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Abstract

Islamic finance evolved in Indonesia since 1990 @ndow recognized as part of a dual banking systeanking
broad popular demand, experience differs by sutese®©nly commercial banks have successfully aeguthe art
of Islamic banking by training young and dynamiople; yet, they lack experience in micro-financamic rural
banks, mostly under absentee ownership, have failgatove themselves as efficient and dynamic plend of
micro-finance services. Unsupervised Islamic, lgd@ventional, cooperatives are an outright menacé¢heir
members, who risk loosing their savings. Theretau@ options of promoting Islamic microfinance: @3sisting
Islamic commercial banks to establish units withartic micro-finance products, or (2) reassessingain
participatory process the challenges and realigifmortunities of Islamic rural banks and coopegsjwith a focus
on effective internal control, external supervisiand the establishment of associations with apexices to their
member institutions.

1. Origins and evolution of Islamic finance in Indmesid

Indonesia is probably the country with the greatigersity of both conventional and Islamic micrafnce, the
former evolving over a period of over one hundredrg, preceded by a history of informal financaioknown

depth, the latter, still on a modest scale, ovgredod of fifteen years. Indonesia possesses drtbeomost
differentiated microfinance infrastructures in tbeveloping world, comprising some 6,000 formal a&J000
semiformal registered microfinance units servingwb45 million depositors and 32 million borrowe8§0,000
channeling groups; and millions of informal finaaciinstitutions and self-help groups. There is haran

institutional type of microfinance that is not fauim Indonesia. One of the most successful micesfoe models
worldwide, the reformed village units of Bank Rakydonesia (BRI), were designed by the Harvarditute for

International Development in the early 1980@rfex )

Islamic finance in Indonesia, the largest Muslimumoy, has evolved since around 1990, mainly irpoese to
political demands from Muslim scholars and orgatiires. The first Islamic cooperatives were estélglisin 1990,
followed by rural banks in 1991 and the first Islammommercial bank in 1992. In 1998, Bank Indoneax&e
official recognition, as part of a new banking att,the existence of a dual banking system, comwealt and
Islamic, or shari’a-based. This led to the estabfisnt of a second Islamic commercial bank (ICB), auatil
December 2003, of eight Islamic commercial bankimgts (ISBU) (out of a total of 138 commercial bank
comprising a total of 299 banking offices), witltantinuing upward trend, reaching 3 ICBs and 22 U8B as of
December 2006 The growth pattern of Islamic rural banks hasnbgaite different. After an initial period of

! Based on field research in Indonesia between a¢ &hd 5 June 2004, supported by GTZ. For a fpbresee
Working Paper 2006-2yww.uni-koeln.de/ew-fak/aef

2 This includes BRI Syariah Bank, with 17 branchia#$, a subsidiary of BRI expected to become aparate
bank in September 2007. To date there are noBRigélunits offering Islamic financial products.

% For the update until 2006 | am grateful to Dr. Miel Hamp, Bank Indonesia/GTZ Jakarta.
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growth until 1996 when they reached a total of ffikir number almost stagnated during and afterfittencial
crisis, reaching 78 by 1998 and a mere 84 by 2008 ¢f a total of 2134 rural banks); as of Decenit@6, their
number reached 105. The first Islamic cooperatias astablished in 1990. Rapid expansion started 5396, as a
result of promotion by PINBUK, and continued thrbogt the financial crisis, but stagnated after 189@round
3000 and declined to less than 2,900 as of 2003ofcautotal of some 40,000 financial cooperatives)

Table 1:Growth of Islamic banking, 1991-2006

Type of Islamic bank 1991 1992 1999 2000 2001 2002003 | 2004 | 2005/ 2006
Commercial banks (CB) 0 1 2 2 2 2 2 3 3 3
CB units 0 0 1 3 3 6 8 15 19 22
Total CB offices 0 1 40 62 96 127 299 401 504 686
Rural banks 4 9 78 78 81 83 84 8¢ 92 105
Total number of banks 4 10 81 83 86 91 o4 104 114 30 1
Total number of offices 4 10 118 140 177 210 383 7 48 596 741

Highlights of theevolution of Islamic financeinclude Dec. 2003:

» Origins due to initiatives by Muslim scholars ardut®90

» Recognition of a dual, conventional and Islamig)kiag system by Bl in 1998

e Islamic commercial bankscontinuing upward trend since 1992; 2 Islamic lsaakd 8 Islamic banking
units out of 138 commercial banks

» Islamic microbanks (BPR])nitial growth since 1991 until 1996 followed biagnation;, 84 out of a total of
2134 rural banks

» Islamic cooperativesStart in 1990, rapid expansion after 1996, stagnah 1999, followed by decline;
2900 Islamic financial cooperatives out of 40,000.

(Annex 2)

2. Islamic commercial banks

The market leaders in Islamic finance in Indonesia the commercial banks. During the reportingqagrii991-
2003, they focused on medium- and large-scale é@awe are now observing the beginnings of a skpaesion
into microfinance. Since Bank Indonesia gave ddficecognition in 1998 to a dual banking systermvemtional
and Islamic, interest in Islamic meso- and macnatice has spread among commercial banks, inspjregligious
concerns and fuelled by low rates of non-performoans. Islamic commercial banks, as of 2003, actmlifor a
mere 0.74% of total assets of the banking sectowd¥er, during 2001-2003 the share of Islamic consiakbanks
has increased from 0.17% to 0.74% and stood ag2itPDec 2005.

Table 2: Islamic vs. conventional commercial bareg. 2003

Islamic Conventional Total

Date of origin of first bank 1992 1895
Total number of banks/banking units 10 136 138uniss
Total number of banking offices 255 7,475 7,730

Including BRI units: 11,524 11,779
Total banking assets 0.74% 99.36% 100.0%
Total loans outstanding 1.16% 88.84% 100.0%
Total deposits 0.64% 99.36% 100.0%
Loans-to-deposits ratio (LDR, FDR) 97% 53% 54%
Improvement in NPLR 2000-2003 13.0% to 2.3% 26.8%.2% 26.8% to 8.2%
Return on assets 0.65% 2.1% 2.1%

Most remarkable is the difference in performancevben conventional and Islamic commercial bankgelative
terms, (i) the Islamic banks lend more of the fudeposited, with a LDR/FDR of 97% compared to 54%he total
commercial banking sector; (ii) their gross nonfpening loans (NPL) ratio is persistently lower, dathe
improvement of their performance is faster than tfi@sonventional banks after the financial criséi®n-performing
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loans amount to 2.3% of financings outstanding,ciwli far below the 8.2% of the total commerciaikbag sector.
NPL ratios fell as follows:

» Conventional banks: from 26.8% in 2000 to 14.198001 and 8.2% in 2003;

* Islamic banks: from 13.0% in 2000 to 4.0% in 206t &.3% in 2003.
Yet, despite the Islamic banks’ better performaimcéerms of portfolio quality, their return on aage assets of
0.65% is less than a third of that of the total nwmrcial banking sector at 2.12%. This differenceastially
attributed to the rapid increase in the numbeslafnhic banking units, which have only recentlyta@dito lend.

