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ABSTRACT 

Microfinance has been recognized as a key tool in regional economic development and poverty reduction. 
But a significant challenge for microfinance, to achieve this objective, is to reach sufficient scale to fulfill 
demend for financial services. Microfinance sector is currently transforming from non-profit framework 
towards a greater degree of financial market involvement. The purpose of this study is to motivate a 
discussion for the potential involvement of financial institutions such as commercial banks, interest-free 
banks, and venture capital organizations in microfinance market, either directly or indirectly, through 
their capital market activities and venture capital-like approaches.  
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FİNANSAL PİYASALARA DAYALI MİKROFİNANSMAN 
ÖZET 

Mikrofinansmanın bölgesel kalkınma ve fakirliğin giderilmesi konusunda önemli rol taşıdığı düşünülür. 
Bununla birlikte;  mikrofinansmanın bu hedeflere ulaşabilmesi ancak finansal hizmet taleplerini karşıla-
yabileceği ölçeğe varması ile mümkündür. Buna bağlı olarak; mikrofinansman sektörü; kar amacı taşıma-
yan bir yapıdan finansal piyasa yönelimli bir yapıya doğru değişim yaşamaktadır. Bu çalışmanın hedefi 
ticari bankalar, özel finans kurumları ve risk sermayesi gibi finansal kurumların doğrudan ya da dolaylı 
olarak sermaye piyasası faaliyetleri ya da risk sermayesi yatırımları ile mikrofinansman sektörünün po-
tansiyel tarafları olabileceklerini tartışmaktır. 

Anahtar Kelimeler: Mikrofinansman, Risk Sermayesi, Özel Finans Kurumları 

Jel Sınıflandırması: G11, G21, G24, R51  

 

 

 

 

 

 

 

 

                                                           
1 Asst.  Assoc. Prof., Department of Business Administration, Black Sea University, 
Trabzon, E-mail: halibo@ktu.edu.tr  



96                        International Journal of Economic and Administrative Studies 

1. Introductıon 

Microfinance has been spread around the world as a popular poverty 
reducing strategy, but the traditional sources of microfinance may not be sufficient 
to allow microfinance institutions to provide maximum services and achieve this 
objective. Nevertheles, the microfinance sector is currently undergoing a significant 
transformation from a traditional donor-driven non-government dominated 
framework towards a greater degree of financial market involvement while sticking 
to its original mission of poverty alleviation and social development(Tulchin, 2004; 
Fehr, 2006). 

The reasons are given that some microfinance institutions have begun to 
explore new funding opportunities and at the same time investors increasingly 
appreciate microfinance investments for their dual nature. While they allow 
investors to adopt a social investment strategy geared toward poverty alleviation and 
social development in developing countries, at the same time, they simultaneously 
offer an attractive risk-return profile. Some evidence even indicates that 
microfinance investments might be conducive to the efficient portfolio 
diversification(Krauss and Walter, 2006; Dieckmann, 2007). 

From this perspective it is apparent that a subset of  investor pool would 
consider investing in microfinance investment opportunities, being aware that they 
would not expect to earn the full economic rate of return that such investments 
would otherwise require. But, these investors may be willing to accept a reduced ra-
te of return on investment, with the aim of satisfying social motives that they may 
consider(Fehr, 2006). In principal, socially responsible investments strive to 
consider both the financial return of an investment and its social, environmental, and 
ethical considerations(Dieckmann, 2007). 

Overall, new capital sources are vital to address the shortfall in microfinance. 
The capital markets are an attractive option, albeit accessing investment has, to date, 
fallen short of expectations. For microfinance to engage financial markets, it must 
follow up similar production lines which are now consumed in that marketplace. In 
addition, much work is required for microfinance institutions to grow as an asset 
class and, thus increase investment potential(Tulchin, 2004). In this regard, 
shareholder-owned microfinance institutions form an increasingly significant part of 
the financial landscape in developing countries is the case. They have joined banks 
and other traditional institutions as full-fledged members of the formal financial 
sector. For instance, the segment of microfinance in which equity investment plays a 
role has grown very rapidly. There were 222 microfinance institutions around the 
world that are regulated, commercial, shareolder-owned institutions  candidating for 
equity investment in microfinance in the year 2006 in comparison 124 institutions in 
the year 2004(Busch and Rhyne, 2004).   

In spite of of this, equity investments still seem to be rarely included in 
commercially-oriented microfinance investment instruments because equity stakes 
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in microfinance institutions are difficult to place at a reasonable price as they are 
perceived as more risky by investors and exit strategies, which might prove to be 
difficult until domestic capital markets develop further and become transparent in 
less developed countries. In the long term, in its current structure, the financial 
markets  seems to have the resources readily available to allow for optimal growth. 
Throught the study, the term “financial markets” includes capital markets 
transactions and linkages with commercial banks, interest-free banks, and venture 
capital organizations(Kooi, 2001; Meehan, 2004; Dieckmann, 2007). 

