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Abstract 

Islamic Banking prospects, oppOltunities and chall enges in Ethiopia 

Mohamed Muhumed Olad 

Addis Ababa University, 20 12 

While Sharia complianl inveslmenl avenues are now becoming available in mosl 

countries, in Ethiopia, most oj the developments' oj Islamic finance have taken place 

in the last Jour yeari. 

This study presents new evidence on awareness, prospects, challenges and 

opportunities oj Islamic banking in Ethiopia that are actually consistent with what 

Islamic Banking literatllre has revealed about the operations oj Islamic banking 

elsewhere. To do so, descriptive research design oj cross-sectional survey method 

which is be observational in its nature is used to realize the objeclives oJthe study. 

To be specific, the analysis suggests that there is low level oj awareness aboul the 

operations oj Islamic banking while respondents with different background has shown 

statistically significant variance in terms oj awareness, gross misunderstanding and 

widely held long standing misconceptions about Islamic banking operalions. 

In addilion, respondenl 's prospecls assessmenl score with regard to Ihe operations oj 

Islamic banking is high and higher than average expected score while respondents 

,vilh different background has shown significant variance in terms oJtheir assessment. 

Moreover, lack oj awareness, regulatory and supervisory challenges, institutional 

challenges, lack oj support and link institutions, gap in research and development in 

Islamic sluclies as, lack oj qualified human resource as well as wrongful associalion 

with specific religion and the global terrorism movements in recent times has been 

reported as one oJlhe major problemsJacing Islamic banking in Ethiopia. 

Key Words: Islamic banking, awareness, understandin g, prospects, cha llenges 

I However, limited, si mpl e. uncomplicaled and relatively uncompct itive products offered by few commercia l ba nks, did not, cater 
for the wider Mu slim consumers and the existence of full set of Sharia-compliolll financial products in the Ethiopian financial 
industry is yet something to be secnl.e the Special Demand Deposit offered by the commercial b..,nk of Ethiopia (CBE) and the 
Amalloit (or Safe-guarding) Account and the Micro-credit scheme (Mllraba/iah offered by the Somali M icro·finance Institution 
(SM FI) 
2 After the 2008 'Banking Regulation and Super vision Proclamation ' ha s been passed. National Bank of Ethiopia (NBE) has only 
allowed for the "Exist ing bank s' to provide 'interest·free banking windows' whi le killing the long awai ted hope for lull · t1 edged 
Islamic b..1nking 
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Chapter One 

1.1 Introduction 

A lso known as participant bank ing, 'I s lam ic bank ing' refers to a system of banking 

that is co nsistent w ith the princip les of SharialIslamic law and its practica l applicat ion 

th rough the development of Is lamic econom ics. Sharia prohibits the payment or 

acceptance of interest fees for loans of money Riba or 1/SlIIY, for specific terms, as 

we ll as in vest ing in businesses that prov id e goods or serv ices cons idered contrary to 

its princ iples, Haraam, such as bus in esses that se ll a lcoho l or pork, or businesses that 

produce media such as goss ip co lumns o r pornography, which are co ntrary to Is lamic 

va lues'. 

While these pr in c iples were used as the basis for a flo uri shin g eco nomy in earl ier 

t imes, it is only in the late 20th centu ry that a number ofls lamic banks were formed to 

app ly these principles to Private bank o r semi -private Commercial bank institutions 

within the Musl im community. 

Du ring the Islamic Golden Age, ea rly forms of proto-capita lism and free markets were 

present in the Cal iphate2 
, where an ear ly market economy and an early for m of 

mercantili sm were deve lo ped between the 81"_ 12''' centuries, whic h so me refer to as 

"Islam ic capita lism") Many o f these early cap ita li st co ncepts were adopted and further 

advanced in medieva l Europe fi'om the 13th century onwards. 3
, 4 

I The aim of this is to engage in only ethical investing and moral purchasing. 
lA vigorous monetary economy was created on the ba sis of tile ex panding levels of Lis I of circu latmg currencIes ofa stable, high­
value currency, the dinar and the integration of monetary areas that were previollsly independent. 
J Jairus Banaji (2007), "Islam, the Mediterranean and the rise of capita lism", Historical Materiali sm UOllrnal), pp 47- 74 , (I3rill 
Publishers) 
4 A number of economic concepts and techniques were applied in early Islamic banking, including bills of exchange, the first 
forms of p..1rtnerships '1IIIIfa1l'0da' such as limitcd p.1r1ncrships '11II/daraba ', and the earliest forms of Capita l economics "al-lIIal", 
capital accumulation '/101110 ai-mal', cheques, and promi ssory notes. 
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Sma ll-scale "interest-free" sav ings banks were created fi'om 1963 in Egypt. They were 

in vest ing mainly in trade and industry. The banks' depositors were paid a share o f the 

profits of the bo rrowers, act ing li ke Savings & Loan institutions rather than 

com merc ial banks5 

The Is lamic Development Bank was established in 1974 as an intergovernmental bank 

aimed at providi ng development funds for projects in less well off member countries 6 

Gradually overt ly Is lamic banks were deve loped in the Midd le-East through the late 

I 970's'-

Is lamic banks were a lso developed in Ma lays ia and even in predominantly Catho lic 

Ph ili ppines to serve the Muslim popu lation in Mindanao and in India 8 However, 

Islamic banks have grown recent ly in the Muslim world but are a very small share of 

the globa l hanking system in terms of assets. 

Ethiop ian financial sector is one of the fastest developing sectors with the 

establishment o f new commercial banks and micro-finance institutions (MFls) and is 

in line with the trend o f other countries. 

Commercia l banking has become an essent ia l secto r with in the current Et hiopian 

economy and sti ll is the dominant participant and contributor in the financial sector9
. 

The banking products and services induce both public and private sector deve lopment. 

j The Nasr Social Bank , established in Egypt in 1971, was created as an interest-free commercial ba nk , but still without speci fic 
reference \0 Isl<lm for fe.1r of offending the political authorities. 
6 The IDB pi"O\·jdes fee b.1scd financial services and profit-sharing financial assistance. 
1 such as the Dllbai Islamic Bank, Ihe Fa isall slamic Bank of Sudan, the Faisa l Islamic Bank of Egypl , and the Bahrain Islamic 
Bank 
8 Luxembourg has the Islamic Finance I-louse, OMI is b.1Sed in Geneva and there are Islamic financia l institutions in Denmark , 
Australia and in Soulh Africa 
9 These cOimnercial banks are the engines of growth as they provide the lifeblood to the economy, that is, one of the factors of 
production , capital. 
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Mus lims, and who form a s ign ifica nt portion of the total population and live in all 

parts of the country, are no exception to this trend . However, the Musl im community 

has a problem with the current banking system as it stands today and this research 

aims to add ress these co ncern s. 

So, a so und, deep and efficient financ ia l sector are vital for high, susta ined, private 

sector-led growth while insuffic ient access to credit by sma ll and medium-sized 

enterprises constraints their abi lity to expand and limits countries' growth potent ia l. 

However, Muslims, espec ia lly most Muslim househo lds and sma ll bus iness owners 

ca nnot bui ld for mal sav ings and as a result, thei r ability to escape fro m poverty by 

investing in different sectors is li mited . 

1.2 Backgrouud of the study 

The basic princip le is that, interest- usury or 'Riba ' used interchangea bl y is prohibited 

on the princ iple of 'no pain no gain '. The investor takes a share in the profits, if any, 

of the venture and is liable to lose his capital. 