However, note should be taken that the establishmielslamic banks in Indonesia was not precedea lyoad
popular demand for shari’a-based services. Thisasdn appears to have changed little. Accordinguoveys
carried out around 2000 in provinces with an averduslim population of 97%, only 11% were found to
understand products and benefits of shari’a baniBagk Indonesia (2002:10) thus concluded that,

“There is still a gap between needs and knowledgshari’a financial products and services. The gapld
delay the success to mobilise potential public ftmiohvestment because of low switching rate frasteptial
demand to real demand. Furthermore, the gap veil alake marketing and selling effort for shari’akiag
products and services more difficult.”

3. Islamic micro-banks/rural banks (BPRS)

During the 15-year period 1989-2003, the total BfeRtor had grown to 2134, comprising 2050 conveatiBPR
and 84 BPRS. After a promising start in the eafl9ds, the development of Islamic micro-banks hawat come
to a standstill. During the six-year period, 19%l-@hen their number had reached 71, the BPRS gtan overall
average of 12 per year. During the two years wienAsian financial crisis hit Indonesia, 1997 arg®4, their
growth slowed down to less than four per year. Byithe following five years, 1999-2003, their nedwgth almost
stagnated, averaging one per year: seven weregyrestdblished, two were closed at the beginning0®&4. Their
total number was 84 in December 2003 (down to 82eioruary 2004).

Despite the fact that they had only two years tes& conventional BPR, they have attained a mereofithe
number and 1.5% of the assets of the rural bardgéagor. The average growth rate of the conventiBR& during
the 15-year period was 137 institutions per yeazompared to only 6.5 BPRS p.a. during a 13-yeaioder
Conventional rural banks have thus grown more ttveenty times faster than Islamic rural banks pearye
Moreover, average assets of BPRS amount to only @8f#te assets of conventional BPR; during 200132@xal
assets of the BPRS grew (nominally) by 70%, conbtoea growth rate of 173% of the total BPR sector.

Table 3: Islamic (BPRS) vs. conventional rural la(BPR), Dec. 2003

Islamic Conventional Total
Date of origin of first rural bank 1991 1989
Total number of rural banks as of Dec. 2003 84 2050 2134
Percent of BPR sector% 96% 100%
Of these newly established: 83 1283 1365
Percent: 6% 94% 100%
Av. number of rural banks p.a. since origin 6.5 X36
Total rural banking assets 1.5% 98.5% 100%
Size of BPRS in % of average BPR 38%
Asset growth during 2000-2003 70% 175% 173%
Total loans outstanding 1.5% 98.5% 100.0%
Total deposits 1.2% 98.8% 100.0%
Loans-to-deposits ratio (LDR, FDR) 126% 103% 103%
Total outreach: Rural banking sectdr5% 98.5% 100.0%
Microfinance sectofr0.14% 99.86% 100.0%
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There are several reasons for the poor performainistamic micro-banks in Indonesia:

» Governance and management problems: many havesstalished by absentee owners for moral reasons,
with an emphasis on social banking, and are manbgeetired conventional bankers, who lack dynamism
and Islamic banking expertise — with dire consegasron performance

* Inadequate internal control (by absentee commiss®)rand a lack of external auditing (due to sreiak
below the limit where auditing is required)

» Lack of popular demand for Islamic banking services

« Emphasis on the informal sector, to the neglechafe profitable market segments

» Lack of mastery of overly complex Islamic bankinggices.

(Annex 3)

4. Islamic financial cooperatives

The development of Islamic banking has been péaedllby that of Islamic financial cooperatives (BMBTM,
Baitul Qirad in Aceh), which evolved in severalgega as shown in the table below. The first Islactioperative
was established in 1990. After 1995 PINBUK, an NG@yted promoting Islamic cooperatives. There wage
jumps in numbers during the crisis years 1997/88Wed by a slowing-down, stagnation and decline.

Table 4: The evolution of Islamic cooperatives

No. | Phase Period Number of BMT
1 Initial growth 1990-1995 300
2 Rapid growth promoted by PINBUK 1996 700
1997 1501
6/1998 2470
3 Slowing-down of growth 2000 2,938
4 Stagnation and decline 2001 3,037
2003 2,856

Islamic financial cooperatives suffer from the saragulatory and supervisory neglect as the reghefsector.
There is not much difference between Islamic andventional cooperatives. At most one-fifth of Isiam
cooperatives are in reasonably good health. Thentajare dormant or non-performing; most of thenaining

ones exist for the purpose of receiving funds fittwe government. The Ministry of Cooperatives doesregister
cooperatives as Islamic or conventional and pravid® information on, or special assistance to,nlgla

cooperatives.

Table 5: Islamic vs. conventional cooperatives

Islamic Conventional Total

Total number of financial cooperatives 2900 37,627 40,527

Percent of fir 7.2% 92.8% 100.0%
Total assets n.a. n.a. n.a.
Total loans outstanding 1.1% 98.9% 100.0%
Total deposits 2.9% 97.1 100.0%
Loans-to-deposits ratio (LDR, FDR) 90% 34% 35%
Non-performing loans ratio (NPLR) n.a. n.a. n.a.
Return on assets n.a. n.a. n.a.
Total outreach: credit accounts 0.7% 99.3% 100.0

In sum, the outreach of Islamic cooperatives idigide, their overall performance poor:

= There is a lack of regulation, supervision andat# reporting

» The large majority of Islamic cooperatives is dontnar technically bankrupt
» Their outreach is negligible, accounting for 7.2f&lbfinancial cooperatives, but less than 1% ofrbwer

outreach of the sector
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e Their loan portfolio (much of it overdue) accoufds 1,1% of the financial cooperative sector antbB&o
of the microfinance sector

* The savings of the depositors are at great risk.

» Overall there is little difference in performancetween conventional and Islamic cooperatives, dtter
having inherited most of their problems from thener.

= No remedy is in sight, except in the framework abtal overhaul of the cooperative system, whickaict
is now under discussion

= Fresh money pumped into the sector by donor or gowvent agencies without effective regulation and
supervision will further aggravate their downfalk has been historically the case of the stateestgap
cooperative sector.

5. Islamic financial products

Islamic financial products are complicated, unfé@mito most, and poorly understood by many bankiedf. Most
of the lending is trade financing at a fixed marrimurabahd, which is felt to be little different from conveonal
banking, except that it requires two contractsHmy bank: one with the seller and one with the bweroto whom
the bank sells the commodity. Some statisticalidesiae given ilAnnex 5

The strength of Islamic finance lies in its consdime character: only real transactions with sigfi¢ collateral, but
no speculative investments, are financed. This kewbas substantially reduced financings to stpstand micro-
entrepreneurs without collateral; a a major seatioa potential microfinance market.

