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Abstract: Islamic banking’s profit-maximising fervour, building upon the use of
interest-resembling products, has raised concerns about its Shariah authenticity and
financial stability. While early Islamic economists envisioned an industry built on values
of mutuality and participation, architects of Islamic banking have chosen to replicate
interest-based conventional banking for the purpose of fast growth. This study has two
objectives. First, to narrate the history of Islamic banking, from the theories postulated to
the beginnings of the industry. This builds an understanding of why ‘Islamic” banking
operates as it does currently, which has implications for Shariah compliance and financial
stability. It is suggested that the mimicking of conventional banks may cause instability
since unlike commercial banks, ‘Islamic” banks face Shariah constraints. This leads to
the second objective, which is to analyse the cooperative banking model, which has been
described as the closest theoretical model to Islamic banking. Specifically, this study
focuses on the model in Europe which, despite its challenges, has managed to silence
critics in the way it contributes to communal welfare and financial stability, especially
during credit crunches when commercial banks are known to retreat from markets. This
first study of a functioning cooperative banking model, in the context of Islamic banking,
may thus offer lessons for Islamic banking reform.
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1. Introduction

Islamic banking, as currently practised, has been criticised for being Islamic
in all but name (Gulzar, 2016; Azmat et al., 2015; Khan, 2010). ‘Islamic’
commercial banks maximise profits just like their conventional counterparts
at the expense of most other social and environmental considerations. They
do this through ‘financings’ that look like the interest or riba that they are
supposed to replace. So, despite the advent of ‘Islamic’ banking, the industry
is still far from the ideals of mutuality, participation, and care for social
welfare, as espoused by early scholars of Islamic Economics. In practical
terms, this means that countries with ‘Islamic’ finance markets continue to
be caught in a rut of wealth inequality, lack of social mobility and safety nets
for the poor (Naceur et al., 2015).

Given these issues, this study has two objectives. First, it narrates the
history of Islamic banking, from the theories postulated by early academics
to the beginnings of the industry. Understanding the roots will help us
comprehend why ‘Islamic’ banking operates as it currently does, which
has implications for financial stability. In mimicking conventional banks,
‘Islamic’ banks may have brought on the problem of instability since
unlike commercial banks, they face Shariah constraints. Relatedly, this
study analyses the Malaysian regulator’s latest attempt to bridge the divide
between theory and practice and how it falls short.

Having covered those issues, this paper proceeds to the second
objective, which is to study, for the first time, a lesser-known form of
banking in Europe, the cooperative banks, to draw lessons for the reform
of Islamic banks. According to scholars such as Chapra (1985), EI-Gamal
(2006) and Al-Muharrami and Hardy (2013), mutual-based banking, such as
that by cooperative banks, is closest to the theoretical model of how Islamic
banks should be. Cooperative banks have persisted for over two centuries in
mostly commercial banking-dominated markets, so there could be much to
learn from a banking model that seems to more closely embody the Shariah
ideals that should have underpinned Islamic banking.
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2. Islamic Banking
2.1 Early model based on socio-economics

Contrary to what some of the textbooks, such as those for the CIMA
Diploma in Islamic finance, would have us believe, the industry did not
just start in 1975 with the setting up of Dubai Islamic Bank followed by the
multilateral, Jeddah-based, Islamic Development Bank. This formal start was
in fact preceded by banking experiments in the 1950s and 1960s in Pakistan,
Egypt and Malaysia (El-Gamal, 2006; Irfan, 2015). Inspired by the writings
of early Islamic thinkers, such as Abu al-A’la al-Mawdudi and the leader of
the Muslim Brotherhood Movement in Egypt, Hassan al-Banna, the pilot
experiences were based on the socio-economic approach of Islamic finance,
which called for social justice and equitable economic opportunities. This was
in response to the disconcerting Western influence and colonial insensitivity
to Islamic social values in countries under their rule. Paradoxically, the
experiments were inspired by the mutual-based institutions that were thriving
in the colonists’ home region, Europe (Hegazy, 2006).

The socio-economic approach was then advanced by economists such as
Khurshid Ahmad, Muhammad Umer Chapra and more recently, Mohammad
Nejatullah Siddiqi. Among the tenets propounded by these economists
are the profit- and loss-sharing (PLS) contracts such as musharakah and
mudarabah, which according to them reflect Islamic principles more than
debt financing because of the former’s equitable and wealth distributive
natures. The term bandied about then was ‘two-tier mudarabah’, where the
profit-sharing contract is to be used on both the deposit and financing sides
of an Islamic bank.