There are various econom ic and rational reaso ns put fo rwa rd as to why interest is 

banned in Is lam. So me say th at interest as a fi xed cost o f productio n is a brake on 

employment. There is a lso a view that interest causes monetary cri ses and exacerbates 

trade cyc les. Fo r example, the Vatican has put forward the idea that "the princ iples of 

Is lami c finance may represe nt a possible cure fo r ai ling markets 1o." Moreover, beyo nd 

the quest io n of interest or 'Riba', is the ethical issue. Is lam ic in vestm ents exc lude 

tobacco, a lcoho l, gaming and other "undesirab le" sectors. 

Interest-fTee banking seems to be of very recent origin. The earliest re fere nces to the 

reorganisation of ba nking o n the bas is o f pro fit sharing rathe r than interest are found 

10 http://w\ ..... v.bloomberg.com/apps/news?pid=2060 1 092&si cFaOsOLE8 u iN Og&re rcr=ita 1 y 
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In the late fo rties ll , followed by a more elaborate exposit ion l2• They have all 

recognised the need for commercial banks and their perceived "necessary evil," and 

proposed a banking system based o n the co ncept of 'Mudarabah ,13 

In the next two decades interest-fi'ee banking attracted more attent ion, partly because 

of the political interest it created in Pakistan and partly beca use of the emergence of 

M I· . 14 yo ung us lin econo mists . 

In the early I 970s, Is lamic Banking saw institutional in vo lvement l5 . The invo lve ment 

of institutions and governmen ts led to the app li cation of the theory to practice and 

resulted in the establ ish ment 0 f the first interest -fi'ee banks 16. 

Globally, Is lamic bank ing is growi ng at a rate of 10- 15% per year and w ith signs of 

cons istent future growth 17 Is lamic banks have more than 300 institutions spread over 

5 1 co untries, including the United States through companies such as the Michigan-

based University Bank, as we ll as an addit iona l 250 mutual funds that comply w ith 

Is lamic principles. 

It is estimated that over US$ 822 bill ion wo rld w ide 'sharia' -compl iant assets are 

managed and this represents approx imately 0.5% of total world estimated assets as of 

2005 18
• According to CIMB Group Ho ldings, Is lamic finance is the f.lstest-growing 

II Anwar Qureshi (1946), Naicm Siddiqi (1948) and Mahmud I\hmad (1952) 
12 by Mawdudi in 1950 
13 profit fmd loss sharing 
14 The first such work is that of Muhammad Uzair (1955), Abdullah aI-Araby (1967). Nejatullah Siddiqi (196 1, 1969), ai-Najjar 
(1 97 1) and lJaqir al-Sadr ( 1961, 1974) were the main contributors. 
15 The Conference Oflhc Finance Ministers of the Islamic Countries held in Karachi in 1970, the Egypti(lll study in 1972, the First 
International Conference on Islamic Economics in Mecca in 1976, and the International Economic Conference in London in 1977 
were the result of such involvemcnt. 
16 The Islamic Development Bank , an inter-governmental bank established in 1975, was born of this process. 
!7 hllp:/Iwww.imforg/exlcrnal/pubs/ftlwp/2008/wp0816.pdf Islamic Banks and Financial Stability: An Empirical Analysis pg 5 
l' hl1p.llwww.cconomist.comlworldieuropeJdisplayslory .cfm?story_id=14859353 ! work=The Economisl tilJe=Sharia calli ng 
dale=200911-12 
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segment of the g loba l financia l system and sa les of Is lamic bonds may rise by 24 

percent growth leve l19 

G loba lly, the prospects for Is lamic bankin g model are promising. Some see the 

Is lamic mode l as an a lternative. Others see it as co mplementary to the system which 

has do minated the western wo rld . Lo ndon is emerg ing as a major financia l centre for 

Is lamic fi nance . Is lamic bank ing products are a lso wid e ly used by non Muslims in 

Ma lays ia. Major Banks like Britain's HSBC and C iti of the US have set up Is lamic 

banking subsid iaries that are flourishing. 

Some of the champ io ns of the Is lamic way wa nt to see bus iness expa nd beyo nd the 

nat ura l market o f Muslim co untries. They be lieve that now, more than ever, there is a 

market for non Muslims who share in the val ues espoused in Is lam ic econom ics. 20 

However, Ethio pian Muslims are not part o f th is hu ge po tential growth o f that is 

occurring a ll corners o f the world due to many factors in which lack of suppo rt ive 

regulatory and po licy regimes that fac ili tate the establ ishment of Is lamic fi nancia l 

institutions is the most impo rtant wOlth of mentioni ng. 

Fina lly, respond ing to a strong pu bl ic demand, the Nat io na l Bank o f Ethiop ia (N BE) 

was expected to approve a di rective that paves the way for the estab lishment o f what 

was dubbed as the fi rst Is lamic bank in Ethio pia. A circu lated draft fo rm of the 

NBE's directive has a llowed Eth iop ian nationa ls to estab li sh a ba nk exc lusive ly 

engaged in interest- free bank ing," however, that hope was short livi ng o ne as the 

fina lly issued draft does not a llow the establi shment of full - fl edged Is lamic financ ial 

19 hHp.l/ww\v.ira n-dail y coml l388/12/ 11 /MainPaper/3630lPagc/5l1ndex .htm 
10 Project syndicate 
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institut ion2
'. However, the directive has onl y opened the door for 'ex isting 

commercial banks ' to create an interest-fi'ee banking wing. 

1.3 Statement of the problem22 

It is s imply an accepted fact that there are suffic ient Mus lim investors and borrowers 

in both Is lamic and non-I slamic co untries to warrant the attentio n of traditional banks 

who seek to serve such clients and capture a potentiall y profitable s lice of a still 

re lati ve ly untapped market. This study serves to c lear away some of the mysteries that 

surround Is lamic financial services and shows how such financ ial system ca n fit 

a longs ide a co nventional interest-bearing banking system. 

The basic aspect of Is lamic banking is the absence of interest but there are other soc ial 

and ethica l features claimed to be more "pure" or "zea lous" such as a iding a more 

equitable di stributio n of income and wea lth and avoiding undes irab le sectors. 

There seems to be cons iderable demand for Is lami c bank ing products both in Musli m 

and non-M uslim major ity countries. To date, for a number of reasons, including lack 

o f focus fi'om policy makers, thi s need has gone largely unfilled for Ethiop ian 

Muslims. 

The need for Islamic banking services and the prohibition of interest does not need 

any more justification as it just exists through the relig io us be liefs of Muslims. But it 

is worth look ing at the reaso ns put forward by some fo r Is lamic banking to ass ist with 

understanding and innovation. For example, Is lamic Banking wi ll play a major ro le in 

the deve lopment of financ ia l sector in a country like Ethiopia, where there is a 

s ignificant Muslim population. 

21 Capi tal Ethiopia News - Islamic Banks to enter financial scclOr.mht 
12 akob Christensen, Anne-Marie Guide & Catherine Pattillo, "Bankable Assets", Finance & Deve lopment (www.imf.org/fandd) , 
Dcc-2006. 
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A recent study (An unpublished Project Report23
) und ertaken by the author of thi s 

study fo und dramatic results about many factors inc luding how the Mus lim 

Community is unbanked, let a lone there, un fortunate desire for having a 'Shariah ' 

based fi nanc ia l inst itutions that sat isfy their fi nanc ia l services need . 

Though, Ethio pia is o ne of the fastest growing econom ies in Africa and of co urse in 

the world, the gap between r ich and poor is still wide as in the case for other 

underdeve loped co unt ries. On the other hand, havi ng o nly interest based convent ional 

banking system and who lly ignoring to cater the financ ia l services needs of the 

Mus lim population is another setback to the deve lopment of the fin anc ial sector in 

Ethiopia. 