Table 6: Financial products of Islamic banks (conuiat and rural),
in percent, 2000 and 2005

2000 2005

Financings:
Musyarakah 2.6 12.5
Mudarabah 30.5 20.5
Murabahah 62.6 62.3
Istishna 6.0 1.8
Qardh 0.0 0.8
Other 0.8 2.1

Total financings in % 100.0 100.0

Amount in million Rupiah 1,239,423 15,231,942
Deposits:
Wadiah 215 13.1
Mudarabah Savings 32.7 28.0
Mudarabah fixed deposits 45.8 58.8

Total deposits in % 100.0 100.0

Amount in million Rupiah 1,028,923 15,582,329
Financing-to-Deposit Ratio, % 123.5 97.8

6. Islamic microfinance in Aceh, a special aréa

Nanggroeh Aceh Darussalam (NAD) is a province wittpecial status in Indonesia. It has been givéonamy in
choosing its own legal frameworké&nun and has introduced Islamic law. In the conteximafssive international
aid after the tsunami and earthquake and a lagteare accord after 29 years of secessionist urrasgus
Indonesian and international agencies, in closepexion with the reconstruction agency BRR and kBan
Indonesia, are now focusing on the reconstructi@hraform of the micro-banking and cooperative aecin Aceh.

* Based on various consultancy reports by H D $éib&TZ, 2005 and 2006.
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In micro-banking, the emphasis is on restructurxgsting privately owned and local government-owmachl
banks. In the cooperative sector, a new approacéfeom is being taken through Islamic cooperatiged Islamic
cooperative rural banks, with a strong emphasiseaifireliance and effective supervision. Of 1,05%eynment-
directed financial cooperatives in the provincegistered but not effectively regulated nor supedjonly 3% were
found to be performing reasonably well, while 64%re/non-performing. In this situation, instead émpting to
reform an ailing conventional cooperative sectarhas been decided to establish new savings andit cre
cooperatives and to be strict on the legally resiiminimum share capital as proof of effective oshi. To
prevent the failures of the past, GTZ, togethewical authorities, PNM and other donors, has tabm
comprehensive financial systems approach:

a) In an Islamic province given autonomy in choositgyown legal framework and in direct response to
popular demand, it was decided to setBgitul Qirad, (=&Y <, (BQ), a uniquely Acehnese term for
Islamic financial cooperatives;

b) simultaneously, a support structure of secondanpemtives BQ Center} for effective regulation and
supervision of the adherence of the primary codpesto cooperative law, Islamic principles antkinal
by-laws is being established;

c) Islamic cooperative rural banks (BPRS) will be blshed for liquidity exchange, refinancing andger
financings;

d) the establishment of an independent financial aitth for cooperative supervision, as well as the
establishment of a microfinance apex bank, are udideussion.

Islamic cooperative banking software and packaesaff training are provided by PNM. GTZ's suppizrfocused
on 15 BQs and two BQ Center at the east coast(itian to support to privately owned rural banksrving as a
model for expansion over a province with four m#liinhabitants, and perhaps in other provincesréltea vast
potential for expansion!

7. Assessment
Islamic microfinance, lacking broad popular demand Islamic banking expertise, so far has been mgwlitical
than an economic project in Indonesia. Experierifferd substantially by sub-sector:

(1) Only commercial banks appear to be able of quiekiguiring the art of Islamic banking by traininguyg
and dynamic people; but most of the commercial bdakk experience in microfinance as a specialized
field.

(2) Islamic, unlike conventional, rural banks, havelef@dito prove themselves as efficient and dynamic
providers of microfinance services.

(3) Unsupervised Islamic, like conventional, coopelgiare an outright menace to their member-sharefsold
and depositors, who risk loosing their money.

No information on recent developments in an indregg differentiated Islamic microfinance sectorrithg the last
three years (except in Aceh) is available. On thgidof the existing experience with Islamic finame Indonesia,
decision-makers in favour of promoting Islamic fie&al services are now confronted with two majotiaps,

which are not necessarily alternatives:

» Focusing on Islamic commercial banks in Indonesi @ssisting them to establish branches and uitis w
Islamic microfinance products, following the leddB&l;

e re-assessing in a participatory process the clggleand realistic opportunities of Islamic rurahkeand
cooperatives, with a focus on effective internaitool, external supervision, delegated or auxilianyd the
establishment of associations of respective miemokb and cooperatives with apex services to their
member institutions.

8. Recommendations

We recommend talecision-makers in Islamic organizations, governimegencies and donor organizations to
cautiously examine the following opportunities fthre development of a healthy Islamic financial sedh
Indonesia:
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)

&)

3

4

®)

(6)

Commercial banks,in setting up branch networks of Islamic MFIs, nkegrn, with good prospects, from
the rich experience of successful microfinancetsglias and institutions within Indonesia, particiylahe
BRI Micro-banking Division, one of the most sucdassnicrofinance programs in the developing world,
which has recently started to set up Islamic units.

Islamic rural banks need to be revampefithey are to play a more than marginal role iddnesia. This
will require an overall development plan for theRPsector mutually agreed upon by all stakeholdeds
a strong banking association to provide a full mofisupport services to their members. Some ofrtbie
successful Islamic rural banks may serve as expdsaining sites to future managers. Auditing stidag
mandatory regardless of size.

Islamic cooperativessuffer from much the same set of problems as th@ewvcooperative sector. There is
little chance for any intervention to be successiuihe short run, except in limited areas (sucthesh).
They need a system of prudential regulation, mamgatuditing, and effective supervision by an
appropriate financial authority, which is definitelot the Ministry of Cooperatives & SMEs. They shb

be fully financed through equity and savings degsosif members; only healthy and well-supervised
cooperatives should be permitted to collect depdsitm non-members. They need strong associatimhs a
federations to provide a full range of support s to their members.

Permodalan Nasional Madani (PNM) is a government-owned corporation (TUV-certified)jth
independent management, carved out of the centmak bafter the financial crisis of 1997/98, with the
mandate of restructuring and strengthening ruratkbaand cooperatives serving micro and small
enterprises, and a strong focus on Islamic micaof@e. It has recapitalized a number of Islamicl loaaks
and cooperatives; it has also provided Islamic bapkoftware and training to them. PNM is now facin
the challenge of fully commercializing its servicgigh national outreach, after the government wigad

its regular budgetary allocations and turned PNNb ia profit-making company relying on its own
resources. Given its central bank origin, it mayib&rumental in promoting mandatory auditing and
setting up a financial authority for cooperativepstvision. PNM needs financial and institutional
strengthening.

In the reconstruction of tsunami-stricken Aceh,a pilot project of establishing a properly supsed
system of Islamic cooperatives, to be backed upstaynic cooperative rural banks, is being carrietl o
Donor support will expire in 2009, the official enflthe reconstruction period. The reconstructigarecy
BRR estimates that there is a potential for upG@0LBaitul Quirad in 335 sub-districts. Supporhéeded
for (i) a self-sustaining structure of continueguis beyond 2009; (ii) expansion over all sub-aittrwith
economic potential; (iii) action research in suppof the process of building a comprehensive and
sustainable Islamic cooperative sector in Aceh gsrimme example of decentralizing regulation and
supervision of non-bank microfinance institutions.