The highest profile experiment was by Ahmed El-Najjar, who set up the
Mit Ghamr local savings bank in Egypt in 1963. Inspired by the German
savings banks, which he witnessed during his graduate studies there and,
distressed by issues of poverty and a lack of equal access to credit in
Egypt, El-Najjar decided the solution was to mobilise the poors’ savings.
Collectively, they can finance projects by peasants, artisans and workers
that would build the economy. The bank did not charge nor pay interest
and shared profits from the small businesses it financed with the investment
account holders. The bank would even get involved in the customers’
projects if they had a good plan but lacked the skills for implementation.
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In line with the relationship type of banking that characterises European
mutual financial institutions, El-Najjar invested time and effort to understand
the townspeople’s economic problems and traditions. His closeness to
customers and societal pressure helped ensure high borrowing repayments,
effectively overcoming the notorious moral hazard problem commonly
associated with PLS financings. Moral hazard occurs when borrowers take
undue risks or become fraudulent because they need not bear most of the
costs of default (Mayer, 1985; Hegazy, 20006).

El-Najjar’s efforts were welcomed by the villagers whom according to
an observer, were deeply grateful for the critical financing. They believed
it would not have come from other sources, such as commercial banks
(Ready, 1967, p. 20). The reception, however, was not as warm with the
local government, whom although approved of the project initially, became
wary as the experiment gained traction. It seemed to conflict with their
socialist belief in atheism and state ownership of the means of production.
The experiment thus lasted a mere four years (Mayer, 1985; Warde, 2010).

As a model, the bank was stable since shocks from one side of the
balance sheet could be passed to another. For example, depositors were paid
less when the business ventures recorded lower-than-expected profits. And
in the case of losses, depositors would bear the brunt in proportion to their
capital contributions. Together with Islam’s injunctions against profiting from
debt, engaging in speculative activities and unethical or fraudulent behaviour,
the model was almost fool proof.

Yet, except for Tabung Haji in Malaysia, other early attempts at genuine
PLS were plagued by instability and closures. Details are relatively scant in
English. From the available literature, the reasons for closure ranged from
political — that is fear of an Islamic resurgence and disagreements on how
the banks should be regulated — to financial. At least one account in Arabic
reported that in the 1980s, Islamic banks in Egypt which extended PLS
financings had been defrauded by customers!. It is likely that these banks,
which used PLS contracts without the necessary safeguards, had attracted
customers with either a risky proposition to start with (and were thus attracted
by the loss-absorbing or loss-sharing features of PLS) or who under-declared
the profit to keep more of it for themselves. In academia, this problem is
known as information asymmetry in favour of borrowers, which can then lead
to issues of moral hazard and adverse selection, which is the risk of under-
pricing one’s products for customers who in fact, are high risk and vice versa.
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2.2 The move to the legalistic approach

In the 1970s, a set of Gulf Cooperation Council (GCC)-based pioneers
financed the first group of Islamic banks in Dubai, Kuwait, and Saudi Arabia.
This saw the beginning of the legalistic approach when given the sprouting
of shaykhs with newfound wealth from the oil boom, the banks decided to be
pragmatic and find a way to quickly absorb their savings through permissible
(halal) financial products. The objective is to remain, as much as possible,
within the widely established structures of conventional finance (Hegazy,
20006). ‘Success’ is thus defined as having as complete a suite of products as
the conventional counterparts even though the latter thrive on profiting from
debt, which ironically is supposed to be the hallmark prohibition for Islamic
banking. The mimicking raises two issues on the banks’ Shariah authenticity
and financial stability.

2.2.1 Impacts of mimicking conventional banks

Riba, or interest, is unanimously condemned by Islamic scholars. The
preponderance of debt-like products in ‘Islamic’ banks from Malaysia to
Saudi Arabia, the home of Islam’s two holiest sites, has thus led to questions
of their Islamicity (Gulzar, 2016; Azmat et al., 2015; Khan, 2010; Chong
and Liu, 2009). In Malaysia, as of December 2017, 70% of financings were
through contracts that approximate fixed returns such as murabaha, ijarah
and bai bithaman ajil (BNM, 2017b). Saudi Arabia’s central bank, SAMA
does not provide breakdowns between Islamic and commercial banks but
authors such as Hegazy (2006) say 70% is a fair figure for IFIs (Islamic
financial institutions).

Even if we agree with the banks’ remunerated Shariah scholars that
the contracts used to transform the loans — e.g., commodity murabaha
(or tawarruq) and bai bithaman ajil — are Shariah-compliant, the practice
runs smack against the theoretical foundation as espoused by early Islamic
economists, that is PLS.