In addit ion, a so und, vibrant and market-driven financial serv ices industry can playa 

vital role in creating opportunities and therefore add ress ing human development 

cha llenges of our societies by effic iently and eq uitably channe lling financ ia l reso urces 

towards productive oppo rtunities and employment generation. 

So, given its inherent features, the I FS ls24 has the potential to conc urrently ac hieve the 

goa ls of sustainab le economic deve lop ment and just soc ia l progress, su pported by 

so und and stable financia l in sti tutions and markets. S imultaneous ly, it is a lso poss ible 

to capture demand beyond the Muslim popu lat ion through the prov is io n of innovative 

and hi gh-qua lity Is lamic financia l services (IFSs). 

However, the establishments o f full y-fledged Is lamic banks, which offers the owners 

of capita l to share the profits made by the entrepreneur who co mes up w ith investment 

projects, is an untapped co ncept for the loca l financial sector25 

II (Mohamed M. Clad, rhe lIeel/for Islamic bUl/king in Ethiopia , Jul y, 2008, Addis Ababa University) 
14 Islamic Financial Services Institu tions ( IFSIs) 

25 Capital Eth iopia News - Islamic Banks to enter financial sector.mht 
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Since, Muslims believe that banking with the conventiona l banks is aga inst their 

relig ious faith; large numbers of potential Muslim customers are not banking w ith the 

ex isting conventiona l banks available in the country. Mo reover, the poor are not given 

choices for banking, and hence, they don ' t find an opportun ity to save their sma ll 

earnings. 

The 2008 Banking Business Regulation and Supervision Proclamation have a lready 

crafted a room for non interest banking and were expected to enab le some a lready 

under progress initiatives that envisages the establishment of Is lamic banks in 

Ethiopia. 

However, IFSls face s ignificant challenges as a resu lt of having its own special risk 

characteristics and unique governance requirements, on the one hand, and operating in 

a tax, lega l and regu latory environment that was origina lly designed for convent iona l 

financ ial services, on the other hand . 

Moreover, in addition to the evolving of the industry in this era of "globalization" 

where market, techno logica l and regulatory environments are changing rapidly, there 

are other daunting cha llenges facing IPSls wh ich include lack of awareness and 

misconceptions, lack of qualified human reso urce for Shari 'ah compliance, lack of 

appropriate lega l fi'amework and tax neutrality, lack of enabling supervi sory 

framewo rk, unreso lvedflqhi issues as well as credibility and sustainability issues. 

1.4 Research Questions 

To exp lore and assess the prospects and challenges of Is lamic banking model in 

Ethiopia, this stud y targets JUiga City res idents as survey participants. In order to 

achi eve the intended object ives of the stud y and to address the resea rch problem 

properly, certain research questions are designed acco rdingly. 
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In light of this, the research ponders to answer the following research questions: 

I. Are there a real prospects and opportunities that just ify the need to establish 

interest-free or Is lami c ba nks in Et hiop ia so that it wil l stim ulate new waves of 

bank custo mers that were not used to banking services? 

2. Are there substantial potential customers that are not cu rrently served by the 

mainstream banking services due to the prohi bition of 'Riba ' by 'Sharia ' law 

and hence need Is lami c banking services? 

3. Does the Muslim Community generall y believe that the ir calls for financial 

services that are compatib le w ith the ir relig ion ha ve been neglected and 

economica lly disadvantaged and ma rg ina lized due to lack of supportive lega l 

and po licy fi'amework? 

4. Will the introduction of 'Sharia ' Complied Is lamic banks have pos iti ve 

economIc impact to the nation as a who le and the Mus lim commun ity in 

particular? 

5. Does lack of awareness and proper understandi ng about the operatio ns of 

Is lamic bank ing pose serio us cha llenge to the success o f Islam ic banking in 

Ethiop ia? 

6. Are the ex isting regulatory and supervi sory reg imes such as those ho lding 

Is lamic ba nks to the sam e set of regulations as conventional banks and those 

that block the establishment of full-fledged Is la mi c banks counterprod ucti ve? 

1.5 Objectives of the Study 

1.5. 1 Genera l Obj ectives 
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The genera l objective of this study is to assess the prospects and cha llenges facin g 

Islamic banking in Ethiopia. The stud y tries to assess the potentia lity, prospects and 

cha llenges that IFSls face in the Ethiopian financia l services industry. Therefore, this 

study tries to find what are the prospects, challenges and problems that Is lamic 

banking model faces in Ethiopia. 

Moreover, this research paper tries to address the potentia lity o f Is lamic banking 

model, whether Ethio pian Muslims have a genuine need for Islamic banking and 

whether there is a gap in address ing this bas ic, soc ietal as we ll as economic need. 

1.5.2 Specific Objectives 

Th is stud y spec ifica ll y strives to achieve the following special objecti ves. In genera l 

this study tries; 

• To highlig ht co ncepts and various terms connected to Is lamic banking in broad 

terms and di scuss the different Islamic banking products and serv ices 

• To address the issues involved in introducing Is lamic banking system in 

Ethiop ia such as awa reness, understanding percept ions and to invest igate 

banking services usage patterns and behaviours so as to determine whether it's 

the right time. 

• To probe the prospects and potent ia lity as we ll as the need for Is lamic 

financia l services in st itutions in Ethiopia. 

• To ana lyse and identify the major setbacks and challenge that faces the 

establishment as we ll as the operations o f Is lamic financ ia l services 

inst itutions. 

• Lastly but not least, the study also tries to identify what bene fit s will Ethiopia 

obtain fro m the estab lishment 0 f Islam ic ba nkin g. 
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1.6 Significance of the Study 

T he findin gs of the stud y w ill be useful 111 many ways and too ma ny parties. The 

results of the stud y w ill he lp the disenfi'anchised Muslim co mmunity in general and 

the bus iness community in particular. It wil l a lso benefit those concerned po licy 

makers to form ulate necessary a nd so lution-o riented po lic ies that w ill in fact have a 

bene fi t to a ll c itizens. 

To be spec ific in this rega rd, this study will he lp in making decis ions with regard to 

fa st tracking po li cy d imensio ns that he lp not only real iz ing the establishment of 

Is lamic banking but a lso the effect ive operation as we ll as supervis io n of Is lamic 

financ ial services inst itutions. 

In add ition, this study tries to give an investment tip to both current as well as 

potentia l investors to target this untapped market wh ich will he lp in improving the 

economy, living standard o f c itizens as we ll as competition and effic iency. 

The other important benefit that the findings o f thi s study wi ll have is its contribut ion 

to knowledge bui lding and acade mic research by helping other resea rchers to 

undertake a further deta il ed in vestigation on the subject and pro viding re levant 

empirica l ev idences. 

1.9. Organization of the paper 

This paper is organized in to fi ve broad categories (chapter), the first chapter dea ls about 

the introd uction of the study that is background, statement of the prob lem, objective, 

s ign ifi cance, and the research questions. 
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The second chapter discusses the theoretical and empirica l li teratures about Is lamic 

Banking. The third chapter is about the methodology of the research that is the research 

des ign, sampling technique, method of data collection, data co llection instruments, 

method of data ana lys is and so on. 

The fourth chapter of the paper presents the find ings as we ll as the quantitative and 

qualitative data analys is . Finally the fifth chapter deals with the summary, conc lus ion and 

recommendations. 