Comparative studies are proposed of conventional and Islamic microfoe systems in selected

geographical areas (e.g., West Java, Lombok), patticular emphasis on the regulatory and supemnviso
framework; as well as in-depth case studies of csade Islamic microfinance institutions within a

microfinance system context of a given geographacea to serve as benchmarks. This may also ineude
case study of Islamic microfinance units recentyablished by BRI, as part of the BRI unit system
designed by HIID in 1983.
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Annex 1: Institutional variety in Indonesian microfinance: an overview

Indonesia is probably the country with the greatigersity of both conventional and Islamic micrafnce, the
former evolving over a period of over one hundredrg, preceded by a history of informal financaiioknown

depth, the latter, still on a modest scale, ovgredod of fifteen years. Indonesia possesses drtbeomost

differentiated microfinance infrastructures in teveloping world, comprising some 6,000 formal a&&jJ000

semiformal registered microfinance units servingwb45 million depositors and 32 million borrowe8§0,000

channeling groups and millions of unreported infakrfinancial institutions of indigenous origin. Teeis hardly an
institutional type of microfinance that is not falin Indonesia, though there are wide regional atiips in

diversity, depth and outreach, with Java and Batine extreme and the outer islands at the otheeTis also great
variety in institutional performance. Since 199&rth has been a new surge of special initiativegngnthem

poverty lending programs with weak enforcemenbahl repayment.

In Indonesia, Islamic microfinance is an emergingaept. The term microfinance is used in Indonéasia wider
and in a narrower sense. In this paper the termofim@ance is used, unless otherwise indicated, wicer sense,
referring, on principle, to small as well as lafgencial institutions that provide small-size fir@al services to the
lower segments of the rural, periurban and urbasuladion as well as larger-size financial servitesuccessful
micro and small enterprises or households. In fleisse the term covers an immense variety of miaotie
institutions (or: institutions providing microfinance servigesincluding indigenous self-help groups (SHGs)
functioning as financial intermediariearisan, julo-jula..), new types of SHGs established by governmentd! a
nongovernmental organizations in large numbers, Shkitked to commercial and rural banks, SHGs upepla
semiformal or formal institutions, private depostilectors and their self-organized associationsiiver-owned
institutions, community- or subdistrict-owned lodalancial institutions, savings & credit coopevas, NGOs,
regulated microbanks, national and provincial depeient banks, national and regional or provincahmercial
banks with their local units. Such institutions miag owned by private shareholders, members withesam
differing voting rights, communities, local or matial government, and non-governmental organizati@ush,
commercial banks and regulated micro-barank Perkreditan Rakyat, BPReferred to in English as rural banks
or people’s credit banks), may be under privatesegument or cooperative ownership; some microbarksde
facto (not de jure) owned by NGOs. Depending onapglicable regulatory framework, financial institbsns may
belong to the formal, semiformal or informal fin&icsector; in Indonesia the latter two sectors dtsclude
institutions with financial services in kind (e.gice bank$. All these types of institutions and ownershigsein
Indonesia as part of the conventional financiat@ec

In a narrower sense, the term microfinance is edpih Indonesia to a large number of mostly semifdrsmall
local financial institutions, which also includesasiations of informal SHGs, awaiting the passifighe draft
microfinance law of 2001. This was formulated unther auspices of the central bank. Since authorigr small
financial institutionsl(embaga Keuangan Mikro, LKMvas passed to the Ministry of Finance, no furtiion has
been taken. There is no information how many e§¢éhadhere to Islamic principles.

To-date only a limited number of these various $ypkfinancial institutions have generated knowartsc variants.
Official statistics exist for Islamic commercialcamicro-banks; in official statistics of limitedliability exist for
Islamic financial cooperatives. There are no datather types of Islamic financial institutions. && emergence
of Islamic finance has been an evolutionary prooe®s a period of just 15 years, it is likely tilae landscape of
Islamic finance will be increasingly differentiatechopefully guided by past experience. Some ofd@hgons (to be)
learned will be presented in this paper.

Overall Indonesia has acted asni&crofinance laboratory of both conventional and Islamic financial indtibms,
demonstrating:

(1) the scope for institutional variety;

(2) the importance and the success of regulating dedtefely supervising conventional and Islamic roicr
banking in the hands of two types of regulateditumtsbns: commercial banks (among them Bank Rakyat
Indonesia with its 4000 microfinance units) andatumicro-banks (BPR);

(3) the failure of effectively supervising vast netwsrkf financial cooperatives and village funds/banks
(BKD), most of them non-performing;

(4) the need of, and demand-from-below for, regulaéind supervising small MFIs;

8/19



Seibel, 2007

(5) the opportunities and future challenges of decbmimg regulation and supervision of non-bank
microfinance institutions.

During the past two decades, in an increasinglgréibpolicy environment, two types of regulated noiimance

institutions under central bank supervision havieggh prominence on the microfinance market: (i) uhés of the
Micro-banking Division of BRI (the former agricutel development bank, until recently government-ed

reformed as of 1984 with TA from HIID; (ii) ruralanks (BPR), since 1988. In 2003, they accounte®$86 of

recorded deposits and 75% of loans outstandingadrded formal and semiformal MFEBinancial cooperatives,
about 40,000 in number, account for another 5% egfodits and 18% of loans; they have suffered, ratien

benefited, from preferential government treatment a general disregard for regulation and supenvisihere has
been no follow-up on the draft microfinance (LKM of 2001 for small local financial institutions.

Surplus liquidity and liquidity shortage are two core problems of the financial sector idolmesia. Surplus
liquidity has been a major problem of the commercial bankawor in Indonesia. As of November 2003, banks
mobilized Rp 875.4tr (US$103bn) in deposits, buit lenly Rp 475.7tr ($56bn), generating Rp 400tr7($%) in
excess liquidity. Indonesia’s problem is how todenot lack of funds. The loan-to-deposit ratio @Dhas been
improving in recent years: from 26.2% in 1999 to748 in 2003, but is still low. This problem alsopéips to the
major rural and peri-urban microfinance providae BRI Micro-banking Division. Since 1990, the Bilits have
produced large amounts of excess liquidity fronaksavings, consistently exceeding $1bn per yeauthout and
after the Asian Financial Crisis; as of Decembe®30ts LDR was 47.6%, close to the commercial bamk
average. There is thus little, if any, justificatifor donors to pour hard-currency liquidity intoet national soft-
currency intermediation circuit.
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Table 1:

small financial institutions in Indonesia (BRI ts12003, others ~2000)

Liquidity surplus or deficit in US$ andah-to-deposit ratios (LDR) of commercial banks and

Type of institution Deposits Loans outstanding  lidlity surplus* | LDR
Commercial banks 103bn 56bn 47bn 44%
BRI units 3.5bn 1.7bn 1.8bn 48%
Rural banks 923.6m 947.5m (23.9m) 103%
NBFI 25.1m 54.1m (29.0m) 215%
Financial coops 172.5m 497.7m (325.2m) 189%
* (Liquidity deficit) Source:App. 1 Table 1

A shortage of liquidity has been the problem of treysall financial institutions, quite in contrast tcommercial
banks. Rural banks (BPR), the largest entities ayriba small financial institutions, with consoliddtdeposits of
Rp 8.89tr and loans outstanding of Rp 9.12tr, haliight liquidity shortage of Rp 0.23tr and an LDR103% as of
Dec. 2003. Among the yet smaller non-bank finaniriatitutions, with drastically lower average losizes, non-
bank financial institutions (NBFI) comprising 4,48KD and 1,428 LDKP, with total deposits of Rp 242&nd
total loans outstanding of Rp 521bn, had a seveuoidity shortage of Rp 279 bn and an LDR of 2158inilarly,
the 40,527 financial cooperatives, with total cdissted deposits of Rp 1.66tr and loans outstandinBp 4.79tr,
have a liquidity gap of Rp. 3.13tr and an LDR oP%¥8 The latter figures conceal major differencesvieen the
various types of cooperatives: the private credibns and the Islamic cooperatives are quite baldnwith LDRs
of 109% and 111%, respectively; while the governapampered USP and KSP have ratios of 314% and 469%
respectively. (Data ~2000) Two major issues andlerges in microfinance have remained:
> how to use the existing massive excess liquiditthenbanking sector to extend financial servicethtse
segments of the rural population without access;
» whether, and how, to extend recognition, depogitotection, regulation and (delegated) supervismn
large numbers of small financial institutions.
These issues apply to both conventional and Isléiménicial institutions in Indonesia.