Microequity is comparable to venture capital in that the decision-making 
process, about whom to fund, is similar in both cases. Most startup businesses have 
as little initial access to bank loans as do many of the low-income people in 
developing countries because they lack the same requirements, such as credit history 
and collateral. Therefore many business startups look to venture capitalists who 
agree to share the risks as well as the rewards(Pretes, 2002). Leading social 
investors are increasingly following a venture capital-like approach(Network, 2006). 

Commercial banks and other alternative financial institutions such as interst-
free banks and venture capital organizations will enter the microfinance market 
directly, by downstreaming, and indirectly, through partnerships, bringing their own 
technology and productivity, as well as offering a wide range of hands-on 
services(Meehan, 2004). 

Most commercial bankers have not regarded microfinance as a real option 
because of their concern about the lack of genuine profitability of microfinance. 
However, many of them in developing countries are beginning to test the 
microfinance market. Strong banking competition in many countries has forced 
some to diversify into new markets. Commercial bankers have not pursue 
microfinance because of that they have found it too risky, too expensive, and matters 
as socio-economic and cultural barriers(Baydas et al., 1997). Despite many 
advantages commercial banks and interest-free banks also can offer, they face 
significant barriers in reaching a market they have excluded or ignored. However,  
the mentioned institutions will do well to form partnerships and those partnerships 
could become well performing microfinance organizations(Baydas et al., 1997; 
Otero, 2005). 

The availability of venture capital for entrepreneurship  is commonly taken as 
a critical factor for new business startups and business expansion. It has helped to 
create many of today’s global enterprises(Bygrave and Timmons; 1992). However, 
rural entrepreneurs and small businesses have limited access to venture capital. This 
is as true for the US as it is in developing countries(Nageswaran, 2003). Venture 
capitalists do not aggressively seek investment opportunities in small metropolitan 
areas and nonmetro communities due to sparse deal flows, relatively high costs per 
investment, limited exit opportunities, and insufficient local business environments. 
They tend to focus on certain industries in relatively few regions of the 
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country(Gupta and Sapienza, 1992). Thus, alternative types of venture capital 
providers have evolved to serve the venture capital needs of small market areas and 
traditional industries. Nontraditional institutions can function in these markets 
because of assistance or subsidies from public or private organizations or because of 
goals other than only maximizing fund profits(Baydas et al., 2001).  

The concept of financing for the low-income people or microfinance by 
interest-free banks was not well developed despite the wide acceptance of interest-
free banking worldwide. Most interest-free banks did not provide easy access to 
financing to the low-income people or microentrepreneur in this sense. A further 
pragmatic shift in interest-free banking  and finance is the almost complete move 
away from supposedly “profit and loss sharing” banking to sales-based system. 
Interest-free banks in the vast majority avoid profit and loss sharing which is crucial 
for their investment activities. On the contrary, such activities are largely based on 
the contracts that are considered mark-up, relatively safe contracts, which are similar 
to lending on the basis of commercial banks in similar vein(Rahman, 2007). 

It is argued that there is a nexus between interest-free banking and 
microfinance as many elements of microfinance could be considered consistent with 
the broader goals of interest-free banking. Interest-free banking has the potential to 
provide various schemes and instruments that can be advanced and adapted for the 
purpose of microfinance. Mudaraba has the potential to be adapted as interest-free 
banking microfinance scheme. Also,  musharaka can also be developed as a 
microfinance scheme where interest-free bank will enter into a partnership with 
microentrepreneurs. In mudaraba, interest-free banking, with its emphasis on risk 
sharing and, for certain instruments, collateral free loans, is compatible with the 
needs of  microentrepreneurs. Since it promotes entrepreneurship ideally, interest-
free banking could foster development under the right application(Dhumale and 
Sapcanin, 1999; Segrado, 2005; Rahman, 2007).  

There has recently been certain attempts to combine venture capital with 
mudaraba and/or musharaka modes of interest-free banking in the literature. It is 
claimed that venture capital and interest-free financing are based on similar ground, 
if not the same. Moreover, some argue that venture capital is a modern usage of 
mudaraba. There is a common belief that this Western version of mudaraba, venture 
capital,  is in esence commensurate with interest-free banking principles(Cizakca, 
1993; Dar and Presley, 2000).  

In the study, first, in order to attract the financial markets to microfinance, a 
brief list of requirements will be explained. Then, issues related bank involvement in 
microfinance will be touched. Third, why interest-free banking should be a part of 
microfinance markets will be discussed. Fourthly, new developments in venture 
capital sector regarding to microfinance will be examined. And finally, the study 
will end with e nexus between venture capital and mudaraba mode of interest-free 
banking.  
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2. Attracting The Financial Markets To Microfinance 

This section explains a brief list of major requirements for attracting the 
financial markets to microfinance. It also offers investors a perspective on what to 
expect from the microfinance industry and how to evaluate a microfinance equity 
investment.  