In terms of stability, it is even more ironic that ‘Islamic’ banks are
replicating a model, which has at its core, debt creation or making others
reliant on the debt it creates. Commercial banks are the engines of the
fractional reserve system, whose defining feature, according to several
thinkers, is the perpetuation of debt as a stimulus for growth (El Diwany,



6 Rosana Gulzar, Mansor H. Ibrahim & Mohamed Ariff’

2003; Jha, 2013 and 2014; Mian and Sufi, 2015). When debt levels become
unsustainable, the crises that ensue tend to be severe, in impact and reach.
In 2010, Europe was almost crippled by a sovereign debt crisis, while Japan
suffered a lost decade in the 1990s and some suggest, even until today, with
a debt-to-GDP ratio of almost 240% (OECD, 2021). Debt has thus been
identified as the cause of the shortening cycles of booms and busts in the
world today and yet ‘Islamic’ banks are filling up their balance sheets with
ever more of them in a joyful replication of the commercial banks.

This however extends beyond products. Academics and industry
observers have noted that the banks seem to have lost their soul in the bid for
profit maximisation, just like their conventional counterparts, when the early
model of PLS was predicated on values such as mutuality, participation, and
social welfare (Kuran, 1995; El-Gamal, 2006; Ismail, 2014). This arguably
stems from the business model adopted. Being shareholder-driven, the
characteristics bred among commercial bankers in the interest-based system
are those of self-centredness, greed and short-termism (Kay, 2016). The
situation is no different in ‘Islamic’ banks. In fact, many ‘Islamic’ bankers
were former conventional ones (Khan, 2015; Parker, 2007).

The question thus is, in mimicking commercial banks, have ‘Islamic’
banks become just as unstable, if not worse? Given that they pursue the
same broad strategy of profit maximisation through excessive debt creation,
there is no reason to believe that the same will not happen to ‘Islamic’ banks.
The issue, as alluded to earlier, is that Islamic banks may be suffering from
a wrong model of implementation. Theoretically, the socio-economic model
calls for adherence to values such as mutuality, social, welfare over personal
gains, prudence, moderation, and sustainability i.e., long-termism. All of
which have been argued to add to stability. In practice however, Islamic
banks are being pushed for growth in a model with values antithetical to all
the above. In trying to squeeze these square pegs into round holes, it is likely
that Islamic banks have become less stable since, unlike commercial banks,
they also face Shariah constraints that hamstring parts of their operations,
such as the prohibition on trading debt and futures. Commercial banks use
these effectively for interbank operations and hedging exposures.

2.3 Malaysia launches VBI to correct Islamic banks

The irony is that the more knowledgeable ‘Islamic’ bankers concede that
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their business model is far from ideal (Haneef, 2016). Yet, they argue that
when the industry gains critical mass, they will have the wherewithal to
re-navigate the industry towards more genuine Islamic banking practices.
This seems to be what Malaysia’s central bank, Bank Negara Malaysia
(BNM), has in mind when in 2017, it launched an initiative called ‘Value-
based intermediation (VBI)’. In an implicit recognition of the limitations of
commercial banking as a business model, it urges Islamic banks in Malaysia
to cultivate a broader range of objectives beyond profit maximisation (BNM,
2017a). Specifically, as per Figure 1, the proposal calls for a move from
“short-term and narrow bottom-line” concerns towards long-term objectives
that span three Ps: profit, people, and planet.

Figure 1: Changes Required under VBI

Perceived Current Financial Landscape Envisioned Future Financial Landscape

Driven by short-term and
narrow bottom line

Driven by long term and
wider objectives (profit,
people and planet)

o)

considers both financial

Q Performance measurement
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focuses on financial aspect

«ei Performance measurement

/ Innovation mainly to create Innovation to create values

‘"I competitive advantage for for all
shareholders and players

2 Impact-based approach
Good conduct driven by
Y regulation lb that fosters good conduct
. Meaningful and active roles

Minimal roles of other 02

,11 stakeholders I.'?g.’n of key stakeholders

(consumers, employees
and public)

Source: BNM, 2017a.

This latest initiative by BNM is symptomatic of a trend to frame Islamic
finance within the United Nations’ Sustainability Development Goals
(SDGs), as done also by the Islamic Development Bank and World Bank.
While at first look they seem like a natural fit — with goals such as building
a sustainable economy with productive employment and decent work for
all — a closer look uncovers a fundamental flaw.

VBI seems to gloss over the fact that there are two types of banks.
‘Islamic’ banks, like the commercial banks they emulate, are known as
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shareholder oriented as they focus on profit maximisation for shareholders.
Stakeholder banks, at the other end, have a broader range of objectives
that include customers, employees, and the public. This mode of banking
is based on relationships, a long-term perspective and is known to put
customers’ interests first. These banks were frowned upon before the 2008
crisis for being non-mainstream and possibly inefficient, but the 2008 crisis
has brought them to the attention of policymakers and regulators for being
stable and continuing lending when other banks retrenched in difficult times
(von Mettenheim and Butzbach, 2014).