Microfinance is no panacea, but has contributedesmw to the reduction of poor from 60% in 1970 105% in
1996. The financial crisis of 1997/98 interrupthi ttrend; poverty rates surged, but then fell mdpgilow 20%. At
the same time, the BRI units emerged strengthehediural banking sector restructured from therfoial crisis,
the latter responding positively to the enforcenwmirudential regulation.

Below are some of thkighlights of the financial sector framework for Idamic banking and microfinance in
Indonesia:

(1) A conducive policy environment for Islamic biagkand regulated micro-banking in Indonesia:

* Along history of banking and microfinance, datlreck to 1895

* A highly differentiated rural financial infrastruce

» A deregulated policy and institutional frameworkcg 1983

* Increasingly effective prudential regulation angexwvision

* An appropriate commercial and micro-banking legednfework, with options for private, (local)
government and cooperative ownership

» Effective supervision of commercial and micro-batsthe central bank, greatly strengthened after th
financial crisis of 1997/98

* Alegal framework at provincial level for some tgpaf non-bank MFIs

«  Favorable regulation central bank for Islamic baafd micro-banks

» Establishment of an Islamic banking directoratéhimcentral bank

«  BRI® units, a most successful network of microfinange-kranches, as benchmark institutions

» Restructuring of the banking sector in respongbadAsian financial crisis

® No. 10/1998 on Islamic commercial banks; 6/174260 Islamic rural banks; 7/46/2005 on Islamic bagk
product standardization; 7/47/2005 on transparefiynancial condition.
® Bank Rakyat Indonesia is a previously governnwamted agricultural development bank.
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* A big emerging market for Islamic finance in thegiest Muslim country of the world
(2) Lack of a conducive sectoral framework for isle cooperatives:

» Lack of prudential regulation of financial coopéras

» Lack of effective supervision of financial coopéras

»  Market distortions resulting from access to sulzgdisources of finance

* Massive government interference in the past, botestecent relaxation and incipient reform efforts
» Cooperative sector in a generally undiagnosed sfatkehealth

» Lack of coordination among organizations supportsigmic cooperatives.

(3) Core challenges to the overall financial sector
* How to extend recognition, depositor protectiomgulation and (delegated) supervision to large numbgé
small financial institutions.

» How to use the existing massive excess liquiditthim banking sector to extend financial servicethtse
segments of the rural population without access.

11/19



Seibel, 2007

Annex 2: Institutional and regulatory framework: mainstreaming Islamic banking

Bank Indonesia (2002:16) has provided the followiigion & mission of shari'a banking development in
Indonesia: “A sound shari’a banking system thatampetitive, efficient and compliant with prudehfactices,
and capable of supporting real economic sectoutfiraghe implementation of share based financingteatks with
real underlying transactions in the spirit of bestiood and good deeds to promote well-being fosadiety.” The
strategic objectivesof shari’a banking development, according to Bardonesia (2002:5), include:

» High level of competitiveness while complying wihari’a principles
» Significant roles in sustaining national economg panblic welfare
* Global competitiveness through compliance to iragamal operational standards

As of 1998 (Act. No. 10), Bank Indonesia gave afficecognition, as part of the new banking actthte existence
of adual banking system, conventional and shari'a-based’ he mainstreaming of Islamic banking was backed b
Act No. 23 of 1999 concerning Bank Indonesia, whadthorizes the central bank to also conduct &k &ecording
to shari’a principles” (see chapter 2.1). Beyornid,tthe law does not specify any substantivelyedé&ht provisions
for Islamic banking. In 1999 Bank Indonesia estdi#d a team of shari'a banking, converted in 20@4 & bureau
and in 2003 into a directorate, with the objectifenonitoring the new segment of the banking sedimational
and institutional levels, Islamic finance is supeed by shari'a supervisory boards (SSB). On thel&shBank
Indonesia (2002:11) states that there is a “laciffdéient institutional structure supporting eféot shari'a banking
operations” and suggests to develop the following:

» Shari'a auditorto ensure the compliance of shari’a banks withighprinciples

* Communication Board (FKPRSto enable an effective coordination of the efftstimprove public
awareness and education for shari’a banking

» Institution for Shari'a Financing Insurancéo provide financial protection to shari'a bankgagst
fraudulent practices by recommended customers

» Shari'a Finance Information Centes a linkage between the real and the shari’ai@aector

* Special Purpose Compaiy facilitate asset securitization for Islamic kan

Annex 3: Islamic micro-banks (BPRS)

The mission of Islamic rural banks in Indonesia is helping #@erprising poor, particularly small traders and
micro-entrepreneurs, in contrast to conventionaRBFhich are oriented to profit-making. Two probletmave
resulted from the way the BPRS have defined théssion: On the demand side, many of the customave la
(mistaken) concept of low or no interest ratesrfipmargins in shari’a banking. On the supplyesiBPRS focus
on the micro-sector instead of starting with morefifable market segments such as salary earnatssanall
entrepreneurs. It is this difference in mission ehhhas significantly slowed the growth of BPRS. WHioth are
(mostly) established by wealthy local people, thaers of BPR have a commercial orientation with dbgective

of increasing their wealth, while the owners of EBPRave a social mission, combined with the intentm cover
their costs.

Ownership: Most BPRS are privately owned, usually by one migjoshareholder and several minority
shareholders. In some cases, Islamic foundati@mpanies and local government are shareholderse $slamic
cooperatives, BMT, have initiated the establishnodrd BPRS, but due to lack of capital are not shalders. Most
owners are absentee owners, living in Jakarta qroaincial capital. If there are many shareholdehsir
involvement in decision-making is small if not tbgdacking. In contrast, many owners of convendabBPR also
act as general managers or president-directors.

