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ABSTRACT

The primary objectives of most microfinance programmes are poverty alleviation and
financial sustainability. By providing financing, Microfinance Institutions (MFI) aims
to encourage the poor to become economically independent. Islamic microfinance
offers financing schemes based on shariah principles which are different to
conventional microfinance. Conventional microfinance deals with interest (riba)
which is not allowed in Islam. Indonesia with the Muslim biggest population in the
world has established the Baitul Maal wa Tamwil (BMT) which represents significant
growth of Islamic MFIs in the country. Islamic MFI promotes Islamic values in their
financial services and also optimises the charitable funds to help the needy. The effort
to sustain and improve the quality life of the poor is the main objective of BMT.
However, many studies show that this institution has inefficiencies on its operations,
represented by the lack of expertise in the field of management. Hence, this study
attempts to analyse the efficiency of BMT with the following objectives: first, to
examine the efficiency of BMT as Islamic MFI in Indonesia; second, to investigate the
influencing determinant factor of BMTs efficiency in Indonesia; and third, to explain
issues related to BMT’s efficiency in Indonesia. Both primary and secondary data are
used to achieve the objectives. The Data Envelopment Analysis (DEA) approach is
used to measure the technical efficiency of BMT, while determinant factors that
influence BMT efficiency are measured by multiple regression analysis. This study,
then, uses a case study research method to find the issues affecting BMT’s efficiency.
The samples for DEA method are gathered from 57 BMTs in three provinces with
highest poverty rate and highest number of BMT namely, West Java, East Java and
Central Java for the period of 2009 to 2011. Meanwhile, with case study research
method, the study selects nine BMTs which represent the following criteria: most
efficient BMTs, efficient BMTs and least efficient BMTs. The results show that the
main source of technical inefficiency is pure technical inefficiency. It may indicate the
lack of managerial system and resources in most BMTs. The study also finds a
positive effect of profitability on technical efficiency, whereas, size and capital
negative affect efficiency. The study finds that the main issue of BMTs is not related
with the size or capital but rather human capital and managerial issues. Hence,
focusing on the improvement of human capital and managerial system of BMTs is
more important than increasing their size or capital. The study provides a significant
contribution on how BMT, as an Islamic financial intermediary, can improve its
efficiency. Moreover, the study provides policy recommendations for the Authority of
Financial Services, the Department of Cooperatives and the BMT Centres in Indonesia
concerning the development and enhancement of BMT roles in the country by
increasing the quality of BMT’s human capital. Therefore, BMT may support the
government mission to achieve its socio economic objectives. The findings may be
relevant and applicable to Islamic MFI not only in Indonesia, but in other Muslim
countries and for further empirical research in this area.
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CHAPTER ONE

INTRODUCTION

1.1 RESEARCH BACKGROUND

Most developing countries in the world are facing poverty-related problems. The main
cause of poverty is that the poor do not have access to financial services to improve
their economic condition. Bank is one of the financial institutions that provides
financial services — yet they often neglect poor customers and consider them as
“‘unbankable’ due to their limited resources and conditions.

The Asian Development Bank or ADB (2004) defines poverty as a condition
characterized by a lack of access to essential goods, services, assets and opportunities
to which they should be entitled. It means that the poor need a tool to ease their
consumption and increase their earning capacity to improve their standard of living.
One way to help the poor to fight poverty is by providing them with financial
assistance and services to enable them to participate actively in various economic
opportunities.

In the last few years, microfinance has become an important component in
reducing poverty, especially in developing countries. Microfinance is defined as the
provision of a broad range of financial services such as deposits, loans, payment
services, money transfers and insurance to poor and low-income households and
microenterprises (ADB, 2004). Many studies have provided evidence that
microfinance is an important and effective tool to eradicate poverty (Hasan and
Alamgir, 2000; Zaman, 2004; Barr, 2005, Ahmed, 2009). Providing these financial

services can assist the poor to establish or expand microenterprises (MEs) in the



informal sectors of economy and enhance their quality of life or release them from
poverty (Widiyanto, 2007).

The objectives of most microfinance institutions (MFIs) are to achieve poverty
reduction and financial sustainability (Nghiem et al., 2006; Ahmed, 2009; Qayyum
and Ahmed, 2006). These two objectives represent the missions of MFIs; social and
economic. To sustain, most MFIs charge high interest rates for microfinancing. The
interest is calculated based on high transaction costs or default payment risk that could

happen in financing the poor.

