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Annex 1  The Microfinance Sector in Bosnia and Herzegovina

1. Short summary of Fikret Hadzic thesis presented in the paper

1. Most of International financial support was misused and not utilized in the Country.  

2. Stable financial system is the ground for sustainable development. 

3. IMF solutions are stabilizing the system 

4. Islamic Banks could be successful in such environment in trade financing and stabilization of the system.

2. Critiques of the thesis

2.1. Critiques of IMF methods of stabilizing financial system in the Country 

Maintaining inflation at low level and currency stability by Central Bank of Bosnia and Herzegovina is a great achievement.  More then 40% of unemployment and full dependence of the Country on international help after receiving it for five years either. Policies implemented by IMF failed in the whole World in regards of achieving sustainable development. There is no any reason why they should by successful in Bosnia and Herzegovina. They are designed to preserve the international financial markets, not the stability of periphery countries as  George Soros (Currency Trader; Billionaire; Philanthropist)  said in his interview about Brazil : 
"Its failure to bring the required relief indicates that there is something fundamentally wrong with the international financial system as currently constituted. Brazil's problems cannot be blamed on anything Brazil has done; the responsibility falls squarely on the international financial authorities...In recent years, the so-called Washington consensus has put its faith in the self-correcting nature of financial markets. That faith has been misplaced. Ever since capital was allowed to move around freely, one crisis has followed another and the IMF has been called on to put together ever-larger rescue packages. Market fundamentalists blame the moral hazard created by the IMF bailouts. In the aftermath of the Asian crisis, the IMF switched from bailouts to bail-ins. The true risks of investing in emerging markets were revealed, and there has been a reverse flow of capital from the periphery to the center ever since. 

"The fact is that financial markets require a lender of last resort to preserve stability, and there can be no lender of last resort without a modicum of moral hazard. Every developed country has learned this lesson domestically but we have yet to learn it internationally. The current system is lopsided. It is designed to preserve the international financial markets, not the stability of periphery countries. It has rendered the risk/reward ratio of investing in emerging markets unfavorable.

("Don't Blame Brazil" Financial Times; Aug 13, 2002 )
Experiences of Poland and Argentina with low inflation (stabile currency)  and privatization process do not bring any advantages in long term. 

Joseph Stiglitz Nobel Prize winner  for Economics. formerly chairman of the Council of Economic Advisers to then US President Bill Clinton, and chief economist and senior vice president of the World Bank tell  us what lesson shall we learn from Argentina crisis: 

“(...) The IMF encouraged this exchange-rate system. Now it is less enthusiastic, though Argentina is the one paying the price. The peg lowered inflation but did not promote sustained growth. 

Argentina should have been encouraged to fix a more flexible exchange rate, or at least a rate more reflective of its trading patterns. 

There were other mistakes in Argentina's 'reform' program. It was praised for allowing large foreign ownership of banks. This led to a seemingly more stable banking system, but one which failed to lend to small- and medium-sized firms. 

After the burst of growth which came with hyper-inflation's end, growth slowed, partly because firms could not get adequate finance. 

The government recognized the problem, but was hit by numerous shocks beyond its control before it could act. 

East Asia's crisis of 1997 provided the first shock. Partly because of IMF mismanagement, this became a global financial crisis, raising interest rates for all emerging markets, including Argentina. 

Seven lessons must now be drawn: 

In a world of volatile exchange rates, pegging a currency to one like the US dollar is highly risky. 

Globalization exposes a country to enormous shocks. Adjustments in exchange rates are part of the coping mechanism. 

You ignore social and political contexts at your peril. Any government following policies which leave large parts of the population unemployed or underemployed is failing in its primary mission. 

A single-minded focus on inflation - without a concern for unemployment or growth - is risky. 

Growth requires financial institutions that lend to domestic firms. Selling banks to foreign owners, without appropriate safeguards, may impede growth and Stability.

One seldom restores economic strength - or confidence - with policies that force an economy into a deep recession. 

Better ways are needed to deal with situations like Argentina's. 

In Bosnia and Herzegovina privatization process revenues are utilized for debt servicing and at the same time provided opportunities for the state to get rid if liabilities originating from years of unpaid wages in state companies. 

Banking system in Bosnia and Herzegovina is dominated by foreign private and public capital.  At the end of 2001 foreign capital represented 58%of overall capital by mid 2002, this had risen to 70%.

The privatization of the remaining banks should be accelerated in compliance with the legally prescribed terms and deadlines. The Government of the Federation of BiH should also transform the Federal Investment Bank into a Federal Investment Fund, in accordance with the agreement reached with the World Bank. 

Again in Poland and Argentine more then 75% of baking capital is controlled by foreign banks. However, this fact does not improve the situation in manufacturing and society. Still there is no supply if cheap long-term loans to local companies. Beneficiaries of the system are Multinational Companies who are able to take advantage of cheap local labor and raw materials. 

Bosnia and Herzegovina will be next good example of how debt financing policies are bringing country to bankruptcy. 

2. Critiques of Islamic Banking Institution’s  role and functioning  in the Country

There was a great hope in Bosnia and Herzegovina amongst Muslims  that with establishment of Islamic Banking Institution Bosniaks were to have  a tool of economic development, which will be engaged in long-term industrial ventures in order to achieve increased social welfare. This hope was present also in other Muslim Countries. 

But today's practice has shown that Islamic banks are at a competitive disadvantage compared to traditional banks.  BBI is loosing its ground in Bosnia and Herzegovina not only in competition with Western Banks, but also with Muslim Community as not friendly and difficult in dealings. Management of the Bank where changed at least twice since the establishment in 2000. Lack of strategy and development vision are effecting hopes of local Muslim community for utilization of Bank’s capital in proper and sustainable way. 

In comparison with Reifeissen Bank which was established in the same time subscribed capital of the BBI was not utilized efficiently. 

Other countries experience shows that Islamic banking is based mainly on Murabaha as major financing technique. Murabaha on a deferred repayment basis is economically seen the same as interest on a loan. The current trading practices of Murabaha make it even look as exactly the same as interest. However, Murabaha is not encouraged by Muslim economic thinkers. In BBI most of the transaction are structured in the above way. Trade finance should be one of the services provided to clients but not the only one and not the dominating one. Export revenues cover less than one third of imports  in Bosnia and Herzegovina. 