1. Characterizing Microfinance as an Investment Opportunity: 

The categorisation of an investment in terms of risk and return is essential for 
investors to evaluate the financial impacts of a potential investment, both from a so-
lo and portfolio perspective, before investment decisions are made. To date, 
microfinance has not been systematically categorized as an investor category by 
investors. However, there is a growing evidence that microfinance not only offers 
investors an attractive risk and return profile but might also be conducive to the 
efficient diversification of investors’ pools(Meehan, 2004). 

 Moreover, it is claimed  that microfinance might even evolve into an assest 
class of its own over the long run(Dieckmann, 2007).  Some preliminary findings 
indicate that microfinance investments exhibit a very low correlation to the return in 
mainstream capital markets and the general domestic economy in developing 
countries. This especially holds true when MFIs are compared to conventional banks 
in developing countries. Furthermore, a preliminary conclusion is drawn that the 
return of microfinance is detached to a large extent from major markets and 
macroeconomic developments that would impact on conventional banks(Krauss and 
Walter, 2006). 

However, in order to overcome concerns about the ability of microfinance to 
offer financial returns and to fit traditional investment strategies, microfinance 
institutions will need to characterize microfinance as a commercial investment 
opportunity. Investors will see if attractive investments can be made in the 
microfinance industry only when this industry starts showing signs of 
maturing(Fehr, 2006; Kooi, 2001; Meehan, 2004).  

The management of microfinance institutions should carry a clear vision and 
commitment to become a profitable microfinance institution. The investor wants to 
be sure that the management realizes its opportunities  by building on the potential 
of its specialization in microfinance, and that the management is convinced that such 
opportunities can be materialized commercialy(Kooi, 2001). 

Most of the investors in microfinance institutions have a medium or a longer-
term investment horizon. Profitability is what fuels the growth and development of 
the institution. The investors will scrutinize the likelihood and impact of potential 
risks that could negatively influence the profitability of the microfinance institution. 
As medium to longer-term emerging market investments that bear a distinct set of 
risks for investors. On the one hand, investors face risks that are inherent to the 
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nature of the microfinance sector, while on the other hand various risks emanate 
from the country risks typical of developing markets. Financial returns matter as 
much as social returns for investors. So, the management of microfinance institution 
must balance social drive with financial performance. For broad access to social 
investment markets, financial performance has to be competitive with investment 
opportunities of similar risk/return profiles. Microfinance institutions need to 
understand the investor rationale(Busch and Rhyne, 2006; Meehan, 2004; Tulchin, 
2004; Dieckmann, 2007).  

It should also be noted that most successful microfinance institutions were 
started by innovative social entrepreneur. Only a minority had prior experience in 
banking or finance. Therefore, most senior managers lack experience in applying 
traditional corporate finance tools. For this reason, microfinance institutions must 
present investors with financing strategies that systematically analyze current and 
future capital structure. Also,  understanding what one’s business  is worth is a 
fundamental question asked by investors, especially equity investors(Dieckmann, 
2007; Meehan, 2004). 

2. An Appropriate Ownership Structure: 

The preponderant ownership structure of microfinance institutions is a barrier 
to investment. Microfinance institutions as a financial intermediaries that seek to 
approach the financial markets must have a legal structure that can be clearly 
explained and understood by investors. Most microfinance institutions are, or at 
least start out as, non-profits. Ownership in non-profit is ambiguous. The board has 
fiduciary responsibility, but assets are considered to be for the public good. An 
ownership structure more familiar to investors is a private, incorporated, and legal 
entity. They understand this structure and the rules governing behavior are in line 
with those of their other financial relationships. Legal business are more likely to be 
regulated, this is a positive step for an investor(Tulchin, 2004). 

With respect to the ownership structure, investors will focus on three main 
issues: reputation, liability, and protection. Investors prefer that the ownership 
structure consist of reputable shareholders who have an interest in the long-term 
added value of the institution. The liabilities relating to ownership of the 
microfinance institution and the rights of investors as shareholders must be 
transparent. Especially in case of a minority stake, the investors want to know what 
regulations can be agreed upon to protect their position as a minority 
shareholder(Kooi, 2001; Meehan, 2004). 

3. Standardize Reporting: 

Microfinance institutions might perform well, but need better documentation 
of activities. This includes up-to-date financial booking and a management 
information system that gathers requisite information to monitor performance. 
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Investors are interested in performance related measurs to their investments(Tulchin, 
2004). 

Proper management information systems should be in place to record, 
process, monitor, and control the cash flows. The filing systems are supposed to be 
effective and up to date. Reporting is expected to be  timely and accurate, providing 
all data required by the different levels in the organization in order to manage and 
operate according to sound banking principles(Kooi, 2001; Tulchin, 2004).  

A number of risks for investors might emerge from lower standards of 
financial reporting. The financial markets evaluate and price risk. Investors are 
interested in performance and how it relates to their investment. They care about the 
financial implications of information and management’s analysis as it pertains to 
investment risk. If investors lack the information they require, they most likely forgo 
opportunities. Thus, increasing transparency in reporting and measuring risk seems a 
necessity fort he success of the sector(Fehr, 2006; Meehan, 2004).  