1.7 Limitations and Delimitations of the study 

I. 7. 1 Limitations of the study 

The potentia l limitation in conducting thi s study includes but not limited to; lack of 

re leva nt and ex hausted re lated research works on the subject. T he other imp0l1a nt 

lim iting fa ctor that is wO lth of mentioning lies with the participants o f the stud y. Most 

of the participants don' t have clear und erstanding about the intents of the study and 

there is inherent risk of extreme reservations in full participation, if any, due to the 

high sens itivity and versatility when it comes to relig ious matters, espec ially thi s time 

aro und . 

1.7.2 Delimitations of the st udy 

The sco pe o f thi s study is delimited to only assess ing the prospects and cha llenges of 

Is la mic banking in Ethiopia by taking Jijga City as survey participants to this stud y. 

T he study w i II on Iy inc lude data co llected from the participants of th e stud y through 

quest ionna ires that w ill be distributed and admin istered to them in addition to the 

accepted financia l and econom ic theo ries fi'om seco ndary so urces. 
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However, it does not attempt to provide any moral justification, rat io nale or even 

estab lish c lear rules as to what is Is lam ic and therefore Hallal and what is un- Is lamic 

and there fo re pro hibited or Haram . 

1.8 Purposes of the study 

The purpose of th is research is to prov ide an in sight in to "Is lamic" banking by 

assessing its need, prospects and challenges in Ethiop ia. The research tries to examine 

the need for Sharia ' comp liant Is lamic banks, the prospects and cha llenges facing 

Is lam ic banking in Ethiop ia by taking a carefull y and random ly se lected group o f 

part icipants Ii'om different backgrounds and characteristics as a case stud y. 
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Chapter Two 

Review of Related Literature 

In thi s chapter, the re lated literature will be rev iewed and discussed. The li terature 

concerning the prospects and cha llenges ofl s lamic Banking in Ethio pia and e lsewhere 

will be presented. T he re levant literature w ill be co llected fi'om different secondary 

sources and it in cludes materia l about the Is lamic econom ic mode l, evo lut ion of 

Is lamic banking, key financial instruments, and Is lami c banking literature versus 

practice, empirica l ev idences o n Is lamic banking, cha llenges as we ll as the need for 

Is lam ic banking in Ethiopia will be ana lyzed in the following sect io ns of this chapter. 

2.1 The Islamic econom ic model 26 

The beliefs ofls lam encompass a ll aspects ofa Muslim's life, determining the articles 

of their fa ith, their mora l and behav ioura l code, relationshi ps between man and God, 

and between human beings as well as g iving the framework for the ir daily act ivities. 

Is lamic law or Sharia, as revea led in and derived from the Qur ' an and Sunnah (the 

sayings and pract ices of the Pro phet Muhammad (PB uH)), governs al l economic and 

soc ia l activities and undertakings of Musl ims. 

Whil e so me of these princ iples and rules are based on clear and exp li c it rulings of 

Sharia, others are deri ved Fro m Sharia scho lars ' interpretations and understand in g o f 

the law, known as Fiqh, as set out in the Qur 'an. 

These interpretations can and of co urse do differ between Sharia scholars. For 

example, celia in contractua l terms deemed to be va lid under Sharia by the scho lars of 

one school of Fiqh may not be acceptab le to scho lars fro m another schoo l. This has 

had s ignificant impl ications for the deve lopment of Is lamic finance . 

26 Financial Services AUlhority, Islamic Finance III the UK. Regulation and Challenges, November 2007 
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The Is lamic econo mic mode l has been deve loped over time based on the rulings of 

Sharia on commerci a l and financ ia l transactions. The Is lamic financial framework, as 

seen today, stems fi'o m the princ iples developed with in this model, some of wh ich are 

outlined be low: 

2.1.1. Emphasis on fairness. 

This is re flected in the requirement that everyo ne invo lved in a transact io n makes 

informed dec is ions and is n ot misled or cheated. On a macro -economic level, the 

Is lamic model aims at soc ial justice and the eco nomic prosperity o f the who le 

community; for example, speci fic Sharia rulings seek to reduce co ncentration of 

wea lth in a few hands, which may be detrimental to soc iety. 

2.1.2. The economic rights of individuals 

Is lam enco urages and promotes the right of indi v idual s to pursue perso nal economic 

wellbeing, but makes a clear d istinct ion between what commerc ial activ ities are 

a llowed and what are forbidden . For exa mple, transactions invo lvin g a lcoho l, pork 

re lated products, armaments, gambling and other socially detrimenta l activit ies are not 

perm itted under Sharia 'law. 

2.1.3. Strict and explicit prohibition of 'Riba' 

One key Sharia ruling o n eco nomic activit ies of Muslims is the strict and explicit 

prohibition of Riba, most usua lly described as usury o r interest. Sharia scholars 

consider exchang ing interest payments within the conventional banking system as a 

type of Riba. 

Modern Is lamic banking has deve loped mechanisms to a llow interest income to be 

rep laced with cash flows from prod uctive so urces, such as ret urns fro m wea lth 
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generating investment act iv ities and operat ions. These in c lude profits from trading in 

(real) assets and cash flows from the transfer o f usufruct (the right to use an asset), for 

example, rental income. 

2.1.4. A risk and profit-sharing (and loss-bearing) philosophy 

The Is lamic econom ic mode l is based on a r isk and profit-sharing (and loss-bear ing) 

philosophy. So, in this respect, Islamic transactio ns are similar to, ifnot the same as, 

equity-based transactions in rewarding performance. However, Sharia requirements 

go further to ensure that in distributing profits mo re emphasis is p laced o n reward for 

effort rather than reward for merely owni ng cap ital. 

2.1.5. The Islamic Law of Contracts 

The Is lam ic Law of Contracts plays a pivotal ro le within the Is lam ic financia l system. 

Is lam ic commerc ial j urisprudence, ' Fiqhi AI-muamalat', consists of princip les and 

ru les that must be observed for t ransact ions to be acceptable in Is lam ; and the Is lamic 

Law of Contracts is at the heart of this. One important princ iple is contractual 

certainty. Under this body of law, uncertainties or amb iguities that can lead to disputes 

may render a contract vo id under Sharia law. 

2.1.6. Zakat: a Concern for the Poor 

Islam has made Zakal compu lsory on the wea lth of rich Muslims. This is spent fo r the 

weaker and d istressed sections of the soc iety. Zakal not only d istributes wealth 

between the rich and the poor of the society, it a lso influences in vestment, savings and 

a llocat ion of income and reso llrces2728 

27 A detailed study has been made in thi s regard by Dr. Monzer Kahfin his book "Islamic Economy~ America n Trust 

Publications, USA 

28 A rich body ofliterature has come li p in recent times on Zakat 
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This is a special feat ure o f Is lam and Zakat is o ne in stitution which testifies to this. In 

this co nnect ion we may refer to Ayat 5-6 of Sura Qasas which reads 'We desired to 

show favour into those who were depressed in the earth. and to make them leaders 

and to make Ihem inheritors and 10 establish them on earth. 

2.2 'Riba ' or Usury in Islam 

T he word "Riba" mea ns excess, increase or add itio n, which according to Shariah, 

im pl ies any excess co mpensat ion witho ut due cons id eratio n (consideration does not 

include time va lu e o f money) . T hi s was accepted to refer d irectly to interest on loans 

acco rding to Islamic econo mists Choud hury and Ma lik ( 1992i 9 By the tim e of 

Cal iph Umar, the prohibit ion of interest was a we ll -established wo rking principle 

integrated into the Is lamic econo mic system. 

T he defin ition of "rib a" in class ica l ' Piqh ' o r Is lam ic jurisprudence was "surplus va lu e 

witho ut counterpart", or "to ensure equiva lency in rea l val ue", and that "numerica l 

value was immaterial." 