Board of directors: Every BPRS has three boards: a shari’a board hwhiatches over Islamic principles, a
management board and a supervisory board. Membiertheo shari'a board usually come from religious
organizations like the local Majlis Ulama, from reawganizations and Islamic universities. The suipery board
of commissionerskomisarig comprises representatives of majority sharehsl@ad financial experts. There are
usually three members on the shari'a board anctbrethe supervisory board. It is rare that anyafridaem has a
regular full-time or part-time position; most ofeth act perhaps one day a month or upon requestigndicant
factor in weak internal control.
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Management upon the insistence of Bank Indonesia as thelagmu is usually comprised of one or two directors
with banking experience. Due to the recent histafryslamic banking and an overall shortage of ditankers,
very few BPRS managers have any experience in bgnklost are retirees from conventional bankingowlave
received some training in Islamic banking princépl€his has resulted in a selection of older pefplguently from
state banks, lacking perhaps in drive and innoeatés as one might expect from younger people dager
experiment with fresh ideas in Islamic banking.

Control and supervision: Internal control is by absentee commissioners whaasi@ities are limited to receiving
monthly reports and monthly or quarterly visitgher the commissioners visiting the bank; or thekbasiting the
commissioners — sometimes in far-away places. Tiotgris generally considered not very. Externalitig by a
public accountant is compulsory if assets exceed®m; but most lack dynamic growth and remain Wwetloat
limit. Supervision of BPRS as part of the bankiygtem is compulsory and carried out by Bank Indiznes an
annual basis. Accounting and reporting standaraduding the computation of standard performaretios are
regulated and enforced by Bank Indonesia.

Market segment: The BPRS market segment covers the enterprising pith existing enterprises, predominantly
small traders. BPRS are open to all, irrespedfu@eir religion.

Islamic banking principles: Outside religious organizations, there seems tditthe if any public debate over
interest or profit-sharing rates and principlescofiventional vs. Islamic banking. Reportedly Islarhanking is
mostly a matter of access and effectiveness ratlaarreligious conviction.

Financial products for the poor and non-poor: Under shari’a there are two models of client g&ec (i) clients
with existing businesses and successful operafimmat least two years. (i) new entrepreneurs athpreceding
business experience. The vast majority of clientstlhose with existing business and a good tractirce they can
be financed through such financial products as Maiah, Musyarakah and Mudarabah, which involve siomme

of profit-sharing. New clients without a track redare considered very risky and represent but &lsminority;

they can be financed through Qard al-Hassan, safftd without any charge or profit-sharing. Islamicro-bankers
point out that not everyone is a born (micro-) epteneur; many of the poor lack the qualificationbecome
entrepreneurs and should rather become workerargen enterprises, which may in turn be financedugh
Islamic commercial banks. Consumer loans and léanspeculative investments, which could be ruintushe
borrower, are excluded from the range of permissthirposes of financing.

Deposits : Remuneration of depositors is based on the Mudarabaciple of partnership-based revenue-sharing
between depositors and the bafke ratios varying in the sample BPRS from 30:76Qd0. In some banks the
revenue-sharing arrangements are negotiable. BR®3ess successful in deposit mobilisation than BPRe
deposit volume of an average BPRS is less thanthiree-of the sector average (Rp 1.31bn, or US$ U5,
compared to Rp 4.17, US$ 493,008)mong BPRS, deposits amount to 57.4% of totaltassenong conventional
BPR to 69.1% (BPR sector average: 68.9%). BPRS1é@&9.4% of their loans outstanding from depo&iRR
96.8%. In other terms, the loans-to-deposit ratibR) of BPRS is 1.26, the LDR of BPR is 1.03. Weghti
conclude that revenue-sharing is not as attrattivdepositors as a definite interest rate.

Financings (loans):The main loan product in BPRS is Murabahah, i.eglas contract between bank and customer
with a fixed profit margin for the bank. Flexiblegfit-sharing, which is cumbersome to calculatepisminor
importance. Qard al-Hasanah, a financial productife very poor for which the bank bears the fisk but receives

no remuneration except an administrative fee of ~@%sts only in theory. It is listed as one of greducts in only
one of the BPRS visited, but has no takers. Tataltings (loans outstanding) of 84 BPRS as of 2803 amount

to Rp 1.65bn (US$195,200) per BPRS, compared to4Rgfbn (US$ 509,000) for the whole BPR sector RRd
4.41bn (US$ 522,000) per conventional BPR.

Case studies: Two of the five case studies of Islamic micro-kscarried out in 2003, the smallest and the ldrges
are presented below.
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Box 1: Two sample BPRS
BPRS Artha Fisabilillahn Cianjur, the smallest of the five sample BPR@s established in 1994 by
shareholders. By 1997, as a result of lack of mameamt experience, it was technically bankrupt and

9
w

restructured. The new management was not very dignama was replaced in 2001 by a retired BRI credit

officer. The bank, located next to a local markteds 1150 savers and 163 borrowers. With a std
eleven, six of them loan officers, it offers doegstcollection services to about 200 clients a diaglso
offers deposit services to school children anditunsdns. Total assets are Rp 1.40bn, deposits RpbD
and financings outstanding Rp 1.21bn. Its overatffgemance is not yet satisfactory. Its main probis
lack of funds, due to a shortage of deposits apitalafrom the owners. The bank is struggling witlan
recovery and has improved considerably in 2003.NIB~ ratios in 2001, 2002 and 2003 were 9.
190.8% and 4.5%, respectively; its loan loss ratiese 8.9%, 18.7% and 6.25%. Yet the bank has e
the black for the past three years, with ROAs 882.1.7% and 2.4% and ROEs of 7%, 4.3% and 8.]
respectively. Its main future strategy to improf¥feceency is staff upgrading through training.

BPRS Wakalumin Ciputat, the biggest of the five sample BPR&swstablished in 1990 by a foundat
(Yayasan Wakalumi) as a conventional BPR and cdegefor religious reasons into a BPRS in 1994
has 118 shareholders, among them BMI (19%, dowm f48%), the former Minister of Cooperatiy
(23.5%), a Citybank manager (26%), the foundingnfation Yaysan Wakalumi (5.6%) and ove
hundred individuals, mostly Muslims working at Gignk. The bank seems to have a successful
promotion strategy: the president director, witB.A. in agriculture, has been with the bank sine84,
learning on the job and promoted up the ranks;dihector, a woman with a diploma in accounting,
been an employee since 1997 and was promotedédctalirin 2003. The bank has grown rapidly and
has five branches and a staff of 38, 13 among tloem officers. Its 2000 borrowers are mostly sn
traders on traditional markets, to whom it selts fihancings as Islamic products. It has four fiiag
products, with Murabahah the dominant one. Throegiht savings products and four term dep
products, it has attracted 5000 savers. With ROA&A2001-2003 of 4.1%, 3.65% and 3.35% and RO
of 20.3%, 21.05% and 24.1%, respectively, it ishhigprofitable: apparently a showpiece that cowddve
as an exposure and apprenticeship training sitetfar banks.
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Annex 4: Islamic cooperatives

Conventional and Islamic cooperativesindonesia has a differentiated sector of coopezatiwhich has been
historically dominated by the heavily subsidized Kdystem:Koperasi Unit Desamulti-purpose cooperatives at
sub-district level with units at village level. Byw all co-operatives had to be integrated intoKiub system. As
government intervention in management and resoaloeation stifled any spirit of autonomy and dedfip,
privately organized credit unions and large numloéiself-help groups resisted being incorporateetjdently with
official sanctioning. Since the downfall of the @ufo regime, the cooperative sector has seen sberalization,
but is still far from self-organization and autonprin fact, the very existence of a Ministry of Q@aoatives, with
unclear and perhaps counterproductive functiomsdst in the way. In the framework of the new deaedimtition
law, cooperatives are now being registered automsityaon the districts and provinces, which is likéb make the
task of regulation and supervision more difficult.