4. Focusing on Governance: 

The fundamental factor that determines the sustainability of access to capital 
markets over time is the institution’s credibility as perceived by investors, whether 
as lenders or shareolders. If microfinance is to truly link with capital markets, the 
field must provide clear and solid answers to the critical issues of governance( 
Meehan, 2004). 

The investor will require that the microfinance institution has a proper 
governance structure in line with sound banking principles. The investor will require 
that appropriate policies and procedures be in place to ensure proper governance and 
application of sound banking principles, such as code of conduct policy, operational 
policy, financial management policy, loan loss reserve policy, dividend policy, 
product policies, and environmental policy. Thus, in order to increase their 
attractiveness to investors, microfinance institutions need better governance(Kooi, 
2001; Meehan, 2004; Tulchin, 2004). 

5. An Exit Strategy: 

Investors often require an exit strategy or sufficient comfort that such an exit 
strategy will appear timely. Clearly, the investors want to avoid having their 
investment being permanently locked into the institution. Microfinance institution 
shares are not typically tradebla in a liquid market. Lack of  secondary market 
liquidity consideration will be important as microfinance iğnstitutions seek to attract 
financial market investmet and investors assess the microfinance market. 
Insufficient secondary market for microfinance investments limits the ability of 
certain investors to take a position in microfinance. However, this factor is likely to 
improve as the microfinance market matures(Kooi, 2001; Meehan, 2004; 
Dieckmann, 2007). 
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3. Banks In Microfinance 

Baydas et al.(1997) take commercial banks as new actors in the microfinance 
world. In this study, interest-free banks are taken  as natural actors in microfinance 
business as well. The reason for the inclusion of the information about commercial 
banks is also valid for the interest-free banks and should be taken into consideration 
by them. 

Until recently,  microcredit was mainly provided by non-governmental 
organizations and banks were hardly involved. It was seen by donors as an 
instrument in fighting poverty, and not as a financial service that could be part of the 
financial sector. A great deal has changed in that respect(Brouwers, 2005). 

Commercial banks did not not pursue microfinance due to their concerns 
about microfinance market: being too risky, being too expensive , and socio-
economic and cultural barriers. However, increasingly commercial banks in 
developing countries are beginning to examine the microfinance market. They are 
entering the microfinance market for not only because they see sustainable profit 
and growth opportunities but also commercial banks face increasing competition in 
their traditional retail markets. Besides, the competition among commercial banks is  
leading forward–thinking banks to explore new potential markets that can generate 
growth in client numbers at acceptable profit margins(Baydas et al., 1997; 
Brouwers, 2005; Dieckmann, 2007). 

Banks appear well positioned to offer financial services to microfinance 
clients and earn a profit. They have several advantages over non-bank, microlending 
non-governmental organizations. These advantages could give banks a special edge 
over microlending non-governmental organizations in providing microfinance 
services(Baydas et al., 1997): 

• Having regulated institutions fulfilling the conditions of ownership, 
financial disclosure, and capital adequcy that help ensure prudent management.  

• Having physical infrastructure, including a large network of branches, from 
which to expand and reach out to a substantial number of microfinance clients; 

• Having well-established internal controls and administrative and 
accounting systems to keep track of a large number of transactions; 

• Ownership structures of private capital tend to encourage sound governance 
structures, cost-effectiveness, and profitability, all of which lead to sustainability; 

• Since they have their own sources of funds, not having to depend on scarce 
and volatile donor resources as do NGOs due to their own sources of funds; and 

• Offering financial products that are, in principle, attractive to microfinance 
clients. 
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On the other hand, it should also be noted that banks lack some key 
ingredients. Basically six key related issues are identified to be solved for banks in 
order to successfully enter the microfinance market(Baydas et al., 1997): 

Commitment: The commitment of commercial banks to microenterprise 
lending is often fragile, and generally dependent on one or two visionary board 
members rather than based solidly in its institutional mission. 

Organisational Structure: Microfinance programs need to be inserted into the 
larger bank structure  in such a way that they have relative independence and, at the 
same time, have the scale to handle thousands of small transactions efficiently. 

Financial methodology: Banks need to acquire an appropriate financial 
methodology to service the micrenterprise sector. 

Human Resources: Given that microfinance programs differ so radically from 
traditional banking, banks must recruit and retain specialised staff to manage these 
programs.  

Cost-effectiveness: Microfinance programsa re costly because of the small si-
ze of their loans and because banks cannot operate them with their traditional 
mechanism and overhead structures. 

Regulation and Supervision: Banks must communicate with banking 
authorities to ensure that reporting and regulatory requirements take into account the 
specialised nature of microfinance programmes(Baydas et al., 1997). 