Du ring this period, go ld and s il ver (used as curren c ies dur ing that part of t imes), were 

the benchmark meta ls that de fin ed the va lu e of a ll ot her material s being traded . 

Apply ing interest to the benchmark itse lf ("ex natura sua") made no log ica l sense as its 

va lue remained constant re lative to all other materia ls: these meta ls co uld be added to 

but not created (fr'om nothing). 

19 Nevertheless, Choudhury and Malik provide evidence for "a gradual evol utIOn of the instltlltlons of Interest-free financial 
enterpr ises across the world" ( 1992. 104). They cite, for instance, the current existence of financial institutions in Iran, Pakistan 
and Saudi Arabia, the Dar-al-Mal-al-Islarni in Geneva and Islamic !nlst companies in North America. 
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The critici sm of usury in Is lam was well estab lished by several verses in the Qur'an 

dating back to around 600 AD and rein forced by the Pro phet Muhammad (S.A. W) 

during his life and are not questionab le3o 

2.3 Evolution if Islamic Banking 

The origin o f Is lamic banking as a major player in the financ ia l domain was in the 

early 1970 ' s. But the rules and regul ations governing Is lamic banking system has been 

present in the world for many centuries. 

During the middle ages, Is lamic finance was popular and was w ide ly accepted and 

practiced. It he lped in furthering the trade and bus iness in the Mus lim world. The 

Is lamic merchants began to playa very impo rtant ro le in the Eu ropean reg io n 

(Mediterranean, Spain and Baltic States) . 

Is lamic fin ance has beco me a g loba l system spreading as far as Asia, th~ Middle East, 

and the Western wo rld. Is lami c banking is not limited only to the Muslim nations in 

the Midd least but also ex ists in the deve loped economies such as USA, Europe, and 

the far East. Today, more than four hundred and fift y (450) Is lam ic banks are 

operating fi'om China to USA, having assets in excess of one trillion US dollars. 

2.4 Islamic Financial Systems in Perspective31 

The theories and concepts regarding Is lamic finan c ing system se nt a ripple down the 

ex ist ing financial system base o f cap italist va lues . Peop le used to the ex isting financial 

system thought that a system and financia l institutions based on non-interest regime 

cou ld not survive. 

30 For instance, Qur'anJc verses on usury (uucres!) arc Q2:274: 3: 1)0 Q3: /32- /33 

JI Project syndicate 

18 



People who are attaching importance to mora l va lues, bel iefs and ethics in soc iety 

cr itic ized the convent iona l fin anc ial system as re ly ing heav ily on capita listic methods. 

They be lieve that co nvent iona l financ ial system maneuvers the charging of high 

interests on loa ns and its activ it ies such as forcefu lly occupying prem ises if loans are 

not repa id and mishandling the defaulters, are a ll on the wrong s id e of the law. 

The trend in cl ients' dea lings with institutions which do not g ive due cogn izance to 

moral va lu es and ethics is characterized by re luctance. Moreover, socio-demographic 

trends and the fact that Is lami c bank ing created a pOl1a l to invest ethically and in a 

va luable way to society, have been the catalysts for its continued growt h and adoption. 

Perfo rming the same financia l intermediat ion as conventiona l ban ks, Is lamic banks act 

in accordance w ith revenue-sharing principles, and structure tra nsact io ns so as to 

avo id paying o r receiving interest. 

Is lamic banking services in clude a broad range of profit-sharing, sa fekeep ing, leas ing, 

cost-plus financing and joint ventu re agreements. Innovative new technology so lutions 

have enab led banks to meet the increased demand for these services. 

Now, virtua lly every product and service o ffered by conventiona l financ ia l in stitutions 

has a Shari 'ah-compliant eq ui va lent ranging from loans to mutua l funds and from 

e lectron ic payment systems to stock indices. 

2_5 Key Islamic Financial Instruments 

2.5_1 ' Mudarabah' 

'Mudarabah ' is a special kind of partnershi p where one partner g ives money to 

another for in vest ing it in a commercia l enterprise. The investment comes from the 

first partner who is call ed ' rabb-u/-ma/', while the manageme nt and work is an 
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exc lus ive responsibility of the other, an entrepreneur borrower, who is ca lled 

Und er the princ iple o f 'no pain no gain " no one IS entitled to any add it ion to the 

principal su m if he does not share in the risks invo lved . The 'Mudarabah ' is a 

contract, with one party providing 100 percent of the cap ita l and the other party 

providing its specialist knowledge to invest the capita l and manage the in vestment 

. 33 
project . 

FUli her, 'A111daraba' is venture ca pita l fund ing 0 f an entrepreneur who prov ides labor 

while financ in g is prov id ed by the bank so that both profit and risk are shared34 

'35 2.5.2 'Musharakll . 

Financ in g thro ugh equity participat io n IS ca lled 'Mlisharaka '. Here the partners o r 

shareho ld ers use their capita l through a jo in t venture, Limited Partnership to generate 

a profit36 Th is co ncept is distinct fi'om fixed- inco me investi ng a nd un li ke 

' Mudabarah " A ll prov id ers o f ca pita l are entitled to part ic ipate in management, but 

not necessarily requ ired to do so. 

'Musharakah' is a re lationshi p between two pm1ies or more, of whom contribute 

capita l to a bus iness, and d ivide th e net profit and loss in a ' pro rata37 

12 Hence, the name orthe structure; Mlldarabah. Profits are shared on a pre-agreed basis but losses, ifany, however, arc wholly 
suffered by the 'rabbI/liliaf' . Mllt/amba has also been call ed Shirka 
H COlnJXlred to Musharaka, in a Mudaraba only the lender or the moncy has \0 take losses. 
H Such participatory arrangements between capital and labor reO eel the Islamic view thm the borrower must nol bear all Ihe 
risk/cost ora f.1ilure, resulting in n balanced distribution ofincomc and n01 allowing lender 10 monopolize the economy. 
l j Farhad, Rahncma, and Ali ( Islamic Economic Systems, Zed books limited, 1994) 
16 Profits or losses will be split between the shareholders according to some agreed pre -formula depending on the investmem ratio 
while the loss is borne by eHcll partner strictly in the same ratio in proportion to respective ca pital (contributions), 
J7 This is often used in investment projects, letters of credit, and the purchase or real estate or property In thc case of rca 1 estatc 
or property, the bank assesses an imputed ren t and wi ll share it as agreed in advance. 
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'Mudaraba' and' Musharaka' represent the des ired forms of Is lamic banking even 

though their current use is not s ignificant. Is lamic bank depositors act as ' Rabblilmais ' 

and place fund s with the bank38. 

The bank may a lso act in an o ff-ba lance sheet capacity as a fee earning agent on 

behalf of the fund providers and/o r fund seekers or as a tradit io na l fund manager 

investing in a divers i fied portfolio of ' Mlisharaka ' cont racts. 

T here are severa l other approaches used in bus iness transact io ns, Is lamic banks lend 

the ir money to co mpanies by issuing floating rate interest loans39 Once the principal 

amount of the loa n is repaid, the pro lit-sharin g arrangement is concluded. This 

practice is ca lled 'lvfusharaka'. 

If the Bank provides ca pital, the same condit ions app ly. It is the financ ia l risk 

invol ved according to the 'Shariah ' that j ust ifies the bank's c la im to part of the profit. 

The difference between ' Mlisharaka ' and Mudal'aba' is that, in Musharaka, each 

partner contributes so me capita l, whereas in ' Mudaraba', one partner, e.g. a financial 

in stitution provides a ll th e ca pital and the other partner, the entrepreneur, prov ides no 

capital. 