It is true that Islamic Banks, according to study of IMF, represents stabilizing part of the financial system not only in Bosnia and Herzegovina. But is also true that this stabilization factor is achieved when PLS modes of financing are dominating other mark up modes. 

Profit and Loss Sharing has failed to be applied successfully in practice. Mainly to the lack of regulations  and control on the concerned contract. 

Another reason for the lack of PLS is the fact that asset markets don’t exist in most Muslim countries including Bosnia and Herzegovina where land could not be used as collateral till now. 

Also no efforts is taken to establish legal frame within existing Banking Law in Bosnia Herzegovina for Islamic Banking System and Institutions as it pioneered in Malaysia or Indonesia. 

Due to existing legislation and institutional shortcomings lenders have enormous difficulties recovering receivables in the case of default. An inefficient judiciary system is  part of the problem. All these factors are hindering the financial sector not only of non-interest nature but also interest from fulfilling one of its central functions, namely the financing of investment into productive capacities.

3. Debt financing – main cause for poverty in the Country 

3.1 Analyses of Internal and External Debt in the Country 

According to poverty reduction strategy paper

 “The large public debt of around 5 billion US$ (including foreign debt) is the major threat to the macroeconomic stability of the country. A debt repayment plan will be adopted. This will require adoption of the Law on internal debt, which should define the right of the Treasury Ministry to issue bonds, initially to cover the internal public debt, and later on to finance other budget obligations. This will strengthen the establishment of  the capital market.”  

Bearing in mind the need to develop the country's securities market, the Central Bank should be empowered to issue short-term bonds. This instrument could have a cohesive effect within the banking sector and its case could further strengthen the financial sector in the guarantees field.

These will also further increase the burden of debt on society directly by taxes and reduction of social expenditure and indirectly by creating principal capital market for Banks in Bosnia and Herzegovina.  It is well recognized that most of the capital owned by Banks is utilized on Capital Market rather then in Real economy (production and services) of the country.  Poland is a good example of this statement. Most of the investments of Polish Banks owned by Foreign Investor goes to Bond and Treasury Markets. 

Given the huge deficit in the current account – approximately USD 1 billion and thus close to

one quarter of GDP – the country’s financial problem is obvious.

Under conditions as determined by the currency board regime, in a country with no capital inflow a high current account deficit would push towards shrinkage of money in circulation. So far, there was enough capital inflow to avoid such a development, but it was not a market-generated inflow. Instead, it was capital inflow in the form of loans granted or initiated by the international donors community, especially the international financial institutions. At the end of 2000, BiH’s external debt amounted to USD 2.969 million or roughly 69% of GDP, with the World Bank being the major creditor (USD 1.26 billion). It is expected to be higher in 2006 by 8,6%. The debt service requirement for 2001 was USD 93.1 million, for 2002 to 2004 it will amount to somewhat below USD 170 million annually.

The government can satisfy the population’s need for public services only thanks to external support.

3.2 Comparison of Servicing External and Internal Debt and Expenditure on Education Social care and Unemployment

It is interesting to note the total expenditure for education is 6% of GDP, social care and unemployment 15.8% of GDP while foreign debt servicing is more then 10 % of GDP in total.

Effects of debt burden on sustainable development (SD)

Negative effects of debt burden in Bosnia and Herzegovina is not feasible yet fully, although chronic lack of capital, as pointed out by Fikret Hadzic, is present. 

The main reason for that is restructuring of the debt, grace period in repayment of external debts and high inflow of foreign capital. The majority of loans have been granted on „very favorable terms” (on average, the repayment term is 30 years and the grace period 9 years), which greatly facilitates debt servicing. However, debt-serving liabilities towards multilateral institutions have begun to rise since the year 2001.It should be borne in mind that the time has passed when loans were available on favorable terms and debt servicing will begin to place. 

The country ’s internal public debt, which is the total accrued government budget deficit, is largely the consequence of the war, economic recession and inflation. At present, the public debt of BiH amounts to approximately 100%of overall Gross Domestic Product (GDP),of which some 66%is foreign debt, the remainder of 34%comprising liabilities:

-on state guarantees;

-towards egal and natural persons for property confiscated during the war;

-for former foreign currency deposits.

Transitional countries solve the problem of high internal debt, inter alia, through issuing short-term securities (T-bills) and medium-term securities (T-bonds),as well as other types of securities (treasurer ’s bonds, commercial bonds and state bonds, deposit certificates etc.).This allows the state to incur debts to enable it to cover the budget debt and to repay generated debt. 

The charging of interest on debts is a unbearable weight around the necks of millions of people worldwide not only in Bosnia and Herzegovina. It is unfair that country which was recognized only in 1992 is already indebted and there is no hope that its debts will be ever repaid. What is more pity most of the borrowed – money have not actually reached final users. It was spent by foreigners on financing the cost of donations and cost of their implementations. As a result more then 40% of population is unemployed and without social security despite the increase of currency in circulation by more then 500% in just few years. 

There is great resistance from people against the move from a market economy, which is not an invention of capitalism but rather an invention of civilization, to a market society. 

Market society is organized in a such way by IMF policies that it should achieve maximum profit to serve external debts of a country:

“The strengthening of the private sector, as the only successful long-term means of achieving sustainable economic development and growth in BiH, and thereby the stable servicing of external debt” (PRSP Paper Chapter on Macroeconomics and Fiscal Policy).

Sustainable development, in particular, social and economic dimensions like character building, mental peace and happiness, family integration, human brotherhood, social and political stability, minimizing crime and anomie are not possible to achieve in market society. 

The most rational way to produce is to use local resources to meet local needs. However, If people cannot trade because of a lack of money, they will always be at the mercy of others. From Indonesia to Argentina, local vulnerability to national and global economic shocks is increasing. Reforms have so far failed to stem the tide, now real alternatives are needed.
4. Riba elimination: a measure truly dedicated to poverty alleviation. 

Is sustainable development possible with interest economic system at all? Most of Islamic and Western Alternative Economist recognized that  major changes in our Economic System should take place, before total collapse will appear . Main change of existing economic paradigm is replacement of debt financing and interest based banking with just monetary system and interest free finance. 