4. Interest-Free Banking And Microfinance 

The purpose of  this section is to show how microfinance programmes based 
on interest-free banking principles can be established. The microfinance and 
interest-free banking form finance programmes which represent unconventional 
solutions to financial needs. Many elements of microfinance  could be considered in 
line with the broader goals of interest-free banking(Dhumale and Sapcanin,  1999). 
At a very basic level, the disbursement of collateral-free loans in certain instances is 
an exampleof how interest-free banking and microfinance share common goals. The 
goals of microfinance and interest-free banking can be summarized such as a 
distinctive feature of interest-free banking and microfinance is to be their focus on 
developmental and social aims(Ferro, 2005).  Both systems advocate 
entrepreneurship and risk sharing and believe that the low-income people should 
take part in such activities by forming finance programs represent unconvntional 
solutions to financial needs. Interest-free banking and microfinance programs may 
complement one another in both ideological and practical terms. Furthermore, the  
close relationship between microfinance and interest-free banking would not only 
provide obvious benefits for microentrepreneurs who would otherwise be left out of 
credit markets, but investing in microenterprises would also give investors in 
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interest-free banks an opportunity to diversify and earn solid returns(Dhumale and 
Sapcanin, 1999 ). 

The economic liberalization and increasing interdependence of the 1980s and 
1990s highly influenced the political and economical choices of governments in 
Muslim countries. Interest-free banks have evolved  and those banks developed 
ways to integrate Islamic law on usage of money with modern concepts of ethical 
investing. Consequently,  a financing discipline has emerged with its own concepts, 
analytical tools and institutions(Segrado, 2005). 

However, it has recently been strongly criticized that interest-free banks 
applications are very similar to those of interest-based  banking system. The narrow 
frame of the current applications of the interest-free banking system is seen as a 
main reason of that criticism. For instance, mudaraba and musharaka are 
emphasized greatly as a proper modes of financing in interest-free banking, 
however, recent applications show that little attention has been given to them( 
Choudhury, 2001; Çizakça, 1993; Dar and Presley, 2000; Henry, 2001; Rahman, 
2007).  

Evidence proved that there is a need for a new approach on interest-free 
banking microfinance programmes for different reasons. First, microfinance is a 
very flexible tool, whose models can be replicated but require to be tailored on the 
local socio-economic and cultural characteristics. Second, microfinance and interest-
free banking  both constitute forms of finance that represent unconventional but 
effective solutions to financial needs, focusing on business activities that lack capital 
but are promising and show a potential. Third, the potential demand for tailored 
microfinance services is still largely unmet in countries where the majority of the 
population is constituted by Muslims. Fourth, there is a high demand for interest-
free financing services in Muslim societies of interest-sensitive people. Fifth, 
microfinance and  interest-free financing as a mode of socially responsible finance 
share common principles such as prohibition of all forms of economic activity which 
are morally or socially injurious; focus on the well being of the community as a 
whole, concentrating on the low-income group; aim at social justice; advocacy for 
financial inclusion through partnership finance; participatory approach; and risk 
sharing. Sixth, interest-free banking convictions on the responsibility of business go 
well beyond mere profitability goals,  maximizing of social benefits as opposed to 
profit maximization, through the creation of unconventional financing approaches 
that can provide effective financial services. Seventh, the needs of financial 
innovation in the interest-free financing system(Ferro, 2005; Segrado, 2005). 

Combining interest-free banking with microfinance, two basic instruments of 
interest-free financing could be built into the design of successful microfinance 
programs: Mudaraba and musharaka. 
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Mudaraba:  

Profit sharing priciples for interest-free financing contracts are based on the 
mudaraba principle in which the capital owner provides funds to the capital-user or 
entrepreneur for some business or productive activity on the condition that profits 
generated will be shared between them. The loss, if any, incurred in the normal 
process or course of business and not due to neglect or mis conduct on the part of 
the entrepreneur is borne by the capital-owner. The entrepreneur does not invest 
anything in the business except his human capital and does not claim any wage for 
conducting the business. Profits are distributed according to a pre-agreed ratio. In 
the event of loss, the capital provider loses his capital to the extent of his loss, and 
entrepreneur losses all his labor. The willingness to bear the loss justifies a share in 
the profit fort he capital-owner. The profit sharing ratio mutually agreed upon 
between finance-provider and finance-user is determined by the market forces 
(Siddiqui, 2001).  

Musharaka: 

Musharaka involves a partnership in which both the bank and its 
client(entrepreneur) contribute to entrepreneurship and capital. It is an agreement 
whereby the entrepreneur and the bank agree to combine financial resources to 
undertake any type of business venture, and agree to manage the same according to 
the terms of the agreement. Profits are shared between the bank and the entrepreneur 
in the pre-agreed ratio. Losses are shared in the exact proportion of the capital 
invested by each party(Obaidullah, 2005). 