2.5.3 Murabaha ' 

In a 'Murabaha' tran saction, the bank fi nances the purchase of an asset by buy ing it 

on behalf of its c lient. The bank then adds a "mark-up" in its sa le price to its c lient 

who pays for it on a de ferred bas is. 

l8 The b...nk is the Mlldarib ' on its liability side with respect 10 the depositors. Here the bank is the Rabbulmal with respecl lo the 
end users of the funds and acls as a principal. The bank uses the funds on the ""lIdoraba or Mllsharaka basis or any other 
Islamically approved basis with clients in search offunding 
19 The Ilooting rate of in Ie res 1 is pegged 10 the company's individual rale of rClum. Thus the bank's profit on the loo n is equal to a 
certain percentage of tile company's profits. 
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T his co ncept re fers to the sa le of goods at a price, which inc ludes a profit marg in 

agreed to by both pmties40 The bank is compensated for the time valu e o f its money 

in the form o f the pro fit marg in. This is a fi xed- income loan fo r the purchase of a real 

asset (such as rea l estate or a vehic le), with a fi xed rate of profit determined by the 

fi . 4 1 
pro It margm . 

Is lamic banks are supposed to take a genuine co mmercia l risk between the purchase o f 

the asset from the se ller and th e sa le o f the asset to the person requiring the goods42
. 

T itle to the goods fin anced may pass to the bank's c lient at the o utset or on deferred 

payment. 

2.5.4 'Baimuajjal' 

It is deemed acceptable to charge higher prices fo r deferred payments. Such 

transactions are regarded as trades and not loans. Property fin anc ing o n such a 

deferred payment bas is is ca lled Baimuajja/ '. 

2,5.5 'Bai' bitltamall ajil' (deferred payment sale)43 

This co ncept re fers to the sa le o f goods on a deferred payment bas is at a price, which 

includes a pro fit marg in agreed to by both part ies. L ike 'Bai'-al-'inah ', th is concept is 

a lso used under an Is lamic financ ing facility. Interest payment can be avoided as the 

customer is pay ing the sa le price which is not the sa me as inte rest charged on a 10an44
• 

40 The purchase and selling price, other cosls, and the profit margin must be clearly stated at Ihe time orthe &.11e agreement. 
41 The bank is 1101 cornpcn5.'lted for the lime value of money (Jutside of Ihe contracted term (i c., the bank cannot charge additional 
profit on lule payments) ; however, the asset remains as a mortgage wilh Ihe b.11lk until the default is sell led 
42 The oonk stands in between the buyer and the suppl ier and is liable if anything goes wrong There is thus some rOml of 
guarantee with respect to Ihe quality of the goods provided by the bank to the end user in the stri ct 10rl11 of' Mllrabaha '. It is 
argued that the services provided by Islamic banks arc substantiall y different from those of llloney lenders, This type of 
transaction is simi lar 10 renl-to-own arrangements for furniture or appliances lhal are common in North American stores. 
H & 33 http://www.badralislami.com/glossary/ http://wwwazmi law.comJAnicle! 
H The problem here is that thi s includes linking two transactions in one which is forbidden in Islam The common perception is 
that this is simply strai ghtfonvord charging ofintercsl disguised as a sale 
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2.5.6 'Bai' al 'ilia'" (sale and buy-back agreement)45 

'Bai' al inah' is a financ ing fac ility with an underly ing buy and sell transactions 

between the financier and the customer. The finan c ier buys an asset from the customer 

on spot basis. The pr ice pa id by the financ ier co nstitutes the d isbu rsement und er the 

fac ili ty. Subsequ ently the asset is so ld to the customer o n a deferred-payment bas is 

and the price is payab le in insta lments. The seco nd sa le serves to create the obl igation 

on the part of the customer under the fuc ility'6. 

2.5.7 Ijara (Lease) 

'ljarah ' means lease, rent or wage. An Is lamic fo rm of leas ing is ca ll ed ' ljara '. 

Generally, 'ljarah' co ncept means se lling the benefit of use or service for a fi xed price 

or wage. I-Iere the banks buy machinery or other equipment4
' such as plant, office 

automation, or motor vehic le for a fi xed period and price and lease it o ut under 

insta lment plans to end-users48
• 

A bank mi ght buy the item itse lf from the se ller, and re-sel l it to the buyer at a profit, 

while a llowing the bu yer to pay the bank in insta lments. However, the bank's profit 

cannot be made exp licit and th erefore there are no additional penalties for late 

payment. In ord er to protect itse lf aga inst defau It, the bank asks for strict collateral49
• 

An innovative approach applied by some banks fo r ho me loans, ca lled 'Mlisharaka al-

MUlanaqisa', a llows for a fl oating rate acco rding to market rate in the fo rm of rental. 

~6 There are diITcrc nces of opillion amongst the scholars on the perm iss ibility or Bai' al 'inah. however this is practised in 
Ma laysia (A sel o r slriet condi ti ons must be complied) and the like ju risdictions. 
41 The concept of /jamh is used by some Islamic Banks (the Islami Bank in Bangladesh, for example) to appl y to the use of 
money instead of the more accepted application of supply ing goods or services using money as a vehicle. A fixed fee is added to 
Ihe amount orlhe loan Ihm must be paid to the bank regard less of the loan generates a return on investmen t or not. T he reasoning 
is that if the amount owed docs not change over time, it is profit and not inte rest and therefore acceptable under Sharia 
48 As in convent ional leasing contracts there may be an option to buy the goods built 1I1to the contracts. The in stalments consist of 
rental for usc and part-payment. 
49 The goods or land is registered to the name of the buyer from the start of the transaction . This arrangement is called 
'All/rabal/a '. Another appro(lch is '£/jara II'lI £Jqlina', which is similar to real estate leasing. Isla mic banks handle loans for 
vehicles in a similar way (selling the vehicle at a hi gher-than-market price to the debtor and then retaining ownership of the 
vehicle until the loan is paid). 
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The bank and borrower fo rm a partnership entity, both providing cap ita l at an agreed 

percentage to purchase the propel1y. 

The pa rtnership entity then rents o ut the property to the borrower and charges rent. 

The bank and the borrower will then share the proceeds from thi s rent based o n the 

current equity share o f th e partnership50 At the sa me time, the borrower in the 

partnership entity also buys the bank's share of the property at agreed insta lments until 

the full equ ity is trans ferred to the borrower and the partnership is ended . 

2.5.8 '!jam" '''"mmaal hai' (hire purchase) 

Parties enter into co ntracts that come into effect seria lly, to form a co mplete lease/ 

buyback transactio n. The first contract is an 'ljarah' that o utlines the terms for leasi ng 

or rent ing over a fi xed period , and the second contract is a 'Bai' that triggers a sa le or 

purchase once the term of the ' fjarah ' is co mplete51. 

T he ban k generates a pro fit by determining in advance the cost of the item, its res idua l 

value at the end o f the term and the time va lue or profit marg in for the money be ing 

invested in purchas ing the product to be leased fo r the intended tenn. T he co mbin ing 

o f these three fi gures becomes the bas is fo r the contract between the Bank and the 

c lient for the initial lease contract52 . 

