of its efficacy (Mosley, 2001). Being a relatively new
development tool in poverty alleviation, a critical research is needed to understand
how medium to long-term changes in the well-being of participants in the
microfinance programme exist (Wydick, 2002). Stakeholders therefore, need to verify
that the objective of microfinance - poverty alleviation is pursued vigorously. As a
result, impact assessment studies are also carried out to provide MFIs with
organizational learning and to ensure that their mission and objectives of working with
the poor in their struggle against hunger, disease, exploitation and poverty are being
achieved (Johnson & Rogaly, 1997).

Proving the impact of MFIs should not be restricted to conventional MFIs
only. It should also be extended to the Islamic-version of MFIs (Islamic MFIs). The
success of MFIs in alleviating poverty has supported the development of faith-based

microfinance institutions including Islamic MFIs. This mode of MFIs provides



interest-free financial services that are compliant with the Shariah or Islamic law.
These institutions also integrate Islamic social charitable funds such as zakat, and
wagqf as their sources of fund. This enables the Islamic MFIs to distribute funds to the
poor community (Obaidullah, 2008; Ahmed, 2002).

Based on the distinctive characteristics of the Islamic MFIs, Ahmed (2002)
argues that Islamic MFIs can perform better compared to the conventional ones. He
argues that the Islamic teachings provided to the Islamic microfinance institutions
improve solidarity and social capital among the clients. This allows them to be better
debtors since repayment is considered as a religious obligation. In addition, the social
capital derived from Islamic values and principles positively influences the employees
of Islamic MFIs, as it provides them the additional incentive to strive for the
betterment of the lives of the poor. As a result, the improvement in the profitability
and viability of Islamic MFIs are ensured. That is, Islamic social capital increases the
productivity of employees (thus reducing costs), and at the same time, it reduces the
default rate of the clients (Ahmed, 2002).

To date, there have been only a few impact assessment studies conducted on
Islamic MFIs. Therefore, there is a need to fill this research gap on assessing the
impact of Islamic MFIs on their clients. In addition, there are also inconsistent
findings on impact assessment studies on conventional MFIs. In the case of
conventional MFIs, Hulme (2000) classifies the results of microfinance impact
assessment into three categories. The first category supports the opinion that
microfinance has very beneficial economic and social impacts; while the second
promotes caution against optimism on microfinance. Researchers who support the
opinions related to the second category address the issue on the negative impacts that

microfinance can have. The third category lies between these two arguments. In this



case, researchers recognize microfinance as having beneficial impacts but do not assist
the poorest, as often claimed.

In relation to Islamic MFIs, most of the impact assessment studies claim that
the Islamic microfinance has favourable impact on their clients. However, similar to
early impact assessment studies on conventional MFIs, the impact assessment studies
on Islamic MFIs only provide anecdotal evidences which are collected without proper
impact assessment methods. Only few studies utilize proper methods in assessing the
impact of Islamic microfinance such as Widyanto and Abdul Ghaffar Ismail (2006)
who made a significant study. Nevertheless, their study found more significant
influence of individual and socio-economic characteristics on improvement of clients’
business rather than the impact of having access to Islamic microfinancing. Therefore,
assessing the impact of Islamic microfinance on their clients still remains an important

area on which research should be conducted.

1.2 STATEMENT OF THE PROBLEM

Lack of rigour literatures that assess impact of Islamic MFIs is the main reason why
this study is undertaken. For this purpose, this present study assesses the impact of
Islamic microfinance on micro entrepreneurs who are their clients. The impact will be
benchmarked into poverty alleviation since the main objective of most MFIs is to help
the poor uplift themselves out of poverty. In this study, poverty alleviation is further
divided into two separate indicators; namely income and poverty status. The main
reason behind this subdivision is the view that increasing the income of the poor is the
first step toward improving their wealth (Zaman, 2000). However, increasing the

income of the poor does not necessarily improve their poverty status (Wright, 1999).