Through VBI, BNM is asking its shareholder-oriented ‘Islamic’ banks
to be more stakeholder-like. What puzzles however is that the central bank
maintains its requirement for ‘Islamic’ banks to be profit-maximising as it
highlights in no less than three instances in the July 2017 proposal that the
move towards customer and social welfare should come at no expense to
shareholders’ financial returns (BNM, 2017, p. 1, 6 & 12). This is puzzling
because the literature on stakeholder banks implies a trade-off. They are
said to have ‘dual bottomlines’ because the profit-seeking objective is to be
tempered with customer value maximisation.

Some studies thus found that their profits are lower but more stable than
commercial banks’ (Rabobank, 2009; Chiaramonte et al., 2013; Ferri et al.,
2015; Merildinen, 2016) although it should be noted that empirical studies
between stakeholder and shareholder banks are still inconclusive perhaps
because of the limited quantity. Thus, some studies have also found that
profits by stakeholder banks are higher than commercial banks (Groeneveld,
2014; Ayadi et al., 2010; Ayadi, 2017).

Further, the values that stakeholder banks such as cooperative and
savings banks embody are ingrained in the banks, from the ownership
structure (customer-owned versus private shareholders) to the type of
management. This raises the question of whether VBI can be successful
without changing the model and external environment of ‘Islamic’ banks.
The core of current ‘Islamic’ banking is still debt-churning through what
has become ‘two-tier murabahah’, the cost-plus trade to approximate fixed
returns on both sides of the balance sheet. Profiting from debt, as mentioned,
is not only un-Islamic but also destabilising.

BNM seems to have anticipated at least the earlier argument. Citing
a research, the central bank shows evidence of so-called ‘sustainability-
focused banks’ (SFBs) reporting higher profits with less volatility than other
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large banks especially after the 2008 crisis. But there are a number of issues
with the research. Firstly, the SFBs are based on very different banking
models from the ‘Islamic’ banks in Malaysia. A check with the original
research shows that seven are customer-owned cooperative banks, while
another six are either foundation-based or private initiative microfinance
institutions. There are seven shareholder-owned commercial banks,
somewhat like the ‘Islamic’ banks in Malaysia, but they tend to have an
overt focus on serving the financially excluded segments of the community
and not profit maximisation (GABYV, 2015)?. Using them as benchmarks for
the ‘Islamic’ banks in Malaysia may thus require a change in business model.

The second issue with the research is that it would be a stretch to
generalise the results because of the small sample sizes. The study was based
on 25 SFBs and 30 large banks from various parts of the world (GABY,
2015). Further, empirical tests on alternative banks, which make up the bulk
of the sample, as explained earlier, are still limited and thus inconclusive.
Finally, the research is not econometrically robust since the comparison does
not take into account extraneous factors, such as the different sizes of the
banks and the economic and cultural environments in which they operate.
The results are thus still open for debate.

The first objective of this study is therefore to aid the reforms of
‘Islamic’ banks by going to the roots of Islamic banking. It argues that there
is another banking model which is more suitable for the Shariah values
espoused by early Islamic banking scholars. In so doing, Islamic banking
can become well-loved for its contribution to the community and more
importantly, stability of the financial system, something which ‘Islamic’
banks, at least in theory, are supposed to do.

3. Cooperative Banks in Europe

In Europe, the countries host a more diversified banking system made up of
commercial banks and mutual institutions such as cooperative and savings
banks (Tables 1 and 2). They are at times called ‘alternative banks’ because
their features, from the reasons for founding to the way they operate, are
antithetical to the popular, mainstream commercial banks (Butzbach & von
Mettenheim, 2014a).
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Table 1: Composition of Europe’s Banking Sector, 2017 (By number of banks)

Country/Business Cooperative Savings Commercial
model banks banks banks
Germany 976 408 261
Austria 462 47 50
France 87 0 156
Total 1,525 455 467

Note: France no longer has any savings banks because in 1999, a group of savings
banks called Caisse d’Epargne was converted into cooperative banks due to profitability
pressures and criticism of state support (Biilbiil et al., 2013).

Source: The above countries’ central banks.

Table 2: Composition of Europe’s Banking Sector, 2017 (By assets)

Country/Business Cooperative Savings Commercial
model banks banks banks
Germany 15% 27% 40%
Austria 35% 19% 27%

Source: The above countries’ central banks.