4.1 Role of Islamic Banking System in the Country in Poverty Alleviation 

Islamic Banks should rethink their local policies and focus on riba – elimination through all possible means within local Muslim and Non Muslim communities. This will lead to poverty alleviation and optimization of profit. So called foreign capital from rich Muslim Countries should be utilized through Guarantee Funds rather then directly  invested in local markets. Local assets should be recognized and organized in order  to be used as collateral for capital. 
4.1.1 The negative and positive present and past Islamic banking experience in Muslim World in poverty alleviation should be considered in Bosnia and Herzegovina. 

Pakistan, Sudan and Iran experiences show that implementation of Islamic finance only in retail and investment Banking without implementing it on Foreign Trade and Government Financing level is not enough to reduce the poverty of the people.

Successful implementation on the other site could be observed in agricultural sectors of Iran, Sudan and Bangladesh where Small and Medium Size Enterprises benefited the most  from  micro-finance and Bay[ Mu’ajjal Mode of Financing. 

4.1.2 The future role of Islamic banking institutions in Eastern and Central Europe. 

Lack of vision and strategy in Bosnia and Herzegovina for Islamic Banks and Institutions  is not a surprise.  Lack of education and experience are main causes.   Following section is about General Policy Suggestions  for the territories of Central and Eastern Europe, including Bosnia and Herzegovina for Islamic Banks and Financial Institutions: 

just monetary system: creation and supervision of credit unions and insurance cooperatives 

In most of Central European countries tradition of Credit Unions and Insurance Cooperatives is still remembered and supported. It is a very good base for Islamic Banking Institutions to start with its operations  in local market. 

It appears that the introduction of Islamic banking in the Federation of Bosnia and Herzegovina without an adequate legal framework will eventually put a lot of pressure and constraints on Islamic banks. 

Establishing Commercial Islamic Bank requires changes in legal frame of Banking Act of the Country and approval of Central Bank Authority, but adopting Credit Unions and Insurance Cooperatives to Islamic Principles is much easier, cheaper,  faster and less risky

Participation in privatization and amalgamation of small commercial banks is not feasible either for Islamic Banks. 

Islamic Bank could act as a supervisory and guaranteeing body for local credit unions and insurance cooperatives instead.   On the other hand Islamic Banks  could participate in transformation of small commercial banks into credit unions. 

Among those banks which could be considered for transformation  is Vakufska Banka with the Islamic Community as a major shareholder. Depositna Banka primarily owned by Saudi Arabian businessmen, SEHIN Banka owned by a trust that provides services to families of martyrs and invalids of war are also included among those banks. Even though these banks have the intention of Islamizing their operations and merging with one another, they lack the initiative to do so without foreign financial as well as technical assistance. In this regard, the IDB can play a very crucial role.( Kovacevic) 

In Bosnia and Herzegovina and other former Yugoslavian Republic private and local management of banks are allowed and practiced since 1960

‘The system was decentralized, allowing some competition in the product market, but generally restricting competition and mobility in the labor and financial markets. Commercial banks were the only source of institutional capital, and bank credit was the only form of financing for enterprises. It is interesting to mention that banks were owned and controlled by large enterprises, both as owners and debtors, who used banks to obtain financing on favorable terms.” (Kovacevic) 

Interesting sociological observation is also noticed by Kovacevic: “The socialist ideology saw interest rate as harmful. Consequently, banks in former Yugoslavia were not allowed to work for profits and profits were redistributed by the state. So, the collective memory of the harmful impact of interest rates still exists in Bosnia and Herzegovina thus offering the opportunity for Islamic banks to be well received.”  It indicates that educational role of Islamic Banks is  of crucial importance either in this territories. 

Successful cooperatives banks’ experience in Poland proves that the focus on Small Cooperative Non Interest Banks by Islamic Banks should be considered as a priority before entering Commercial Banks Market. 

Micro finance to small and cottage industry owners through bay[-mu’ajjal mode

Before the war, agriculture and food processing had been relatively advanced in BiH. Over 100,000 people were fulltime employed in the production of agricultural products, services related to agriculture, food and beverages. Agricultural production included cereals, meat, milk, vegetables and fruit. In most parts of the country farms were small and run by families. Many of the people running a farm had a second job outside agriculture. But production was reduced drastically by the war, and never recovered. 

Apart from some minor exceptions, international foodstuff producers International reconstruction aid did not put emphasis on supporting the recovery of small-scale family farming ; projects in sup-port of agriculture were of limited extent. To recover, farm production would need a favorable rural infrastructure: suppliers of in-put, possibility for repair of machinery, and veterinary services on the one hand, and functioning links to food processing companies or final consumers on the other.

So far a few segments of the food processing industry have attracted investors. Mainly beverages and in this mainly alcoholic drinks like beer e. x most of agriculture sector investment of World Bank and European Bank of Reconstruction and Development were directed towards breweries.

In terms of its potential contribution to GDP, small-scale family farming is of marginal significance. However, in many countries such farms’ production in excess of the families’ own consumption was the basis of development, and to some degree this was also true for the post-war recovery in Western

Central Europe. 

According to Alam M. N:

“The rural-based small and cottage industry (SCI) sector in developing nations contributes greatly towards economic development by generating employment opportunities and mobilizing rural savings towards productive sectors. (…)It is revealed from many researches that this SCI sector is one of the most neglected sectors of economy in almost all least developed and developing nations of the world. Among others rural-based SCI owners suffers from lack in working capital, institutional credit facilities and poor management. Due to the shortage of capital they are compelled to borrow funds from local moneylenders at a high rate of interest.
Small and cottage industry owners needs very little amount as their capital to start a business or industrial activities. Many organizations in least developed countries provide such funds. Islamic banking micro credit without interest has been found as great contributory factor not only to develop rural economy but also a means of developing saving habits among rural people.

(…) The lending procedures under this financing mode initiate in a different way than the normal loan giving process followed by other conventional banks. This bank gives interest-free loans to its customers on the condition that they first create a group amongst themselves. There are five members in a group. Each group requires a volunteer group leader to organize all aspects of the business and to assist the other group members in various activities.