5. Nontraditional Venture Capital 

The availability of venture capital for entrepreneurs and business is believed 
to be as critical for new business startups and business expansion(Barkley et al., 
2001). Even a communty’s prospects for economic development are linked to local 
businesses’ access to venture capital(Florida and Smith, 1990). Venture capital 
industry has been in existence in the U.S. over 50 years and it has helped to create 
many of today’s global enterprises. It is well documented that companies supported 
by venture capital funds in their formative years outperform those that were not, on 
many parameters(Bygrave and Timmons, 1992).  

However, nonmetropolitan area entrepreneurs and small businesses areas do 
not have similar access to venture capital and entrepreneurial support services as 
their urban counterparts. This is as true for the US as it is developing 
countries(Nageswaran, 2003). Venture capitalists avoid nonmetro community and 
rural area businesses because of the relatively high costs of finding, supporting, and 
liquidating deals in those areas(Barkley et al., 2001). 
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 Impediments to Traditional venture capital Investment process: Traditional 
venture capital organizations  choose not to operate in rural places and in many 
small metropolitan areas because of(Barkley et al., 2001: 

• Investment opportunities with profit potential below that sought by 
traditional venture capital funds; 

• Lack of investments to provide adequate deal flow; 

• Insufficient infrastructure to support venture capital investment; 

• Matters in defining a viable exit strategy; 

• Physical distances between investment opportunities;  

• Difficulty in attracting venture capital staff to the region; and 

• Lack of interest by many small business owners in accepting the conditions 
set by the venture capital fund in order to get its money. 

Florida and Smith( 1990) and Gupta and Sapienza(1992) found that venture 
capital supply to be highly concentrated at the regional, state, and metropolitan 
levels. A study of Canadian markets found a similar pattern of spatial concentration 
of equity investments in a limited number of metropolitan areas(McNaughton and 
Green, 1989). Thus, the evidence supports the idea that equity investors focus on 
markets that are geographically close or have higher concentrations of high-tech, 
potentially high-growth firms. Nonmetropolitan, rural firms are less likely to have 
the high-tech characteristics necessary to attract the attention of national equity 
firms and face the additional obstacle of isolation from the major centers of venture 
capital supply. 

The disadvantages associated with venture capital investments in 
nonmetropolitan, rural communities have encouraged the public policy makers and 
communities to invstigate nontraditional sources of venture capital(Barkley and 
Markley, 2001; Bates and Bradford, 2006). In the US, numerous nontraditional 
venture capital institutions were established to assisst entrepreneurs and businesses 
in regions and industries overlooked by traditional venture capital funds. While 
these nontraditional venture capital institutions rarely earn the same rate of return as 
do traditional funds, they can be profitable and can promote economic development 
in urban and rural communities. Similarly, in the UK, a vibrant new industry of 
social venture capitalists has emerged as a result of social need, venture funding and 
government policy(Gillin, 2006). 

The absence of traditional venture capital can be offsetted by social or 
nontraditional venture capital organizations(Nageswaran, 2003). Nontraditional 
venture capital organizations are defined as funds or programs established to address 
venture capital needs and enhance economic development prospects in regions and 
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industries underserved by traditional venture capital funds(Barkley et al., 2001). 
Nontraditional venture capital funds differ from traditional ones in the following 
aspects(Nageswaran, 2003): 

• They tend to operate in areas where traditional venture apital funds are not 
interested in; 

• They accept financial returns that are lower than returns targeted by 
traditional venture  Capital funds; and 

• They have a dual bottom line of acceptable financial returns with social and 
economic benefits to the areas served. 

6. Venture Capital And Interest-Free Banking 

It is well documented in the literature that raising and mobilising financial 
resources in interest-free financing economy must be guided by the interest-free 
financial instruments based on participatory form of loss and profit sharing 
methods(Cizakca, 1993; Bulut, 1997; Choudbury, 2001; Rahman, 2007). Such 
instruments are traditionally termed mudaraba and  musharaka. 

Venture capital and interest-free financing are based on similar ground, if not 
the same. Venture capital originates from mudaraba and musharaka. It is  claimed 
that mudaraba and musharaka are, in fact, venture capital. Venture capital system is 
compared to the interest-free financial system on the aspect of infrastructural 
features and very much similarity between two financing is emphisized. Moreover, 
insisted that venture capital companies and interest-free financial institutions work 
according to same principles and interest-free financial institutions become as 
venture capital company as long as they use mudaraba financing technique(Cizakca, 
1993). 

Similarly, according to Al-rifai and Khan(2004) private equity and venture 
capital  are perfectly aceptable modes of finance and investment provide they meet 
certain interest-free financing system guidelines. They take venture capital a simple 
and ready to use solution available for interest-sensitive investors. Moreover, Dar 
and Presley( 2000) insist that venture capital is a modern and Western version of  
mudaraba.  