The differences between a cooperative and commercial bank begin from
their roots. In nineteenth century Europe, while commercial banks were
focused on serving wealthy individuals, large enterprises and governments in
urban areas, two Germans were affected enough by the plight of those facing
economic hardship to start a movement. The farmers and small business
owners in Germany were suffering from the great famine of 1848 and had no
access to borrowings except through lenders who charged high rates. A study
found that annual rates above 30% were not uncommon in Germany then
(Groeneveld, 2014). Friedrich Wilhelm Raiffeisen (1818—1888), an ascetic
Christian, and Hermann Schulze-Delitzsch (1808—1883), a liberal politician,
sought to help the grief-stricken farmers and business owners by using the
latters’ collective power to administer themselves into an organisation. Based
on the values of self-help and self-responsibility, the two men each founded
cooperative banks, which were to become the network of nearly 1,000
Raiffeisen and Volksbanks (German for ‘people’s bank’) in Germany today.
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The banks thus started as a way of correcting the market failure left by
commercial banks and overcoming problems of asymmetric information
in favour of borrowers. Before starting a cooperative bank, Raiffeisen had
tried helping poor people by financing them through charity from wealthy
donors. The institution however failed when borrowers did not repay the
loans and donors lost interest (Fonteyne, 2007). Coincidentally, the same
issue, asymmetric information in favour of borrowers, seems to have caused
the failure of the socio-economic model for Islamic banks. There could
thus be lessons for Islamic banking architects and practitioners in the way a
cooperative bank is structured from its ownership and governance model to
the products and relationship-building with customers.

As the movement grew, cooperative banks became synonymous with
values, such as thrift, providing an escape from loan sharks, economic
democracy, and stability. The success of cooperative banks in Germany led
to their spread across Europe, the Anglo-Saxon world and beyond (Prinz,
2002; Fonteyne, 2007; Rabobank, 2009; von Mettenheim and Butzbach,
2014; “History of Cooperatives,” n.d.).

3.1 Impact on stability

While the cooperative banking models differ based on each country’s history
and legislative frameworks, there are a number of defining features. Given
the founding objectives, they are structured to be owned by customers,
which means that owners are also depositors and borrowers. As owners,
they receive member shares which are non-tradable but redeemable. This
means that they can only sell their holdings to the bank and no other parties
(Schmidt et al., 2014). Another defining feature is in its governance which is
considered democratic as it is based on the ‘one member, one vote’ principle.
Further, profit distribution, or dividend, may be limited by law since the
objective is to retain profits as accumulated capital in preparation for
tough times. Lastly, cooperative banks are mandated to maximise customer
benefits, not profits, in the form of return to capital, remuneration on savings
and consumer surplus (difference between what a customer is willing to pay
and what she pays). These features have been argued to solve, at least in
theory, a multitude of problems common in banking, thereby increasing its
stability (Fonteyne, 2007; Fonteyne and Hardy, 2011; Groeneveld, 2017).
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3.1.1 Alignment of interests reduce conflicts

Banking inherently suffers asymmetries in the access to information and
power of decision-making. Banks for example, cannot know to a necessary
extent the financial health of their clients or the prospects of their businesses
unless the banks invest in costly information-gathering. These asymmetries
in turn compound the existing conflicts of interest. Borrowers are tempted to
obtain funds and renege on payments. Owners prefer to leverage the balance
sheet for maximum profits while managers are inclined to pursue personal
gains such as increasing their income, benefits and social status (Fonteyne
& Hardy, 2011).

The cooperative banking model may be especially suited to overcome
these conflicts, especially for less wealthy customers in remote locations.
There is less of a problem of adversely selecting borrowers since members
are incentivised through their stakes in the bank and the voting process to
use their strong local ties and soft knowledge to decide which community
member has the prerequisite ‘credit rating’ to receive loans. Borrowers are
also less likely to renege since they would be risking their ownership stakes,
deposit holdings as well as social and business connections to other members
(Fonteyne & Hardy, 2011).

As for the owners, since they are also depositors in a cooperative bank,
they are unlikely to condone leveraging the balance sheet so highly as to
jeopardise their deposits. Moral hazard is thus reduced. In a cooperative
bank, depositors are also less likely to run at the first sign of trouble since
this may destroy their ownership stakes. In fact, deposits often increase
at alternative banks during banking crises as customers withdraw from
commercial banks. This additional funding thus allows cooperative banks
to continue lending to households and businesses in unfavourable times, a
stabilising feature that differentiates it from the more procyclical commercial
banks (Butzbach & von Mettenheim, 2014b).

Critics however argue that the agency cost between managers and
owners is higher in cooperative banks. Members are less likely to exert
oversight on management because ownership is diffused across many
members, and each has only one vote. Further, they cannot sell the equity
stakes in the market. This makes it easier for management to pursue their
own interests, or what is known as expense preference theory. According to
the critics, shareholder-oriented banks have at their disposal two ways of
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overcoming this problem; market discipline, or the use of financial markets
to rein in manager opportunism, and an internal set of incentives such as
share options that can make managers behave as shareholders. Cooperative
banks, most of which are non-listed and offer moderate pay packages, lack
these tools.