According to statistics of the Ministry of Coopévas, the total number of financial cooperativexli{iding single-
purpose KSP and financial units, USP, of multipsgaooperatives) amounted to 40,639 as of Dece@(is,
which includes those credit unions and BMT whiclcided to register as cooperatives; they also ireclud
cooperatives which are inactive and have failedregport. The Ministry has financial information 016,376
KSP/USP as of December 2003.

The KSP and USP are on principle registered witle Ministry of Cooperatives and are subject to guli@ory
framework, with minimum capital requirements to @& a cooperative, a soundness rating system (loesttht
for banks) and a loan classification system. Howedeficiencies include the absence of legal lepdimits,
requirements for loan-loss provisioning (left upinaividual cooperatives) and sanctions. Theradseffective
supervision; and whatever regulation exists is enforced after registration. Also, there is no deipprotection
system, and there are no associations of KSP/USP.

In addition there are 1,071 privately organizedditreinions (Koperasi Kredit) as part of the worlekdit union
movement, WOCCU. They are supervised by INKOPDHhEirt national apex, which has rated 90% of them as
sound. A small cooperative movement, Swamitra, besn organized and effectively supervised by tlae st
cooperative bank, BUKOPIN.

Overview: Islamic cooperatives (BMT)are a recent development, with rapid growth dutimg first part of the
1990s. Its 2,938 units (as of 2000) constitute 7a2%ll financial cooperatives, 2.8% of depositsl &n1% of loans
outstanding. Borrower outreach is reported as TBdizounts, which is less than 1% of total borroawgreach of
the financial cooperative sector. There is no imf@tion on the number of deposit accounts. (ADB 2003e
majority of them are registered with PINBUK, nottlivhe Ministry of Cooperatives, which has no infation on
how many of them are registered as cooperativeesthates the number of registered BMT at 500battotal of
3000.

Islamic cooperatives suffer from the same benigyulaory neglect as conventional cooperatives. &hgrno
overall supervision and no systematic recordingitifer conventional or Islamic cooperatives (BMifjpst BMT
(83% according to a Bl estimate) are not even tegid with the Ministry of Cooperatives. After aripe of rapid
growth after 1995 when PINBUK assumed their proomtihey are now in decline; the majority of th€®3BMT
now are assumed to be dormant or technically bamtkRINBUK has no power to enforce reporting, miggs so
prudential regulation; the Ministry has the powbut does not use it, and may in fact be an inapjatE
organization to do so. All general information prad in this report on cooperatives is thereforeuéstionable
validity. In recent years, efforts have been mauénprove the quality of cooperatives, reportedlighwinitial
success in some areas like Central Java.

Regional distribution: The majority of the 2900 BMT (60% in 2003) aredted on Java, but are spread far more
equally over western, central and eastern Java. @@%n Sumatra, 12% on Sulawesi. BMT are undezsemted
on Kalimantan and the smaller islands.

Mission, legal status, governance and supervisiolhe BMT in our sample see it as their mission étphhe
enterprising poor, particularly very small microtepreneurs including food vendors. Only an est@a&00 out of

" Mostly referred to as BMT, though there is alsnll section of BTM and, in Aceh, of Baitul Qirad
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3000 BMT are registered as financial cooperativies the Ministry of Cooperatives. It is not expeattbat the draft
microfinance law of 2001, which might have providedegal framework, will be enacted within the f&geable
future. As cooperatives, BMT are owned by their rhers; but there is frequently a distinction betwsbare-
holding voting and associated members. Board sidecamposition are not standardized. Only about 586rt to
PINBUK, which has no formal supervisory powers; @ervision project was short-lived as funds ran. out
INKOPSYAH receives monthly reports from its membess a prerequisite of access to sources of refingnc
Officials from the Ministry of Cooperatives rarelp beyond attending annual meetings when invitéebrd is no
external auditing. Supervisory arrangements, eefoent of standards, information and reporting &feeabsent
or ineffective.

Delivery system, market and outreach:In four BMT visited in 2003, the average numbeffsis close to four.
The average service radius is about 14 km. BMT madlyndo not have branches. The majority of cliesats small
and itinerant traders and other micro-entreprenéies estimate total saver and borrower outreacratnd 1.7m,
but probably only about one-third of them active.

Total assets and sources of fundsthe median asset size per BMT is estimated by RIKIRt Rp 250 million
(US$ 24,000) as of 2001. 2% were listed with asiets above Rp 1 billion, 9.5% with asset sizesva&0 million.
Deposits are the main source of funds, followed&pital. In contrast to conventional cooperatil@syowings in
BMT seem to be of minor importance; the mean loantfplio is almost matched by deposits (LDR = 103%)

Islamic financial services:The question about differences between Islamiccamtparable non-Islamic institutions
evoked little response. Deposit products are maialsyed on mudarababh, i.e., revenue-sharing betelests and
BMT. The average ratio in the four sample BMT favisigs accounts is 34:66, average annual retum8.80%; the
respective values for term deposits are 42:58 &8mgPA - insignificantly higher than in the sampleRER

The average number of loan accounts in the foupEaBMT, which are far above the national averagsize, is
327. Loan sizes are less than half the volumeasfehn the sample BPRS. In the sample BMT, 61.5%nahcings
are murabahah, i.e., sales contracts between bahkli@nt — less than in the BPRS. Mudarabah, baseprofit-
sharing, amount to 32%, and qard al-hassan, ddegeproduct for poor start-ups, to 3.5%. Requicojateral is
standard. In some cases there are compulsory sag&iognd 5%. Effective annual gross mark-ups, efitgmargins
to the bank, are around 50%. It is common not trgh penalties on late payments. Given a sampteo$iz out of
2900, these figures are at best indicative.

Economic performance:In the absence of effective regulation and sug@rmi the performance of BMT is very
uneven; information is sporadic. A large numbeBMT are dormant. PNM has identified 500 BMT, whiafe
members of INKOPSYAH and registered with the Mo€,veorth strengthening; this is less than one-fiftithe
total number. In the four sample BMT, NPF ratiosyvavidely, from 1.4% to 30%, but are mostly estiesatAll
four BMT in our sample show positive returns onryead assets, with ROAs ranging from 0.16% to 2.B%;
there may be sizeable bad debts, which are notrslasvguch.