In order to obtain a loan from the bank, every member in a group is required to open a savings account with the bank and deposit an agreed-upon amount of money every week. The savings accumulate gradually and steadily using this method, for up to ten weeks. The respondents opened savings accounts with the bank under their own names. These types of accounts are called ‘Mudarabah Savings Accounts’ (also known as Profit & Loss Savings Accounts). After the account had been opened, each member of a group was expected to begin depositing either a minimum amount of TK. 25 and a maximum of TK. 50 every week. When the ten weeks of the term of the savings with the bank came to an end, the group leaders arranged a meeting with all the individual members of each group. In this general meeting, a resolution is drafted and passed regarding the amount of loan each member intended to borrow from the bank. A copy of this resolution was then prepared for the bank officer when he came to visit the site. After considering this resolution, the visiting bank officer fixed a date with each individual member of the various groups to come to the bank with their group leaders to sign the contract for the loans. When the above-mentioned processes ends the bank-sanctions loans to the clients on a Bay[-Mu’ajjal (Credit plus Profit) mode of financing. Since the loans are not paid in cash, once clients signs their loan agreement with the bank, the bank asked them to select a supplier of raw material and to bring invoices for the price of the raw materials that they required for their industry. Upon the receipt of the satisfactory invoice, the bank directly pay the supplier of raw materials on behalf of the clients. The repayment of loans, including profits, is divided into a number of equal installments. The bank fixes the installment rate of repayment of the loans. This repayment time starts two weeks after the customer receives the loan or soon after the product is ready for sale in the market.

Changing Saving Habits: The Role of the Islamic Financing System.

The lending policy of the financing organizations in the IFS gives prime priority to the saving habits of people. As one of their lending principles, owners of the grass-root level SCI owners deposit a certain percentage of the borrowed funds. In order to develop the saving mentality among rural SCI owners the financing organizations within the Islamic financing system arrange their lending activities in such a way that the borrowers initiate group savings before they apply for loans. It takes a few weeks for the SCI owner in the grass-root level SCI system to obtain a loan. During this period, the Islamic banks contact their customers from time to time, to discuss various issues concerning their projects, and to monitor the progress of the group savings in order to develop the proper savings mentality. Thus, Islamic banks establish close contacts with the SCI owners and encourage them to save and plan how and in which way to spend their savings. Since the bank initiates group savings as a lending principle, this helps clients and educates them about the advantage of savings. The bank also had the idea of developing the saving habits to establish unity among people from different walks of social life. Thus, new saving habits as initiate by the lending organization; Islamic banks, not only unite the rural SCI owners but also their skills and efforts”. 

It is interesting to notice that in the BiH, in the first half of 2001 a 2.7% drop in retail prices of agricultural goods contrasted with a 4.9% jump in the prices of foodstuffs, which are mainly imported. In all other Central European Countries situation in agricultural market is similar: lack of capital, good past experience, bad present infrastructure and high prices of processed food.

Iran, Sudan and other Muslim Countries experience shows that agriculture industry financing could be very successful.  Conclusions from studies of Alam M.N about mobilizing rural saving towards productive sources in Bangladesh could be adopted in Bosnia and Herzegovina by Islamic Bank and Local Cooperatives.  

Management and Implementation of Strohalm Non-Interest Solutions within Local Muslim Communities 

Islamic Bank could act as a depositor and clearing house in Strohalm projects. Further discussion on Islamic Bank role is presented in Chapter 5.

There are following solutions developed and implemented by Strohalm: 

Consumer commerce circuits (C2C)

C2C is a national and international cooperation of local and regional networks where members use money to buy exchange units (also known as vouchers or units) that will be used for mutual trade. These transactions are recorded in an internal accounting system. Members that buy these units are rewarded with a purchasing bonus or with the chance for an interest-free loan. They can always trade their vouchers back into money. This trading back of units will cost a (previously determined) percentage as trade-back premium. This percentage is always the same as or higher than a purchasing bonus. The participants have agreed to leave the consumer prices in vouchers/exchange units at the same level as the monetary prices. 

C2C’s are independent democratic units that operate in a set of agreements enabling the mutual exchange and cooperation with other C2C’s in a greater regional, national or international network.

What is the purpose of a C2C?

The purpose of C2C is to free society of the interest burden that causes impoverishment, inefficiencies and (ecological) stress.

On a more practical note, the goal of the C2C network is to realize as much economic activities as possible in its own networks and in the process, freeing as much national currency as possible and make it available for interest-free loans to members.  

What are the advantages of a C2C for its target groups?

The advantages of the C2C for its participating parties are:

Consumers:

· more purchasing power or access to cheap interest-free credit;

· more local employment

Companies:

· access to cheap, interest-free credit;

· elimination of the risk of debtors; 

· more (local) demand and therefore increased turnover.

Local community (“Society”):

· Strengthening of the local economy and less unemployment

· Strengthening of the local business life’ position when competing with international concerns

· “de-stressing”: eliminate the “forced growth” inherent to the interest-bearing monetary system;

· “Environment first”: projects with a long pay-off period (e.g. environmental investments) will turn out to be profitable thanks to the interest-free financing;

· Creation of a special fund for community projects, to be allocated by the members.

Local government:

· A more stable local situation

· More tax incomes due to increased local economic activities;

· Fewer expenses for fighting poverty-related social wrongs (criminality, prostitution etc.).
The Fomento Program

The Fomento Program is an innovative Micro-Credit program designed to increase the benefits of traditional micro-credit programs in two ways: by increasing the amount of currency in circulation to increase the chances for success of the enterprise initiatives of the borrowers, and by increasing the length of time money stays locally to strengthen the local economy.

Strohalm, in partnership with Banco Palmas in the city of Fortaleza, Brazil, has implemented the Fomento Program to strengthen the delivery of services to the clients of the Bank and to develop the methodology for implementing Fomento throughout Latin America and the Global South.

Implementation of Islamic Gold Dinar Concept in Foreign Trade Exchange

One of most important factor of economic growth is balanced trade deficit. In first eight months of 2001 BiH recorded a foreign trade deficit of USD 1.25 billion. Imports amounted to USD 1.96 billion, exports to only USD 0.71 billon. According to Jago Lasic, Deputy Head of the Economic Chamber of the Federation of BiH, the imports of food, drinks and other consumer goods alone exceeded the total of exports. Experts, when confronted with this news towards the end of last year, warned of the fact that the country was facing bankruptcy. ‘The state must undertake measures in order to improve export, otherwise everything leads to bankruptcy’, said Jago Lasic at a press conference. Latest improvement includes: 

1. Establishment of the Investment Guarantee Agency, specialized in export guarantees 

2. Regional Balkan Trade Liberalization Agreement 

Islamic Bank in Bosnia and Herzegovina should implement Islamic Gold Dinar Standard in all Foreign Trade Exchange Activity with OIC countries. 