Butzbach and von Mettenheim (2014b) however argue that cooperative
banks do have an external disciplining mechanism in the form of networks.
These are second-tier organisations that provide auditing and monitoring
functions to the local, cooperative banks. As part of joint-liability and cross
guarantee schemes that the apex institutions in the networks offer, they can
also check on management’s fraudulent behaviour, for example, on the
use of the banks’ free cash flows. The networks thus raise the cooperative
banks’ stability and efficiency as they provide economies of scale while
reducing the risks that an individual cooperative faces due to its small size
and homogenous customer base.

As for the internal monitoring device, the 2008 crisis has shown that
top management with multimillion stock option plans were not those least
willing to use high risk strategies at the banks’ expense. The efficacy of the
‘incentives’, which are costly in the first place, are thus questionable.

More intricately, the asymmetric problems are overcome through the
ownership structure that holds together stakeholders (owners, depositors,
and borrowers) by merging their interests and the remuneration of deposits,
which are based on the cooperative’s profitability (Fonteyne and Hardy,
2011). Islamic banking researchers should at this juncture be reminded of the
musharakah concept being at work here since cooperative banks are founded
to support the economic undertakings of their customers. So, deposits are
pooled to finance the needs of small enterprises and households, the profits
of which will flow back to the depositors while losses are borne by all.

The alignment of interests thus leads to a more stable banking model
since it alleviates some of the conflicts that arise from the asymmetries in
banking. ‘Islamic’ banks tried implementing mudarabah, another type of
PLS contract, through a product called ‘investment account’ but none have
been in accordance with the true spirits of PLS. The product tends to be a
poorer substitute of its guaranteed, fixed rate deposit cousin (Chong and Liu,
2009; Charap and Cevik, 2011).
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3.1.2 Other stabilising features

There are other in-built features of cooperative banks that are uncannily
Shariah-like, a confluence of which has allowed cooperative banks to keep
a long-term and risk-averse view. Firstly, as mentioned, since the model is
based on relationships, a key competitive advantage is customer trust and
loyalty built over the lifetime. This means that customers stick with them
through thick and thin, allowing the banks to continue lending to households
and small businesses even during credit crunches. The ‘cost’ of building
the relationships is having a dense network of branches, which allows the
cooperative banks to be physically close to customers even in remote and
less profitable areas such as rural provinces and the countryside. But this
effectively forces management to think long term, over which the investment
will be recouped (Groeneveld, 2014).

Yet another stabilising feature is the way cooperative banks accumulate
capital. A significant part of their net profits is added to reserves, known as
an intergenerational endowment. In fact, cooperative banks are known to
accumulate capital at a lower cost than shareholder banks because they only
need to remunerate the portion of reserves that are the members’ capital.
Even then, the percentage of dividends, as mentioned, is often limited by
law. This allows them to reach comfortable levels of liquidity and become
net lenders in the interbank market. Rating agencies note these features,
together with the banks’ legally binding collective guarantee schemes which
reduce the risk of an individual bank failure. They are therefore highly
rated (Table 3) which is useful if they need further funding through a listed
subsidiary for those with one (Fonteyne, 2007; Groeneveld, 2014; Butzbach
and Mettenheim, 2014b).

Table 3: Ratings of Cooperative and Commercial Banks in Europe

Bank Type Fitch
Germany
BVR Cooperative AA-
Deutsche Bank Commercial BBB+
Austria
Volksbanken Verbund Cooperative BBB-

Erste Group Bank Commercial A-
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Bank Type Fitch
France
Banques Populaire Cooperative A
Société Générale Commercial A

Notes: The Austrian networks of cooperative banks suffered considerably during the
2008 crisis due to their expansion into Central, Eastern, and Southern Europe in search
of higher returns. They strayed from the cooperative principles by acquiring commercial
banks there and had to be bailed out by the government (Fonteyne & Hardy, 2011).
Source: FitchConnect. Ratings are of the latest in 2017.

3.2 Challenges

Yet a cooperative banking model is not without challenges. First is the
ultra-low, in some cases even negative, nominal interest rates in Europe.
In response to the sluggish economies, the European Central Bank (ECB)
slashed the deposit rate to -0.4% in March 2016 and cut the main lending
rate to zero. This squeezes the banks’ profits because they earn from the
spread between short-term deposits and long-term lending but given the
topsy-turvy rates, the banks are trying to hold off charging savers in what
would be a radical departure from the norms of banking. On the other hand,
the rates that they can charge for loans have been falling (“German banks:
Turn of the screw”, 2016; Coppola, 2016).

While this is detrimental for all banks in Europe, the cooperative
banks are especially hit because three quarters of their earnings come
from the interest differential (EACB, 2016). A stress test by the Deutsche
Bundesbank, the German central bank, in 2017 even found that if rates
remain this low, the profits of the smaller German banks could fall by 16%
by 2021 or in a worst-case scenario, up to 60% (Bundesbank, 2017).