This is because there is the possibility that an increment in income is necessary but not
adequate to bring the micro entrepreneurs out of poverty.

Most of the impact assessment studies assess the affect of demographic and
socio economic variables such as age, gender, marital status, educational background,
and business experience on the impact indicators. This is because, there is possibility
that these attribute is the reason behind the improvement and not the microfinancing
per se. However, none of impact assessment studies consider the possible influence of
clients’ spirituality and religiosity on the improvement of impact indicators. In
contrast, there is an argument that spiritual commitment combined with practical
support can be more effective in improving the lives of the poor than mere technical
help can do (Tripp, 1999). Similarly, Muslim scholars suggest that Islamic
microfinance institutions should include a spiritual development programme in
providing capacity-building for their clients (Ahmed, 2002). A number of Islamic
MFIs have provided such services at various degrees. Unfortunately, to the best of the
researcher’s knowledge, there have been no studies that suggest spiritual and religious
development programmes may contribute to the improvement of clients’ well-being.
Due to this circumstance, this study make a reference on the possible influence of
clients’ spirituality and religiosity in assessing the impact of Islamic microfinancing

on clients’ income and poverty status.

1.3 RESEARCH OBJECTIVES
In line with the statement of the problem, this study attempts to achieve the following
objectives:

1. To investigate the impact of microfinance service of Islamic microfinance

institutions on clients’ income and poverty status.



2. To explore the effect of clients’ spirituality and religiosity on the changes

in their income and their poverty status.

1.4 RESEARCH QUESTIONS

Several variables are utilized in assessing the impact of Islamic microfinance on the
income and poverty status of the Islamic MFIs’ clients. Length of having Islamic
microfinancing and size of financing are the common examples. As this study focuses
on Islamic MFIs, it also aims to prove whether there are different impacts experienced
by the clients who receive different modes of financing. Specific attention is given to
clients who receive Mudharabah or Musharakah financing. These modes of financing
are profit sharing in nature and most Islamic economists believe that they bring more
social economic justice to the recipients. Therefore, comparing the impact of these
modes of financing with other modes, especially with Murabahah financing, which
dominates the mode of financing in recent Islamic financial services industry, would
be very interesting.

Many previous studies criticized the practice of microfinance for charging
higher interest rate on the recipients. The similar criticism is also directed to Islamic
MFIs. This study, therefore, also involves the cost of financing in analyzing the
impact of Islamic microfinancing on clients’ income and poverty status.

Based on the information above, to achieve the first objective of this study
which is to assess impact of Islamic MFIs on clients’ income and poverty status, a set
of research questions is developed for this purpose. The questions are as follow:

1. Does the length of time having access to Islamic microfinancing affect

clients’ income and poverty status?



2. Does a mode of financing have an influence on the clients’ income and

poverty status?

3. Does the size of financing contribute to clients’ income and poverty

status?

4. Does the cost of financing affect clients’ income and poverty status?

As the second objective of this study is to assess the possible influence of
clients’ spirituality and religiosity on their income and poverty status, there are two
additional research questions are developed:

1. Does the clients’ spirituality level have an influence on their income and

poverty status?

2. Does the clients’ religiosity contribute to their income and poverty status?

1.5 SIGNIFICANCE OF THE RESEARCH

This study is significant for three major reasons. First, it provides deep analysis on the
impact of microfinancing through comparison of techniques and measurement of
impact indicators. This initiative is important to be undertaken considering
inconsistency in the finding of previous impact assessment studies. Previous studies
rarely compared different techniques and benchmarks for each impact indicators. In
this study, two alternatives of longitudinal design: retrospective techniques and
control group are compared in assessing impact of Islamic microfinancing on clients’
income. Subsequently, the results are compared to impact of Islamic microfinancing
on clients’ poverty status. The objective of this comparison is to investigate to what
extent the opinion that improving clients’ income is not necessarily improving clients’
poverty status is applicable in Islamic MFIs. In terms of poverty status per se, the

impact will be compared subjectively by asking the clients personal opinion on their