Tan Sri Nor Mohamed Yakcop, an economic adviser to Dr. Mahathir, explained the system as follows, using trade between Malaysia and Saudi Arabia as an example: “Malaysian exporters will be paid in ringgit [the Malaysian currency] by Bank Negara [the Malaysian National Bank] on the due date of exports.... Similarly, the importers will pay Bank Negara the ringgit equivalent of their imports. The Saudi Central Bank will do the same for its exports and imports. Say, at the end of a three-month cycle, the total exports from Malaysia to Saudi Arabia is 2 million Gold Dinar, and the total exports of Saudi Arabia to Malaysia is 1.8 million Gold Dinar. Therefore, for that particular three-month cycle, the Saudi Central Bank will pay Bank Negara 0.2 million Gold Dinar. The actual payment can be by way of the Saudis transferring 0.2 million ounces of gold in its custodian's account in the Bank of England in London, to Bank Negara's account with the same custodian. The important point to note here, is that the relatively small amount of 0.2 million Gold Dinar is able to support a total trade value of 3.8 million Gold Dinar.”
Issues of Islamic Sukuk bonds and Management of Guarantee Fund for Financing Infrastructure Projects in Local Market

Once Bosnia and Herzegovina was a major Hydro Energy Provider in former Yugoslavia. 

Only in June 2001 rail traffic between Sarajevo and Zagreb restarted after more than nine years of interruption. The EBRD and EIB will provide EUR 61 mil lion for the reconstruction and modernization of railroads of importance for BiH: Corridor Vc (Budapest – Osijek – Sarajevo – Ploce), and Corridor X (connecting Salzburg, Austria, with Thessaloniki, Greece). The loan project will receive technical assistance from Canada and the USTDA for a corporate information system, business planning, railway accounting systems and tendering processes.

Local Islamic Bank should be considered as Fund Manager of  Bosnian Guarantee Fund (BGF)  based in Bahrain. The Fund will be involved in transport and energy projects. It should manage part of funds from Federal Investment Fund. It will not restore BiH’s credit worthiness on international capital market, but it will improve ratings of project planned in BiH by backing them by foreign based securities. 
The BGF will own also assets related to infrastructure project where profit is going to be generated. BGF  will offer securities backed by asset based income  of the project to Institutional Investors from Muslim World in order to rise the needed seed capital of the Fund. The seed capital will be registered in Bahrain, but through Guarantees based on this seed capital and rated much higher then the Bosnian based one project will be attractive to other private venture capital investors  interested in regional investment. In this way Government of Bosnia and Herzegovina instead of financing infrastructure project with high interest commercial loans could attract Direct Foreign Investment. 

Another role of BGF will be issuance of Islamic Bonds. 

5. Case Study: Presentation of Strohalm Financial Non-Interest Solutions

5.1 About Strohalm 

Strohalm is a research and development institute that supports the creation of new monetary and economic systems to provide new opportunities and advantages to businesses and individuals to move towards a sustainable economy.
The present forms and methods of issuing currency cause poverty in many ways. Strohalm works to provide new options for individuals and businesses to turn this situation around. Our projects are designed to increase economic activity and lengthen the amount of time money stays local in order to give local communities and enterprises the advantages to compete, stay out of debt and develop to their full capacity.

Recent theoretical and technological advances are predicting the end of a single currency system for a country in favour of two national currencies circulating simultaneously, and for many more to be circulating at the local and regional level. Although we are seeing dollarization and currency unification in Europe, below the surface we are also witnessing the emergence of many forms of alternative currencies around the world.

Bosnia and Hercegovina was one of the most developed region in Eastern Europe. Their past experience  in Banking could be described as unique in comparison with other Communist and Socialist Countries 

5.2 Solution 

Consumer commerce circuits (C2C)

According to the economic analyses of Strohalm the interest-bearing money system creates poverty, stress and a reduction of values in society. For these reasons we decided to create interest free systems. Working in western and southern countries this meant creating systems that can compete in an environment where the money creation is based on interest. In that environment we start focusing not only on the creation of an interest free space, but on the creation of competitive systems that are able to create a breakthrough.

Consumer Commerce Circuits (C2C) is one of the strongest methods we developed up to now. Predecessors like the interest free network in Lygnere de Berrie prove that the incentives used might indeed attract a lot of energy. The circuits makes it unnecessary to use interest burdened money for something as accounting between two commercial partners. Basically it is a trade network between independent companies who use their own clearing system for mutual transactions, so no interest-bearing money is needed for these transactions.

In the C2C consumer purchasing power is attracted by means of a rebate for those who are willing to change their cash into vouchers only to be used at network members and to be used between members of the network. Most of the money with which the vouchers have been bought are available for members for interest free loans. Some is used for members who cannot find other members to spend it and need cash for that.

Actually the C2C is a smaller version of what large companies do to avoid unnecessary need for expensive interest burdened money. They manage their internal transactions within their own accounting structure or use a house bank, with which they negotiated a freedom of interest-payments as far as the total balance is zero or positive.

The difference is that the C2C works with and to the advantage of smaller businesses which stay independent in order to give them asses to interest free capital.

The difference with American barter networks that organize many trading relationships between medium-sized companies and the Swiss WIR-Wirtschaftsring which has operated successfully for decades is that it also allows members to change back their vouchers for cash, although they will have to pay a fine for withdrawing the money form the interest free circuit to the interest loaded commercial world.

The inflow of money, replaced by an internal accounting system, frees an internal reserve that can be used for interest-free investments. Besides that even in less sophisticated Barter systems a part of the investments often can be realized within the network and thus realized interest free.

To allow a healthy allocation of money, two mechanisms are used:

One proved already its value in the days of Abraham: this is the 180% opposite of interest, a demurrage paid by the rich. Some call this liquidity tax, others a levy for the use of societies money to store wealth, others as a Zakat meant to enforce a more effective circulation that allows all humans access to commerce. Anyway the result is that money is encouraged to circulate effectively.