The second challenge that cooperative banks face is the burgeoning
regulations post 2008. While acknowledging their role in increasing the
soundness of the European financial system, cooperative banks in Europe
say the broad-brush regulations unfairly ‘penalise’ smaller banks for the
mistakes of the larger and less conservative commercial banks. In response
to new ECB requirements for higher disclosures, capital and liquidity
buffers, the European Association of Cooperative Banks’ (EACB) president
has called for regulations which take into account the banks’ different sizes
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and business models. An ECB representative responded by saying that the
rules are indeed more accommodative, and this is clear if they are compared
against the large banks’ and not the cooperative banks’ own volume of
regulations in the past (ECB, 2017).

Besides new regulations, cooperative banks are also squeezed through
competition from digitalisation. Disruptive technologies, such as mobile
payments and money transfers, offer banking services swiftly and cost-
effectively at customers’ fingertips. This compares to the cooperative’s
high-cost branch networks. According to the EACB president, DZ Bank, the
cooperative’s apex organisation in Germany, is coordinating the local banks’
efforts to move into digital banking. They are investing substantially to
increase distribution channels, create new products and win new customers.
While this raises current costs, the president is hopeful that digitalisation can
simplify the banks’ processes and eventually reduce expenditures (EACB,
2016). This, together with the cooperative banks’ uncanny ability to survive
for almost two centuries, may just help them to silence critics once again.

4. Islamic Financial Cooperatives

Cooperative banks in Europe, which seem to imbibe more of the Shariah
values that should have underpinned Islamic banking, may thus offer lessons
for Islamic banking reform. What is perhaps needed is Islamic cooperative,
and not commercial, banks.

Interestingly, there are Islamic financial cooperatives in Muslim-
majority countries where Islamic banking is practiced. But they seem far
from their potential. In Malaysia for example, the cooperatives sector is
underperforming, has issues with governance and is neglected (Othman et
al., 2013; “Banking on co-ops”, 2018). The country boasts two ‘Islamic’
cooperative banks and 583 credit unions (Malaysia Co-operative Societies
Commission [SKM], n.d.). But the biggest of them all, in terms of assets and
revenue, Bank Rakyat, shows similar tendencies as other ‘Islamic’ banks in
Malaysia, of profiting from debt through controversial Shariah contracts. Its
2019 financial statements show that income is mainly from loans structured
using tawarruq and bai’ al-‘inah, the latter of which is outlawed in the
Middle East (Bank Rakyat, 2020).

Broadly, the financial cooperatives in Malaysia seem to be suffering
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from mission drift, a phenomenon where microfinance institutions extend
larger loans to wealthier clients at the expense of poorer customers (Beatriz
and Marc, 2011). In a financial services sector development plan for
2016-2020, SKM calls the cooperative banks and smaller credit unions in
Malaysia to refocus on maximising customer value, and not profits. In a
broader masterplan, the National Cooperative Policy for 2011-2020, SKM
sets targets for the cooperatives sector to contribute 5% of Malaysia’s
Gross Domestic Product (GDP) by 2013 and 10% in 2020. In 2018, the
contribution rate is reportedly only 3% to 4% (“Banking on co-ops”, 2018).
So, in Malaysia, the model for cooperative banking, Islamic and otherwise,
seems itself in need of reforms.

Indonesia holds more promise. Alongside its Islamic (commercial)
banking industry, which for a decade, stagnated at the 5% penetration
rate?, is a form of community-based finance. While still miniscule in
market share*, its role in supporting the poor and micro, small and medium
enterprises (MSMEs) seem to have cast it into the limelight with President
Joko Widodo’s administration (KNKS, 2018). Indonesia is littered with many
small houses of finance called Baitul Maal wat Tamwil (BMT).

A BMT is an Islamic cooperative that combines social and commercial
finance. Baitul maal (BM), which translates to ‘house of wealth’, accepts,
and disburses zakat (alms), waqf (endowments) and charities. Baitut
tamwil (BT), on the other hand, which refers to ‘house of finance’, collects
deposits and member funds to issue financings based on PLS and (genuine)
murabaha. The striking feature about the BMTs is their proximity to
the European model of cooperative banking, particularly in Germany. In
Indonesia, they are set up to foster self-reliance among the poor through the
pooling of resources so that profits and losses can be shared. The partnership
also includes mentorships for MSMEs on business know-hows, accounting,
and marketing (KNKS, 2019).