Affiliations and support: The most important promoter of Islamic cooperatilsPINBUK, established in 1995. It
provides a MIS to BMT and, through regional officessic, intermediate and advanced training, plaising of
trainers.INDOPSYAH a commercially operating secondary-level coopezafunctions as a wholesaler of funds
from other sourceMicrofin has established a network of 109 BMT and chanmedgect funds to a total of 673
BMT and KOPONTREN, plus 24 BPRS; it also tries torpote their institutional upgrading to MFIs (LKMy
BPRS.PNM, which has replaced Bl's (the central bank) lidyictredit operations, has provided liquidity to 85
BMT. To step up its outreach and effectivenessyilt cooperate with PINBUK and ASBISINDO to provide
supervision and training. Additional financial resces are provided by Islamic banks. BMI, the fistamic bank,
channels funds througBaitulmaal Muamalatind technical assistance through Meamalat Institute for Research,
Training, Consulting & PublicationBMTs also receive donations from wealthy Muslifike main constraints for
BMT are management and supervision weaknessefymaihg.
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Annex 5: Financial products in Islamic commercial lanks, microbanks and cooperatives in Indonesia

Islamic financial products do not seem to have any particular attractiorstantic financial institutions and their
customers in Indonesia. Revenue-sharing in depg@¥italarabal) is unduly complicated and little appreciated
because of monthly fluctuations and annual ex-mpastulations; remuneration-fre@ard al-Hasanahdeposits,
which are very important in Iran, are non-existéntindonesia. Profit-sharing in lendingi¢darabaf), which
should be the backbone of Islamic banking, cortsttibut a small part of the portfolio, as it daedran.Qard al-
Hasanah remuneration-free lending to the poor, is vityialon-existent in Indonesia. The largest part lué t
portfolio is trade finance at a fixed margiMyrabahat), as is the case in Iran and among $amadiq(village
funds) in Syria. But this again is complicated amteases transaction costs because it involvestwtracts by the
bank: one with the seller and one with the borroveémultaneously, it adds information, security grethaps
collateral in the form of the transacted commodityequipment. Moreover, the art of Islamic bankisgot fully
mastered by many managers in Islamic institutionany of them retired conventional bankers. Thengtite of
Islamic finance lies in its conservative charaotely real transactions, but no speculative invesiis, are financed.
This reduces financings to micro-entrepreneursautltollateral to a minimum.

Financial products in Islamic commercial banks:

Table 1: Deposits in Islamic commercial banks aadking units, Dec. 2003

Deposits

Wadiah current accounts 11.1%
Mudarabah savings accounts 28.1%
Mudarabah time deposits 60.7%
Total percent 99.9%
Total amount Rp 5.72tr
Percent of total liabilities and equity 72.8%

Bank Muamalat Indonesia (BMI), the first and latgetamic commercial bank in Indonesia, reports fthikowing

yields to depositors of 6-7% p.a. on savings actoand 7-9% on term deposits.

Table 2: Financings by Islamic commercial banks laatking units, Dec. 2003

Financings

Musharaka financings 5.5%
Mudarabah financings 14.4%
Murabahah receivables 71.5%
Istishna’ receivables 5.4%
Other 3.2%
Total percent 100%
Total amount Rp 5.53tr
Percent of total assets 70.4%

Financings of BMI, with a loan portfolio of Rp. &2, are distributed product-wise as follows: Muahbh 53.5%;
Mudharabah 34.6% Musyarakah 1.6%, other 10.3%.

Table 2A: Financial products of Islamic banks (coencmal and rural),
in percent, 2000 and 2005

2000 2005
Financings:
Musyarakah 2.6 12.5
Mudarabah 30.5 20.5
Murabahah 62.6 62.3
Istishna 6.0 1.8
Qardh 0.0 0.8
Other 0.8 2.1
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Total financings in % 100.0 100.0
Amount in million Rupiah 1,239,423 15,231,942
Deposits:
Wadiah 215 13.1
Mudarabah Savings 32.7 28.0
Mudarabah fixed deposits 45.8 58.8
Total deposits in % 100.0 100.0
Amount in million Rupiah 1,028,923 15,582,329
Financing-to-Deposit Ratio, % 123.5 97.8

Financial products in Islamic micro-banks (BPRS)

Table 3: Deposit products in five sample BPRS

BPRS Total amount | Number  of Savings accounts Time deposits*
(in million Rp) | products

Revenue- Average | Revenue- Return
sharing return in| sharing in % p.a.
Client-Bank | % p.a. Client-Bank

1 Alwadi'ah | 3,796 4 50:50 6% 70:30 10%

2 Artha Fis. 619 4 30:70 12% 40:60 18%

3 Harum Hik. | 4,018 3 40:60 8.8% 65:35 14%

4 Wakalumi | 6040 12 35:65 7.09 56:44 11.35

to 66:34 to 13.37

5 Bangka 5,622 n.a. 40:60 7.5% 55:45 11.5%

Mean 4,019 5.75 40:60 8.3% 60:50 13%

Table 4: Loan products in five sample BPRS

BPRS Amount No. of| No. of| Loan products in % of portfolio

(inmn Rp) |accounts |products |Murabaha | Musyaraka| Mudaraba | Other
h h h

1 Alwadi’'ah 5,694.4 800 3 60 40

2 Artha Fis. 1,208.0 163 4 85 15

3 Harum Hik. 4,312.7 800 1 100

4 Wakalumi 9,652.8 2000 4 93 5 0.5 1

5 Bangka 4,562.8 n.a. 2 90 10

Unweighted 5,086.1 941 2,8 86 9 2 3

mean

Financial products in Islamic cooperatives

Table 5: Deposit products in four BMT

BMT Total amount | Number  of Savings accounts Time deposit accounts

(in million Rp) | products

Revenue- Average | Revenue- |Return
sharing return in|sharing in % p.a.
Client-BMT | % p.a. Client-BMT

At-Tagwa 1,957.9 5 35:65 9.0 45:55 13.2
40:60 9.6
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Ibaadurrahman | 199.3 4 25:75 5 35:65
40:60 ~12
45:55
Latanza 137.15 4 40:60 11 40:60 14-16%
Wira Mandiri 575.8 5 10 14
Mean 717.5 4.5 34:66 8.8 42:58 13.6
Table 6: Loan products in four BMT
BMT Amount No. of| No. of| Loan products in % of portfolio
(inmn Rp) |accounts |products |Murabaha | Mudaraba | Qard Al-| Other
h hh Hassan
At-Tagwa 1,819.4 500 4 70 15 6 10
Ibaadurrahman | 217.2 300 2 51 44 2 3
Latanza 345.8 200 2 33 61 6
Wira Mandiri 587.3 308 4 92 8 0
Unweighted 742.4 327 3 61.5 32 3.5 3
mean
Table 7: Financing terms and conditions of BMT Tstgwa
Loan products
1: Murabaha 2: Mudarabahh |3: Qard Al-|4: Qard
Hassan
Portfolio 70% 15% 5% 10%
Number of borrowers 80% 1% 6% 10%
Minimum loan size in Rp million 1 5 0.1 0.5
Maximum loan size in Rp million 25 25 1 2
Profit-sharing margins:
Nominal (flat) 18-24% 18-24 0 0
Fees if any 1.5% 15 0 0
Effective p.a. (approx.) 38-50% 38-50% 0% 0%
Profit-sharing vs. interest rates A fair system
Admin. fee for late payment 0 0 | O | o
Minimum loan period in months 3 12 3 3
Maximum loan period in months 36 24 12 12
Instalment schedule M M M M
Collateral/guarantee requirements Yes Yes No No
Loan size tied to savings? 10% No 5-10% 5-10%
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