Table 1.1 Interest Rates of Microfinance Institutions (MFIs) in Several Countries

Microfinance Institution in Country | Interest Rate (per annum)
Bangladesh 20% - 35%
Cambodia ~ 45%

Nepal 18%-24%
India 20%-40%
Indonesia (BPRs, local-level microbanks) 28%-63%

Sources: Helms and Reille (2004)

Table 1.1 describes the interest rates charged by MFIs in several countries.
High interest ranges from 20% per annum (MFIs in Bangladesh) to 63 % per annum
by MFIs in Indonesia. As the basic principles of microfinance activity, MFls offer
small loans with high interest rates. The borrower is required to pay back the loan,
including interest — regardless whether the business is successful or fail. Thus, all risks
are handled by the borrowers.

On the other hand, microentrepreneurs have limited resources to expand in the
economic sectors or to enhance their incomes. Charging high interest rates will be a

burden for them, because it will not reduce the capital cost of microentrepreneurs



(Widiyanto, 2007). In fact, high interest rate is an obstruction to the development of
MFI in the future. Mannan (2010) also argues that high interest rates bearing
microcredit is not an answer for reduction of poverty, it just allows poverty to
continue. Therefore, the establishment of Islamic MFI which is free from interest has
become a necessity. Profit-sharing system as a mean to replace high interest rates is
offered to share the risks between all parties involved.

Indonesia with the largest Muslim population in the world, also facing poverty.
In 2011, the Center of Statistic Indonesia Bureau states that there are more than 30
million poor people or 12.5% of Indonesia population. But at the same time, there are
approximately 55 million of small and medium enterprises (SMEs) or about 101
million active workforces in the country — as the main player in domestic economic
activities. Muslim microentrepreneurs are the largest customer for microfinance
program in the country, and is included in SME movement. The customer needs
financial services which free from interest (read: riba).

In 1991, Indonesian government established the concept of Islamic Finance
Institution to cater the needs of Muslim customers, especially Muslim
microentrepreneurs who are expected to support the development of SMEs. Islamic
finance institution comprises Islamic Commercial Bank and Banking Units, Rural
Banks and Financial Cooperatives. Rural Banks and Financial Cooperatives assist and
accommodate SME by providing microfinancing. It involves changing the standard of
living of the people in rural areas by increasing their productivity and earning
capabilities. There are very few numbers of Islamic MFI source in Indonesia that cater
the needs of Muslims. Recently, the highest growth of Islamic microfinance

institutions (Islamic MFI) in Indonesia is Baitul Maal wa Tamwil (BMT).



Islamic Financial Cooperative or BMT is an Islamic MFI, established by
individual or group initiatives to help micronetrepreneurs as a strategy for eradicating
rural poverty (Kholis, 2009). BMT divides its role into two functions. The functions
that represent the missions of BMT are social and business. First, the social mission
established by Baitul Maal is collecting and distributing charity funds to the poor as
the main objective (Zakat, Infag, Shodaqoh). Second, Baitut Tamwil is based on
commercial or economic activities, upon which the funds are being distributed for
productive activities. In addition, Baitut Tamwil also supports saving activities as part
of the business in providing financial services to the poor or MEs in economic
activities.

Several studies have been devoted to investigate the impact of BMT on
poverty alleviation. Amalia (2009) finds that earning capacity of the poor is increased
after they joined BMT as members. Adnan et al. (2003) finds that 83% of BMT do not
offer only financial products, but also support real products such as trading,
agriculture and small and home industry. It means that BMT do not only reduce
poverty, but also develop the microenterprises.

Just like conventional microfinance, the argument as to whether or not the
BMT have been able to positively impact the lives of the poor is still open to debate.
As such, rather than attempting to prove impact which may likely also result in
conclusive or opposing argument, it may be more useful to assess the ways through
which BMT operation can be enhanced. In this case, the analysis of efficiency of
BMT in Indonesia becomes important.

Efficient BMT should be able to fulfil its duty accountably and provide more
positive impact. Instead, any form of inefficiency and ineffectiveness should be

improved or eliminated to reduce obstacles in achieving BMT mission. Therefore,



measuring the efficiency of BMT is critical as it will encourage the productivity of
BMT. As a result, in performing its role, more microentrepreneurs and poor can be
reached, poverty can be eliminated, and at the same time, secure BMT position to be
sustained in the future. These objectives are consistent and moving parallelly with
dual objectives of MFI. Thus, the quality of responsibility towards financial
sustainability and poverty alleviation can be achieved.

Widiyanto and Ismail (2007) explain that by increasing efficiency, it enables
MFI to generate profits which will increase profit to be returned to investors, and that
should encourage them to invest in MFI. Furthermore, they state that higher retained
earnings will enable MFI to increase its capital internally and, therefore, it can reach
more microentrepreneurs and sustain its operation. Sedzro and Keita (2009) also argue
that study on efficiency is important to identify factors which is most likely to
influence the performances of MFIs and to know whether MFI perform well and may
survive autonomously in the long run.