2.5.9 ' rj :lnill-wal-iqtina' 

A co ntract under wh ich an ''' Is lamic bank'" pro vides equipment, bui ldin g, or other 

assets to the c lient against an agreed rental together with a unilatera l und ertaking by 

so If default occurs, both the bank and the borrower receive a proportion of the proceeds from the sale of the propeny based on 
each party's current equity. 
SI For exampl e, in a eM iinancing facility, a customer enters into the first contract and leases the car from the O\\11Cr (bank) lit an 
agreed amount over a specific period . When the lease period expi res, the second contract comes illlo efTect, which enables lhe 
customer 10 purchase the car at an agreed to price. 
52 Some western scholars argue that this Iype of transaction IS Similar 10 Ih~ ' contractum tnnius', a legal manoeuwe used by 
European b.1 nkers and merchants during the Middl e Ages to sidestep the Church's prohibition on interest beari ng loans. In a 
confl'OClIIm, two parties would enter into three concurrent and interrelated legal contracts, the net effect being the paying of a fee 
for the use of money for the teml of the loan The use of concurrent interrela ted contracts is also prohibited under Shariah Law 
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the bank or the c lient that at the end of the lease period, the ownership in the asset 

wo uld be transferred to the lessee. The undertaking or the promise does not beco me an 

integra l part of the lease co ntract to make it co nditio nal. The rentals as we ll as the 

purchase pr ice are fixed in such manner that the bank gets back its princ ipa l sum 

a long w ith profit o ver the period of lease . 

2.5.10 ' Bai-salam' 

W hen a manufac turer seeks to finance the production of goods he seeks 'Baisalam ' 

fi nanc in g. T hi s in vo lves the bank pay ing for the producer's goods at a discount be fo re 

they have been de li vered or even made. 

'Bai-salam' means a contract in which adva nce payment is made for goods to be 

de li vered later o n. The se ller und ertakes to supply so me spec ific goods to the buyer at 

a fi lture date in exchange o f an adva nce price full y pa id at the time o f contract. It is 

necessary that the qua lity of the co mmodity intended to be purchased is full y specified 

leav ing no ambiguity leadin g to d ispute. The objects of th is sa le are goods and cannot 

be go ld, s ilver, or currenc ies based o n these meta ls. Barr ing this, 'Bai-Salam ' covers 

a lmost everyt hing that is capable of be ing definite ly described as to quantity, qua lity, 

and wo rkmanship. 

2.5.11 'MuslIlvlIlIIlIh ' 

'MusawlImllh' is the negotiation of a se ll ing price between two palties w ithout 

reference by the seller to e ither costs o r ask ing pri ce. Whil e the se ller mayor may not 

have full knowledge o f the cost of the item be ing negotiated, they are under no 

ob ligat ion to revea l these costs as pmt of the negot iat ion process. 
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This d iffe rence in obligat ion by the se ller is the key distinction between ' Murabaha ' 

and ' Musawamah ' w ith all other rul es as descr ibed in 'Murabaha ' rema ining the 

same. ' Musawamah' is the most commo n type of t rading negotiat io n seen in Is lamic 

commerce. 

2.5.12 'certifi cates o f sale' 

It has been suggested that consumers buy ing consumables on credit would issue 

'cert ificates of sale' s imilar to letters o f cred it. These co uld be encashed by the se ller at 

the bank at a discount. Th is seems very s imi lar in structure to ' Bai-salam '. 

2.5.13 No fee accounts 

There is a substantia l Muslim population in South AtTica and th ey are serviced by two 

sma ll Is lam ic banks. The ma in product be in g offered is the "no fee" current account 

which is a lso prov ided by the conventiona l ba nks by arrangement. 

Transaction charges are waived and interest is not pa id o n current acco unts. Interest is 

charged on loans by conve nt ional banks. These are s imilar to Specia l demand deposit 

prov ided by the Commercia l Bank of Ethiop ia. 

2.5.14 Hiha!J 'gifts,53 

G ift s to depositors are g ive n ent irely at the d iscretion of the Is lamic banks on the basis 

o f the minimum balance. These gifts may be monetary or non-monetary and are based 

on the banks ' returns54
. 

This is a token g ive n vo luntarily by a debtor to a creditor in return fo r a loan. ' F-fibah ' 

usua lly ar ises in practice when Islamic ba nks vo luntar ily pay the ir customers a 'g ift ' on 

}) hup:/Iw\vw.rhbi sJamiclxmk.com 
Sol Iran and Pakistan have both attempted to fully islamisc their entire banking. Iran converted \0 Islamic banking in August 1983 
wilh a three-year transition period. In Iran banks accept current and savings deposits witholll payi ng any return. The b.1nks arc 
permitted 10 olTer bonuses and prizes on these deposits very similar 10 the UK 's premium bonds This is apparently n01 regarded 
as gambling by the Iranian Islamic banking units. 
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sav ings account balances, represent ing a pOltion of the profit made by us ing those 

savings account ba lances in other activities. 

It is im po ltant to note that whi le it appears s imilar to interest, and may, in effect, have 

the same outcome, ' f-fibah ' is a vo luntary payment made (or not made) at the bank's 

discret io n, and cannot be 'guaranteed '. However, the opportunity of receiving high 

' f-fibah' w ill draw in customers' sav ings, providing the bank with capita l necessary to 

create its profits ; if the ventures are profitable, then some of those profits may be 

g ifted back to its customers as 'f-fibah '. 

2.5.15 Qard IllIssaf/55(good/benevolent loan)56 

Th is is a loan extend ed on a goodwill basis, and the debtor is o nly req uired to repay 

the amount borrowed. However, the debtor may, at his or her discretio n, pay an extra 

amount beyo nd the principa l amount of the loan (without prom is ing it) as a token of 

appreciation to the creditor. 

In the case that the debtor does not pay an extra amo unt to the creditor, this 

transaction is a true interest-free loan. Some Mus lims consider this to be the o nly type 

of loan that does not vio late the prohibitio n on ' riba " s ince it is the one type of loan 

that truly does not co mpensate the cred it or for the time va lue of money. 

2.5.16 'SlIkllk ' (Islam ic bonds) 

'Sukuk', plural of.A...c 'Sakk', is the Arabic name for financi al certificates that are the 

Is lam ic equiva lent of bonds. However, fixed-income, interest-bearing bonds are not 

permiss ib le in Is lam. Hence, 'Sukuk ' are securities that comp ly with the Is lamic law 

55 Qardlll hllSSllll 
}6 http://ww\\..iTfi .orglarl ldes/articles_301 _350/is_islaI111c_!xlnkinK...jslnmie.htm 
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'Shariah ' and its investment princ iples, which prohibit the charg ing or paying of 

interest5'. 

2.5.17 Takaful (Islamic Insurance) 

"Takaful" is an a lternative form of cover that a Muslim can avail himse lf aga inst the 

risk of loss due to misfortunes. Takaful is based on the idea that what is un certain w ith 

respect to an indi vidual may cease to be uncerta in with respect to a very large number 

o f similar individuals. I nsurance by combining th e risks of many peop le enab les each 

individual to enjoy the advantage prov ided by the law o f large numbers. See Takaful 

fo r detai ls. 

2.5.18 Islamic equity funds58 

Is lamic investment equity fund s market is one of the fastest-growing sectors within 

the Is lamic financia l system. Currently, there are approxi mate ly 100 Is lamic equity 

funds world wide. The total assets managed throu gh these fu nds currently exceed 

US$5 bi llio n and is growi ng by 12- 15% per annum. 

With the continuous interest in the Is lamic financ ia l system, there are positive signs 

that mo re fund s will be launched . Some Western majors have ju st joined the fray o r 

are thinkin g of launchin g similar Is lamic equity prod ucts. 