The going is not always smooth, however. Some BMTs have collapsed
due to managements’ spending sprees on posh offices and company cars.
Managers are also tempted by the accumulating deposits to invest in risky
financial products, which is against the philosophy of cooperative banks.
To keep these in check, Indonesia’s Ministry of Cooperatives and SMEs
says it conducts regular financial ‘health assessments’ to detect warning
signs (KNKS, 2019). Additionally, this is where Indonesia may benefit from
the German experience of an apex institution which reduces fraud among



18  Rosana Gulzar, Mansor H. Ibrahim & Mohamed Ariff

cooperative banks by providing them with auditing and monitoring services.

Ascarya (2017) also calls for BMs to be better integrated with BTs so
the latter may be less afflicted with credit crunches. Member deposits are at
times, insufficient to meet demands for microfinancing while Islamic bank
financings are costly. The mismatch worsens during peak periods such as the
start of school years and festive periods such as Eid. To boost BTs’ capital,
Ascarya (2017) proposes that the indirect cash wagf (Islamic endowment),
received through the BMs, be channelled to BTs so they can issue more
financing. Indirect cash wagf can be used to develop micro enterprises
because its donors do not state specific uses for the endowments as opposed
to direct cash wagqf, but the capital needs to be preserved, as per Islamic
law. This, Ascarya suggests, can be done through micro-takaful. Currently,
although the two houses of finance sit under one roof, they tend to operate
parallel to each other when the Islamic Banking Act 2008 does not bar their
joint operations.

Legally also, Sakti (2019) highlights the disjointed way the sector is
regulated with overlaps between the Ministry of Cooperatives and SMEs
and the Financial Services Authority (FSA). This can cause arbitration
risk. Given that BMTs support MSMEs, which according to the Ministry
of Cooperatives and SMEs, contribute over 60% of Indonesia’s GDP in
2017 (KEMENKOPUKM, n.d.), and the fact that BMTs are different from
established financial institutions such as commercial banks, Sakti (2019)
calls for better coordination between the ministry, FSA and the National
Zakah Board.

Despite these issues, since their beginnings in the early 1990s, there are
4,500 BMTs in 2015, serving almost 4 million people with assets of around
16 trillion rupiah (KNKS, 2019). The sector is admittedly still miniscule if
set against Indonesia’s population of 261 million people and total banking
assets of 6,234 trillion rupiah in 2015 (Financial Services Authority, 2015).
The fact however that BMTs made it to President Widodo’s masterplan for
Indonesia’s Islamic Economy, 2019-2024, means that the sector is recognised
as having more potential than is currently realised.

Indonesia may be a few steps ahead because it is a former Dutch colony.
When the British took over countries such as Malaysia and Pakistan, it
enacted its interpretation of the German cooperative model, which included
some key diversions in core principles. Instead of pooling the savings of the
poor, the British used cooperatives to transfer state credit and subsidies for
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developmental policies. Subsequent degeneration in governance in countries
such as Malaysia led to the whittling away of their cooperatives sector,
which is premised firstly, on good governance and guaranteed civil rights
(Khafagy, 2020). It may thus be worthwhile to study whether the Indonesian
model of BMTs, issues notwithstanding, are suitable for export to other
Islamic finance countries.

5. Conclusion

This paper is among the first attempts to compare Islamic with cooperative
banks, from the reasons of their founding to the ways they operate and the
current trends. In so doing, it highlights that in mimicking conventional
banks, Islamic banks may have jeopardised not only perceptions of its
Shariah authenticity but also its stability. BNM’s efforts to correct this,
while commendable, may end up fruitless if underlying issues of banking
model and the type of personnel, business operations and products, are not
addressed.

In fulfilling the next objective, this paper throws light on a banking
model that may be more feasible for the implementation of the PLS model
espoused by early Islamic economists. In fact, the cooperative banks in
Europe show that PLS can work if proper safeguards are instituted to reduce
problems brought on by the asymmetry of information in banking. El-
Najjar’s Mit Ghamr savings bank, which was based on the European model,
is an example. It closed due to political resentment rather than an inherent
flaw. In this post-crisis era of digitalisation however, cooperative banks are
facing new challenges. Studies that provide constructive solutions will thus
be useful not just for the cooperative banks, but also ‘Islamic’ banks, which
we argue, should more resemble the cooperative banks. Indonesia’s BMTs
may be paving the way.

Notes

' Hegazy (2006) cites an Arabic source: Muhammad ‘Abd al-Mun’im
Abu Zayd, Nahwa Tatwir Nidham al-Mudaraba fi al-Masarif al-
Islamiyya 107 (Cairo: al-Ma’had al-’ Alami lil-Fikr al-Islami, 2000).

2 GABV stands for Global Alliance for Banking on Values.
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3 In terms of market share by assets (“Shariah banking: Indonesia’s
‘bold plans’ for a troubled industry”, 2019).

4 An estimated 0.26% of total banking assets in 2015 (KNKS, 2019, p.
3; Financial Services Authority, 2015).
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