Certain attempts have been made to identify both venture capital and 
mudaraba financing. We, in this study, combine mudaraba and musharaka with a 
new and complementary finincing technique which is called solely mudaraba. The 
very similar infrastructure between venture capital and mudaraba financing will 
come to surface by differentiating both venture capital and mudaraba financing from 
other financing techniques in the whole financial system. Some of the common 
characteristics of venture capital and mudaraba financing are outlined below(Bulut; 
1997). 
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• Venture capital and mudaraba financing fill the McMillan gap; 

• Venture capital and mudaraba financing are based on profit sharing and 
loss carry. They both avoid interest-based financial contracts; 

• Venture capital and mudaraba finance are a kind of equity capital for 
users(entrepreneurs); 

• In both financing, users of  the capital are not responsible to pay it back; 

• Capital users do not give any quarantee as is the case that commercial 
banks require; instead, the project itself is taken as a quarantee in both in both 
financing; 

• Venture capital and mudaraba financing systems comprises three main 
ingredients of investors, venture capitalists(interest-free banks in case of mudaraba) 
and entrepreneurs; 

• In venture capital, investors are persons and/or a variety of institutions that 
pool the venture capital fund while, in mudaraba financing,  investor pool the 
interest-free bank’s mudaraba fund; 

• Venture capitalists manage venture capital fund as agents for investors. 
Interest-free banks manage the mudaraba funds as agents for mudaraba fund 
investors. Both financing require some of investment banking activities. 

• To avoid losses, investment portfolios are formed from stages and 
industries in both cases;  

• Profit is shared as a percentage base not as a fixed amount between 
investors and venture capitalist and also between venture capitalist and 
entrepreneurs, while same applies between investors and  the fund of interest-free 
bank and also between intrest-free bank and entrepreneurs; 

• Profit sharing rate is predetermined; however, rate depends on the 
entrepreneur’s project profitability and risk in both financing;  

• Financial losses are born by investors while entrepreneur’s loss by his labor 
in venture capital finance and in mudaraba financing as well; 

• In both financing, conventional bank credit evaluation techniques are not 
important in selecting ventures to finance. Instead, the entrepreneur himself/herself 
and his/her product idea are criterions; 

• Contrary to commercial banks, in venture capital and mudaraba, financial 
institutions carry an effective role on monitoring business operations of the venture; 

• Reputational capital is very important for the financial institutions of both 
financing. 
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7. Conclusion 

It has already been proven that many microfinance institutions can deliver 
financial services to microentrepreneurs and small businesses, either urban or rural, 
that otherwise would not have access to financial services. To date, microfinance 
institutions raise capital primarily from outright donor grants and government 
subsidies. However, due to the insufficient traditional sources for microfinance to 
supply maximum financial services, many microfinance institutions are attempting 
to move away from donor sources to more traditional financial market funding such 
as equity. In this sense, such innovative thinking needs to be presented to 
commercially oriented equity investors in microfinance. 

This paper attempts to explore that some financial institutions such as 
commercial banks, interest-free banks, and venture capital organizations can close 
the bridge between investors and microfinance market as they are related to 
increased access to capital markets. It is argued that unless microfinance sector is 
integrated into a countriy’s mainstream financial system, microfinance cannot reach 
its full  or expected potential. However, it is apparent that there is a new set of 
investors concerning socially responsible investment. They take into consideration 
not only financial returns but also social and environmental matters. 

Innovations in financial markets will be a great support for microfinance. 
Investors, in socially responsible investment, are increasingly leading venture 
capital-like approaches. In this regard, venture capital-like modes of financing 
activities for mentioned financial institutions but especialy interest-free banks  are 
vital. Moreover, interest-free banks must get involve in microfinance as because the 
principles of interest-free banking are very much in line with those of microfinance.   

References 

Al-Rifai, T. And A. Khan, The role of venture capital in contemporary 
Islamic Finance. http://www.failaka.com/library/articles/VC%20in%20Islamic%20 
Finance.pdf, 2004. 

Barkley, D.L., D.f:, D.M., J.S.R. and R.S., Establishing nontraditional 
venture capital institutions: Lessons learned. RUPRI Rural Equity Capital 
Initiative.Study of Nontraditional Venture Capital Institutions. Part1 of 4 of the final 
report. 2001.  

Barkley, D.L. and D.M.M., Nontraditional sources of venture capital for 
rural America. Rural America, vol.16, issue 1, May 2001. 

Baydas, M., D.H.G., and L.V., Commercial Banks in Microfinance. USAID-
funded Project, August, 1997 

Yıl:1  Cilt:1   Sayı:1, Yaz 2008   ISSN 1307-9832 
 



110                        International Journal of Economic and Administrative Studies 

Bates, T. And W. Bradford, The viability of the Minority-oriented venture-
capital industry under alternative financing arrangements. Economic Development 
Quarterly, 2006, 20, 178.  

Baydas, P.M., D.H.Graham, and L. Valenzuela. Commercial banks in micro-
finance: New actors in the micro-finance world. USAID-Funded Project, August, 
2007.. 

Brouwers; M.G., Will there Still Be A Role for MFIs? Microfinance 
MATTERS, UNCDF, October 2005. 