Second is a system of membership points, earned by those who accepts the vouchers and thus helps to keep the money interest free. With those points one can join an auction in which the available cash is offered as interest free loan.

Incentives are clear:

The consumer gets a bonus when he/she buys from the interest free network. For the retailers it means more clients and restoring their competitive position against the multi-level competitors. It also means access to interest free loans.

These arguments are valid for all the members able to accept and pay with the money. Only the last one in the chain will have to pay the penalty and will thus be encouraged to keep the vouchers circulating by attracting its suppliers into the network.

Role for Islamic bank and Islamic credit unions within C2C structure

Out of principle we opt for transparent accountability. It is important that we can present the members a contract that proves the circulating vouchers are always covered for 100 %. even if this means that the amount of interest-free money they can borrow, is a little smaller. 

Lending and, if necessary, reclaiming loans is a profession. It is important that, should a problem occur, the bank agrees to consult with the C2C for a solution that will benefit everybody, including the member involved. 

Which criteria have to be adhered to when selecting a local bank? Preferred is a bank with a membership, where in the long run, the membership can be the same and thus we create a network within which a separate part of the organization performs a specific task in this network with high quality and with a fairly high degree of independence.

In theory it is possible for the C2Cto set up a financial structure on its own to carry out the duties of the bank. In practice, however, this means an extremely big effort with an uncertain result. It is important that the bank, if necessary, is able to borrow money from the central bank, so that, in the event that everybody trades back their vouchers and as a result empty the savings account, the loans to the members can continue. If that happens, than in due course, (when the reserves of the C2C have gone) the loans will have to become interest bearing. 

We prefer a cooperation with an existing bank that meet the following criteria as much as possible:

(a)
Reliable

The network’s funds and reserves are deposited on a (savings) account of the local bank. The reliability of the bank is then directly linked to the reliability of the C2C and the circulating L$.

(b) 
Accessible and customer-friendly

The bank plays a major part in “putting the C2C on the map”. When the bank has local offices, it increases the accessibility of the C2C’s services. The bank’s customer-friendliness also helps create a positive image for the C2C.

(c)
Efficient

The bank registers the purchasing and selling of $and manages the credit portfolio. An efficient record-keeping of these activities by the bank automatically leads to lower costs for the C2C-members. Cooperation with a very inefficient bank could lead to the advantages of a C2C being negated by extra high costs.

(d)
Savings bank (not a money-creating bank)

Money-creating banks might see the activities of the C2C as competitive. A savings bank on the other hand, will see the C2C as an opportunity to quickly increase its savings and therefore, its credit potential. Their interests run parallel.

(e)
Local

A local bank will be more sensitive to the C2C’s argument that they are contributing to activating the local economy. The local bank will more quickly be inclined to circulate extra profits locally, (in the form of extra loans, extra spending, distribution of profits, etc.).

What are the duties of the cooperating local bank?

The bank is responsible for the management of:

a) The local security fund this is the cash fund where the money goes to from the people that have bought the L$ (vouchers or giro). People who convert L$ back to $ are also paid from this fund.

b) The giving out of interest-free credit to members according to the auction priority based on the normal banking conditions regarding reliability and collateral.

c) Managing the investment fund at the instructions of the governing committee of the local C2C.

Which issues arise during the negotiations between the C2C and the local bank?

The negotiations between the Membership of the C2C and the Credit Union/coop-bank should include the following issues:

(a) Compensation for the costs of the loans. 

The bank issues interest-free
 loans when determining the rates (interest + other costs) a bank usually differentiates between the following costs:

i. clerical costs and handling fees

ii. costs for covering the risk of non-payment

iii. costs for attracting money, while taking into account the advantages that come with the management of the local security fund.

iv. profit margin

Ad (i): Clerical and handling fees
This has to be negotiated with the bank. The C2C has to emphasize in the negotiations that cooperation with the C2C could lead to a significant increase in the activities. The C2C should not be seen as a customer, but as a partner in a mutual enterprise.

Ad (ii): Risk coverage
The cooperative bank applies her usual percentage, occasionally differentiated per type of customer. At a later stage, when the “Fund for Interest-free Risk Investments” (see scheme above) has grown, the C2C can take this risk (partially), which enables her to negotiate with the bank about lowering this cost factor. In that case, any surplus from this risk fund can be transferred to the investment fund (internal capitalization of the C2C). 

Ad (iii): Costs for attracting money
These costs are non-existent if the C2C agrees to not receiving interest on her savings account with the bank. This probably means the bank can only lend out up to (e.g.) 80% of the amount in the security fund.

If the security fund becomes smaller than the amount lent out (because a lot of money is suddenly cashed in) money will have to come from elsewhere. The costs from this will be passed on to the holders of the loans. We will try, however to limit any problems arising from this as much as possible by building reserves.

The members therefore have a (collective) clear interest in continuing the internal circulation.

Ad (iv): Profit margin
Since we are using a cooperative bank, there will be no profits but surpluses that will eventually be handed back to the members of the cooperative bank (who are at the same time, members of the C2C). If a cooperative bank uses excessive margins on top of (a), (b) and (c), we should begin negotiations and make use of the expected increase in turnover thanks to the C2C.

(b)
Compensation for the window-function of the bank

The most common acts (like buying or “cashing” of L$, distributing flyers, referring interested parties, etc.) will largely take place in the windows of the Cooperative Bank. The compensation is preferably a part of the sales fee (when “cashing” the L$), or of the subsidiary.

It is even possible for the bank to be the subsidiary. 

Which criteria are applied when giving out interest-free credit?

There are three funds for interest-free credit:

a) Local Credit fund for interest-free ($) loans based on borrowing points and related to the size of the amount of units that always circulate in the C2C (the average height of the security fund, in other words)

b) Fund for interest-free loans in Local units 

c) Fund for participation in risk-investments (see scheme 2.6).

In the first two funds, the bank will have the responsibility to determine whether a member is capable of receiving and paying back an interest-free loan. The bank applies the same criteria as they would to any other credit application, such as: 

· Collateral offered;

· Credit history of the customer;

· Etc.