There are several research articles on measuring the efficiency of microfinance
institutions (MFIs) over the world. Most of them use DEA method to measure
efficiency and they cover a sample period of two to five years. Among others are
Qoyyum and Ahmad (2006), Sedzro and Keita (2009), Nghiem et al. (2006) and Nieto
et al. (2007). Measuring efficiency is one of the indicators to measure the performance
of an organization, whether it is public and non-public sectors or profit and non-profit
organization.

One of objectives of this study is to support previous findings and to fill up the
lacks in the literature and empirical researches by analysing the efficiency of BMT.
Recently, there are only few studies that explore the efficiency of BMT in Indonesia,

including Widiyanto and Ismail (2007), Ali (2009) and Akbar (2010) that find BMT



efficiency is still relatively low and lack of performance. The lack of efficiency on its
operation may directly undermine BMT in attaining their desired socio economic
objectives.

Different from the existing studies that only focus to analyse BMT in one area,
this study attempts to analyse efficiency of BMTs from three different areas in
Indonesia. The selection of area represents the role of BMT in serving grass root
group of people. Furthermore, this study is also supported by applying methodology
and coverage some variables that is different from the previous studies. Supporting by
case study method, the study is not only expected to contribute to the literature only,
but may also enrich the previous researches by providing the information about how
Islamic MFI may survive as a financial sustainability and reducing the poverty by
managing their efficiency. The study also expects to create a standard for efficient
Islamic MFI which may help the future research to analyse the performance of this
institution. Therefore, after reviewing the literature, there is a need to examine to what
extent BMT is efficient by analysing the efficiency of BMTs as Islamic MFI in

Indonesia.

1.2 RESEARCH PROBLEM

As the largest Muslim population in the world, poverty in Indonesia still continue to
rise as the number of the poor does not decrease significantly and people still
experience lack of access to finance. BMT, as one of the Islamic MFI in Indonesia,
may help the needs of poor Muslim and Muslim microentrepreneurs by providing
microfinancing and assisting them to achieve a better life.

Despite the problems during the development of BMT, the opportunity to

develop BMT is quite large. BMT may reach poor Muslim population as a means to



increase welfare. This is congruent with government mission to develop the function
of Islamic MFI in Indonesia. In fact, BMT roles and tasks are also seen in developing
human resources and supporting small and micro enterprises (SMES) that can support
economic activities.

On the other hand, the inefficiency of BMT as reported by previous studies,
indicates sign of limited ability of BMT in running their activities. The main problem
faced by BMTs is mostly due to the absence of good management (Adnan, et al.,
2003; Widiyanto and Ismail, 2007; Ali, 2009; Akbar, 2010) and less understanding on
the concepts of Islamic microfinance, especially in the rules of Islamic products and
contracts (Amalia, 2009). The problems which posed as a challenge faced by BMT
have affected the institution performance as a whole. The consequences include
inefficiency and it may cause problems and difficulties relating to its sustainability.
There is, therefore, a need to analyse BMT efficiency in order to assess its
performance.

There is a public concern over the efficiency of BMT in Indonesia. During the
growth of Islamic MFI, BMT’s role is important for several stakeholders. Stakeholder
is any group within or outside an organization that has a stake in the organization’s
performance (Daft, 2001). Stakeholders can be creditors, employees, suppliers or
owners. The satisfaction of each group can be different depends on interest in the
organization. In the case of BMT, stakeholders include board members, government
institutions, BMT Centers and customers. They are concerned with financial and
social performance of BMTs.

Hence, it is important to analyse the efficiency of BMT. There is also a need to
examine influencing factors and the issues which affect BMT efficiency. Therefore,

this study aims to analyse the efficiency of BMTs in order to find acceptable solutions



for stakeholders and at the same time to strengthen the sustainable growth of BMT as

an Islamic MFI in Indonesia.

1.3 RESEARCH QUESTIONS

The objectives of this study is to examine the efficiency of BMT as Islamic MFI in
Indonesia. The approach to understand this problem will be evaluated by using DEA
(Data Envelopment Analysis). In addition, this study attempts to ascertain the
sustainability of BMT activities. The following are the main research questions of this
study;

1. To what extent BMT is economically efficient in disbursing Islamic

microfinance in Indonesia?
2. What are the influencing factors of BMT efficiency?
3. What are the issues affecting BMT efficiency and under what conditions

such institution is sustainable?

1.4 RESEARCH OBJECTIVES

The purpose of this study is to examine the efficiency of BMT as an Islamic MFI in
Indonesia. According to the research questions, the objectives include:
1. To examine the efficiency of BMT in Indonesia and their performance
over a period of three years (2009 — 2011).
2. To investigate the determinant factors that influence the efficiency of
BMTs in Indonesia.
3. To explain the managerial issues related to BMTs efficiency in Indonesia

and how they can be sustained in handling the issues.