Bulut, H.I., Mudaraba-Venture Capital Closed-end Mutual Funds and 
Mudaraba-Venture Capital Open-end Mutual Funds. ISE Review, Vol.8, No.30, 
1997. pp. 31-58. 

Busch B. And E. Rhyne, The growth of commercial microfinance:2004-2006. 
Council of Microfinance Equity Funds. September, 2006. 

Bygrave, W.D. and A.J. Timmons, Venture Capital at the Crossroads. 
Harvard Business School Pres, Boston, 1992. 

Choudhury, M.A., Islamic Venture Capital. Journal of Economic Studies, 
Vol.28, No.1, 2001, pp.14-33. 

Cizakca, m., Risk Sermayesi, Özel Finans Kurumları ve Para vakıfları. İlmi 
Neşriyat, İstanbul, 1999. 

Dar, H.A. and J.R. Presley, Lack of profit loss sharing in Islamic banking: 
Management and control imbalances. International Journal of Islamic financial 
Services, Vol.2, No.2, J/S 2000. 

Dhumale, T. And A. Sapcanin, An application of Islamic Banking Principles 
to Microfinance. Technical Note, United Nations Development Programme. 

Dieckmann, R., Microfinance: An emerging investment opportunity. 
Deutsche Bank Research, Frankfurt, December 2007. 

Fehr, D., Raising capital for microfinance: Sources of funding and 
opportunities for equity financing. Journal of Developmental Entrepreneurship, June 
2006. 

Ferro, N., Value Through Diversity: Microfinance and Islamic Finance and 
Global Banking. Corporate Social Responsibility and Sustainable Management, 
Italy, June 2005. 

Florida, R. and D.F. Smith. Venture capital, innovation, and economic 
development. Economic development quarterly, vol.4, No.4, Nov.1990, pp345-360. 

Year:1  Volume:1  Number:1, Summer 2008   ISSN 1307-9832 
 



Uluslararası İktisadi ve İdari İncelemeler Dergisi 111 

Gillin, L.O., Evaluating the availability of British social venture capital on 
the impact of social entrepreneurship. Int. J. Entrepreneurship and Small Business, 
Vol.3, No.1, 2006, pp.123-136.  

Gupta, A.K. and H.J. Sapienza. Determinants of venture capital firms’ 
preferences regarding the industry diversification and geographic scope of their 
investments. Journal of Business ventures / (1992): 347-362 

Henry, C.M., Islamic financial movements: Midwives of political change in 
the Middle East.  A paper presented fort he 2001 Annual Meetings of the American 
Political science Association, San Francisco, September, 2001. 

Kooi, P., Raising capital through equity investments in MFIs: Lessons from 
ACLEDA, Cambodia. New York, 2001. 

Krauss, N. And I. Walter, Can microfinance Reduce Portfolio Volatility? 
New York University, November 2006. 

McNaughton, R.B. and B.G. Milford, Spatial patterns of Canadian Venture 
capital investments. Regional Studies, vol.23, no.1 February 1989, pp9-18. 

Meehan, J., Tapping the Financial Markets for microfinance. Working Paper 
Series, Grameen Foundation USA, October 2004. 

Nageswaran, A., Investing for Sustainable growth: The Aavishkaar 
experiment for sustainable financing. At the Congress with Innovation Fair, 
University of Geneva, September 2003. 

Network, O., Optimizing capital supply in support of microfinance industry 
growth. Working paper, AED CONFERENCE CENTER, Washington, D.C., 
October 2006. 

Obaidullah, M., Islamic Financial Services.Islamic Economic Research 
Center, King Abdulaziz University, Saudi Arabia, 2005. 

Otero. M., A commercial future for microfinance. Microfinance MATTERS, 
UNCDF, October, 2005. 

Pretes, M., Microequity and Microfinance. World Development, Vol.30, 
No.8, pp.1341-1353, 2002. 

Rahman, A.R.A., Islamic microfinance: A missing Component in Islamic 
Banking. Kyoto Bulletin of Islamic Area Studies, 1-2 (2007), pp.38-53. 

Segrado, C., Islamic microfinance and socially responsible investments. Case 
study, University of Toronto, August, 2005. 

Siddiqui, M.N., Islamic Banking:True Modes of Financing. New Horizon, 
2001, pp.15-20. 

Yıl:1  Cilt:1   Sayı:1, Yaz 2008   ISSN 1307-9832 
 



112                        International Journal of Economic and Administrative Studies 

Tulchin. D, Positioning microfinance institutions fort he capital markets. 
Social Enterprise Associates working paper #5. 2004. 

 

 

Year:1  Volume:1  Number:1, Summer 2008   ISSN 1307-9832 
 



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /ENU (Use these settings to create PDF documents with higher image resolution for high quality pre-press printing. The PDF documents can be opened with Acrobat and Reader 5.0 and later. These settings require font embedding.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308030d730ea30d730ec30b9537052377528306e00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