If these general terms are met, these funds test the applications to a number of fund-specific criteria that determine the order of honoring the application for financing. In the first fund (a), credit is granted based on the number of earned “borrowing points” of each applicant. Members that are interested in an interest-free credit can bid on this loan with the borrowing points they have earned. With every Loan-unit a person accepts (s)he earns a borrowing point. The bidder determines the amount of borrowing points paid for the loan. So there is no fixed relation between the number of borrowing points it costs to be considered for a certain amount of money to be loaned to you and the size of the interest-free loan. Maybe some C2c’s will choose to select a ratio and provide clarity this way. In that case, the bank will have to take responsibility. 

In the second fund (b), the importance of the investment for the local community is the deciding factor. In fund (c) the crucial point is the impact of the investment. The bank decides on the level of the necessary reserve and the executive committee of the fund (to be elected by the C2C-board/members) decides if the ratio between the impact and the burden on the reserves is sufficient. The C2C and the bank both ensure that the C2C/the fund is rewarded in a reasonable manner in the form of profit if the company is a success. The C2C replenishes the reserves for this fund with the net yield of the liquidity levy over the number of units put out. The software annually allocates a minimum of 6% of the fund’s capital.

The Fomento/Bonus-Model

The economic benefits of local and interest-free currencies have been described in many investigations
. The local economy can be stimulated, independent from the often unfavourable macro-economic conditions. Moreover, the access to credit can be improved without large external influx of capital, while the cost of credit (especially the interest rate) can be reduced in some cases to zero. The economic stimulus has a permanent effect since the local currency can leave the community. The most interesting examples are the "Economic Miracle of Worgl" in the 1930s
 and the "Red Global de Trueque"
 in Argentina (with nearly 6 million participants).

One of the main problems in introducing a local currency is, however, that in a beginning few people accept the new currency because they have problems finding places where to spend it. This problem paralises the development of the system. To overcome this vicious circle of lack of trust in the new currency and few people who accept it, Strohalm is developing the Bonus-method as a start-up technique for local currencies, based on a concept of Bruno Jehle. At the moment, a pilot project is being executed in Fortaleza, Brazil. 

In short, the Bonus-method can be described as follows:

Aims:

Increase the impact of donations for community projects in general and development projects in particular (social or economic);

Permanently increase the demand for locally produced goods and services (by getting the community used to ‘local money’ and by increasing the amount of money circulating locally).  

Method:

In a conventional social project (e.g. the building of a school, an educational program, the construction of sewers, an employment project) the money spent on the project disappears from the local circulation very quickly. 


Even 


Even when the project exclusively uses local labor, local material and local businesses, even then, the new purchasing power will have disappeared from the local circulation (leak away) within one or two spending cycles, namely as soon as services and goods are bought that have been produced outside the local community. Just one aim has been reached; the project has been realized. 

To prevent the purchasing power from leaking away from the community, the Fomento-method pays out the costs of the project as often as possible in local money (specially made for this project). In the Juncto Palmeira in Fortaleza (Brazil),  80% of the necessary labor and materials for the construction project can be obtained locally. The other 20% are costs for (construction) materials that cannot be manufactured in the community. The 80% local  spending is paid for with local money (vouchers). The (national) money that is freed this way, is lent out to local entrepreneurs (micro credit) who can expand their productive capacity with it. Two developments have been set in motion: the local businesses are stimulated thanks to the micro credits, and the project fulfills a social goal and offers employment.






The local businesses can pay back the micro credit in local money and will therefore be only too happy to accept the vouchers. The vouchers earned by the people and companies who have supplied the project with goods or services, will find their way to local entrepreneurs. 






Since there is no doubt that local businesses will accept the vouchers, a few other businesses/workers will also accept them, knowing they will be able to spend them. The vouchers will eventually make their way back to the local NGO as payment for the micro credit. At that moment, the local money will be destroyed because it is no longer covered. 







The Fomento-project has achieved three results this way, with limited means: 

· Realization of the original project (construction), where local businesses and local labor have been granted work;

· Loans to local businesses, enabling them to expand their productive capacity; if the vouchers are accepted widely, this gives the possibility to the micro credit institution to  expand its credit portfolio substantially, without depending form outside capital injections.  

· Increased demand for local goods and services, which benefits local employment and incomes. Again, this effect will be durable if a sufficient level of acceptance of the new local currency has been achieved. 

Without the Fomento-project only the first aim would have been achieved. The second and third are a bonus, which explains the name of the method. 

The Fomento-project will not end here. The cycle we just described will make both consumers and companies more familiar with the idea of local money. The government or donors can use this familiarity to implement new projects according to the Fomento-method. They can also issue interest-free credits (or low-rent credits) in vouchers. The effect in all these cases is an immediate impulse to the local economy and a significant reduction of financing costs for all involved. 

The bonus-method offers excellent possibilities to create the necessary conditions for a interest-free currency system. Strohalm sees the bonus-method as a technical improvement of simple community currency systems without a formal backing (for example the Argentinian Red Global de Trueque). Moreover, the bonus-method can be considered a preparation for more complex consumer-business-networks, such as the Community Capital Circuit or a Complementary secondary , described previously.
An Interest-Free Regional Currency

Many economists believe that poverty is due to an inability to access bank credit because they are unable to gain title to the assets that they own. The Peruvian economist Hernando de Soto points to the staggering amount of local assets (land, labor, capital) which is not accepted by banks as collateral for loans because the title deeds are vague or non-existent, and that the title registration process can take up to ten years or more. According to De Soto, non-capitalized assets in some countries exceed all post-war foreign aid put together. He pleads for the quick formalization of title to possessions so bank credit can be provided for them
. 

Strohalm partly agrees with this analysis: poor areas do indeed have a local crisis due to a lack of money. There is indeed sufficient collateral to cope with the scarcity of money. We have also noticed that the formal structures in some countries are not able to cope with the demand for registration of assets, that they interfere with those who benefit from corruption in the registration of title, but the social methods of recognizing who owns what usually are. This is demonstrated by the success of the micro-credit concept and the size of the informal sector of the economy.

However, providing money in the form of conventional, interest-based loans only offers a temporary reprieve. The money provided through these loans tend to flow away from the local communities and will invariably lead to a further accumulation of debts. Providing loans at often excessive rates of interest means future impoverishment if the local community is unable to quickly generate the necessary surplus value to compensate for the outgoing flow of money caused by interest payments and the purchase of means of production from outside the local area. 

In order to take advantage of the solutions suggested by De Soto, and to overcome the objections mentioned above, Strohalm has developed a model that makes it possible to capitalize assets within the community in the form of a locally circulating unit of exchange. Since it can only be used locally, there is no danger of it leaking away. The coverage by local productive assets makes the units solid in value and backed. It will not be necessary to charge interest on these loans but it will still be necessary to finance. Instead, a feedback mechanism is necessary to prevent over-capitalization, which is identified as an inflation of prices due to the excessive issuance of units of exchange. To prevent this, Strohalm uses a liquidity levy (compensation for the use of money, regardless whether it is borrowed or earned), as was suggested by the renowned American economist Irving Fisher
 during the great depression in North America.

In the Province of East New Britain, Papua New Guinea, the use of the traditional currency circulates in parallel with the national currency as a second official currency in the Province.  Since the traditional currency remains local and does not circulate outside of the Province, the economy is significantly strengthened.  This model can be very successfully applied in many communities and Provinces, and Strohalm thinks that East Timor would be an excellent location to test this model.

6. Conclusions

There will be no sustainable development as defined in Agenda 21 without reduction and elimination of poverty not only in Bosnia and Herzegovina but also in all other countries: Muslim and Non-Muslim. 

There will be no alleviation of poverty without elimination of interest and debt financing as the main factor in toady’s Banking and Finance System.  It is futile to prohibit interest without fixing the standard of value. 

Case of Strohalm – small NGO from The Netherlands  using  donations shows us that poverty elimination is possible in places where IMF and World Bank policies  failed: Brasil and Argentina. Bosnia and Herzegovina is the place in Europe where these solutions could be implemented under the supervision of Local Islamic Bank. 

Islamic Banking System and Institutions with much bigger resources  in any country have to focus on riba elimination through all possible means including creation of credit unions and interest –free capital rather then involving itself in the competitions  with interest banks and funds in speculative gains.  Implementing Standard of Gold Dinar and Guarantee Funds are next main objectives to boost Foreign Trade Exchange and Foreign Investments in the Country and in  Muslim World.

Only then justice will be shared by majority of human beings and only then Muslim investors will share their prosperity as it is said in the Quran: 

Allah will deprive usury of all blessing, but will give increase for deeds of charity: For He loveth not creatures ungrateful and wicked. (2.276) 
Otherwise we all have to keep in mind the Quranic warning: 

Those who devour usury will not stand except as stand one whom the Evil one by his touch Hath driven to madness. That is because they say: "Trade is like usury," but Allah hath permitted trade and forbidden usury. Those who after receiving direction from their Lord, desist, shall be pardoned for the past; their case is for Allah (to judge); but those who repeat (The offence) are companions of the Fire: They will abide therein (for ever). (2. 275)  
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Annex 1 The Micro-finance Sector in Bosnia and Herzegovina 

Part I 

published in 

DEVELOPMENT STRATEGY BiH – PRSP Chapter on Financial Sector in BiH
The micro-finance sector in Bosnia and Herzegovina has a very significant role in the creation of new jobs and maintaining existing jobs, by providing micro credits for start-ups and potential expansion of small businesses. Micro credit funds i.e. the active portfolio, amounts to some 80 million KM in total. This figure is growing daily because in addition to the World Bank, of late USAID and EU have stepped up their activities through KfW, as well as other finance-providers and donors who recognize the success achieved in this sector. Based on research from 2000 conducted on a sample of 1500 micro credit users, we have found that each micro credit creates one new job or maintains two existing ones. Data for the period to the end of last year shows that 42,550 jobs have been created and 105,578 maintained through micro-credits.

We have taken the Local Initiatives Project LIP I, credited by the World Bank, as an example.

Goal of LIP I and results achieved

The Local Initiatives Project LIP I had three goals:

1.To provide access to loans to low-income and war-affected micro entrepreneurs who do not have access to the commercial, banking sector; 

The results achieved during the implementation of LIP I are as follows (data to 30 June 2000,when 50,261 loans disbursed 

Total sum of loans disbursed is 148,374,538 KM 

Number of active clients 19,361

Total active portfolio is 38,606,642 KM

Average loan size 2,952 KM

49%women

21%displaced persons

5%refugees/returnees

Repayment rate over 99%

The creation of 24,114 jobs and support for 40,739 jobs

Number of loans for services 16,899 (34%)

Number of loans for trade 22,790 (45%)

Number of loans for agriculture 6,516 (13%)

Number of loans for small-scale production 4,056 (8%).

2.To facilitate the development of independent, financially sustainable micro credit organizations that will continue to provide loans to low-income entrepreneurs on a long-term basis; Out of the 17 micro credit organizations which were involved at the beginning of the implementation of LIP I, seven achieved full financial sustainability. As a part of preparations for the second Local Initiatives Project,9 micro credit organizations fulfilled the funding eligibility criteria.

3.To create an appropriate legal environment for the provision of loans and savings services to low-income entrepreneurs.

Part II 

February 2003 Press Release by World Bank

BiH and the World Bank have signed in Washington a Protocol on conditions of the credit line "Project of Small Commercial Agriculture Development", intended to improve agricultural production in BiH. Negotiations took place from February 3-6.2003 According to the project document, the WB will approve the credit by attracting IDA terms. The credit is allotted to the BiH entities - Federation BiH and Republika Srpska - which will further place it to final users via domestic commercial banks and micro-credit organizations.
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� Farhat Khan is a head of Central and Eastern European Islamic/Non-Interest Economy Institute affiliated with Polish Muslim Union based in Poland, Warsaw.


� Henk van Arkel is head of Strohalm Foundation based in the Netherlands, Utrecht.


� It is important to stress that an “interest-free loan” does not mean there aren’t any costs attached to the loan. The bank will want a completion fee from the borrower that cover the expenses mentioned above. This completion fee will of course have to be lower than the rates for comparable clients that aren’t C2C-members.


� See for example the "International Journal of Community Currency Research" (http://www.geog.le.ac.uk/ijccr/ )


� http://circ2.home.mindspring.com/TGWoerglCommentDistributed.htm


� http://www.truequeenlinea.com.ar/


� The Mystery of Capital: Why Capitalism Triumphs in the West and Fails Everywhere Else, Hernando de Soto, 2000.


� Stabilised Money - a history of the movement, Irving Fisher, 1935. 
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