Despite these successes, this market has seen a reco rd o f poor marketin g as emphasis 

is on products and not o n address ing the needs of in vestors. Over the last few years, 

quite a number o f fund s have closed down. Most o f the fund s tend to target high net 

57 Financial assets that comply with the Islamic law can be classified in accordance with their tradability and non-tradabi lity in the 
secondary markets. 
S8 Since Ihe launch of Isl3m ic equity funds in the earl y 1990s, there ha s been the establi shment of credible equity benchmarks by 
Dow Jones Islamic market index (Dow Jones Indexes, pioneered Islamic investment indexing ill 1999) and the FrSE Global 
Islamic Index Financial assets 1hal comply with the Islamic IflW can be cl assified in accordnnce wi th their tradability and non­
tradabili ty in the secondary markets. Series The Web si te failaka.com monitors the performance of Islamic equi ty funds and 
provides a comprehensive list of the Islamic funds worldwide. 
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wort h individua ls and corporate institutions, with min imum in vestments ranging fi'om 

US$50,OOO to as high as US$ I million. 

Target markets for Is lamic funds vary; so me cater for their loca l markets, e.g., 

Malaysia and Gu lf- based investment funds. Others c learly target the Middle East and 

Gulf reg io ns, neg lect ing loca l markets and have been accused of fai ling to serve 

Muslim communities. 

2.6 Retail Islamic Banking Products 

2.6.1 C urrent Account (A lwadialtJ 

At a retai l leve l, Is lam ic ba nks provide current, sav ings, and investment acco unts. The 

current account is basically safekeeping or ' AI-1I'adiah' account and used for day to 

day cash manage ment. In 'AI- Wadiah', a bank is deemed as a keeper and trustee of the 

funds. 

A perso n deposits fund s in the bank and the bank guarantees re fund of the ent ire 

amount of the deposit, o r any part of the outstand ing amo unt, when the deposito r 

demands it and permits the bank to use the depos itors' money. It is very s imilar to 

such accounts in co nvent iona l banks. No return is pa id to depos itors, however, at the 

bank's discretion, may be rewarded w ith 'H ibah' (see be low) as a form o f apprec iation 

for the use of fund s by the bank59. 

59 Cheque-books arc provided along with bill payment facilities, btlnk dmfis, bills o f exchange, travellers ' cheques Credit cards 
are unlikely 10 be provided 001 debit cards do not seem to be a problem. M ost banks have no charges for such account 
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2.6.2 Savings Account 

'Alwadiah' structures are a lso used for higher return sav ings account. Banks may as 

they see fit pay the savers a return, depending on their own profitabilitlo. This seems 

to be a llowed as the bank's payment, ifany, is leve l and is not determined in advance. 

2.6.3 Investment AccouJlt 

The investment accounts use the 'Mudaraba ' format. Deposits are fixed term and 

cannot be cashed in before matur ity. In pract ice there are only profit sharing and no 

loss sharing for retai l in vestors6 1
• The lower risk means a lower profit share. 

There are cons ide rable variat ions on the ' Mudaraba ' princip le62 and the frequency of 

payment and declaration ofprofits63 

2.7 Islamic laws on trading64 

The ' Qur'an' pro hibi ts gambling (games of chance in vo lving money) and in suring 

ones' health or property (also considered a game of chance). The ' hadith', in add ition 

to prohibiting ga mbling (games of chance), also prohibits 'bayu al-gharar' (tradi ng in 

risk, where the Arabic word "gharar" is taken to mean "risk" o r excess ive 

uncerta inty). 

The 'HanaJi madhab' (legal school) in Is lam defines "gharar" as "that whose 

consequences are hidden." The ShaJi lega l school defined "gharar" as "that whose 

60 Savings account holders do not have the sa me level ofscrvice as curren I account holders but get savings books and instant or 
short nOlice access. There may or may not be a service charge incurred. Losses arc not, in practice, passed on \0 depositors and 
arc absorbed throu gh the bank s' reserves. 
61 The profi t-sharing ra tio varies between institulions and could be a fimclio n of the bank's profitability o r that ortlle ponfolio of 
end borrowers. 
62 The Islamic Bank of Bangladesh has been ofTering Profit and Loss shari ng Oe!X)si t Accounts, PL S Special Noti ce Dcposi t 
Accounts, and PLS Term Deposit accounts. Bank Islam Ma laysia provides wholesale and retai l investment accounts both on the 
PLS pri nciple . 
6l Pro fits arc decl ared and distributed mont hl y in Malaysia, whil st in Egypt there is a quarterly distribution. In Bangladesh and 
Pakista n distributions tend to be half-yea rly . 
(,.l hup:/Iwww.irti .orglirj/golk:m/docsldocuments/lD B Dcvelopmcntsll ntcrnetlEngl ish/I RT lIe M/downl oadsll ES _A rt icl es 
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nature and consequ ences are hidden" or "that which ad mits two poss ibilities, with the 

less des irable o ne being more likely." 

The Hanbali schoo l defi ned it as "that whose conseq uences are unknown" or "that 

which is undeliverab le, whether it ex ists or not." Ibn Hazm of the Za hiri Schoo l wrote 

""Gharar" is where the buyer does not know what he bought, or the se ller does not 

know what he so ld. " The modern scho lar of Is lam, Professor Mustafa AI-Zarqa, wrote 

that 'Gharar ' is the sa le of probable items whose ex istence or characteri stics are not 

certain, due to the risky nature that makes the trade s imilar to gambling." Other 

modern scho lars, such as Dr. Sam i a l-Suwailem, have used Game T heo ry to try and 

reach a more measured definitio n of ' Gharar, defining it as "a zero-sum game with 

unequal payoffs". 

There are a number of 'hadilh' that forb id trading in "gharar", often g iving specific 

examples of "gharhar" transactio ns (e.g., se lling the bird s in the sky or the fi sh in the 

water, the catch of the diver, an unborn ca lf in its mother's wo mb etc .). Jurists have 

sought many complete definitio ns of the term. They a lso ca me up w ith the concept of 

"yas ir" (minor risk) ; a financ ia l transaction wit h a minor risk is deemed to be 'halal' 

(permiss ible) while trading in non-minor risk ('bayu al-ghasar') is deemed to be 

'Haraam65,. 

What "gharar" is, exactly, was never full y decided upon by the M uslim jurists. This 

was mainly due to the co mplicat io n of having to dec ide what is and is not a minor 

risk. Der ivatives in struments (such as stock options) ha ve only become co mmon 

relative ly recent ly. Some Is lamic banks do prov ide stock brokerage serv ices for stock 

trading. 

65 http://www.ruf.rice.edu 
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2.8 Microfinance66 

M icrofinance is a key concern for Musli ms states and recently Is lam ic banks a lso. 

Microfinance is ideo log ica lly compatib le w ith Tslamic finance, capable of 'Shariah-

compliancy ', and possesses a s izeable potentia l market. Is lamic micro finance tools can 

enhance secur ity o f tenu re and contribute to trans formation of lives of the poor. 

The use of interest found in conve ntional micro finance products and serv ices can 

easily be avo ided by creating micro finance hybr ids de livered on the basis of th e 

Tslamic contracts of 'mudaraba', 'mllsharaka ', and ' lI1l1rabaha '. Already, severa l 

mi cro finance in st itutions (MFls) such as FI NCA Afghanistan have introd uced 

Is lamic-co mpliant financ ial in stnlments that accommodate 'sharia ' criteria. 

2.9 Risk management and Innovations in Islamic Financial Services 

Is lamic fi nanc ia l institutions have taken numerous effo rts to be an innovat ive vehicle 

fo r the ir respective eco nomies. These institut ions introduced severa l products s ince 

the year 2006, considered to be the fi rs t in the world in order to sustain their 

customer's loyalty and perceptions. 

New investment model s and business too ls are being deve loped by Is lamic financial 

experts which are not only hundred percent Shari 'ah compliant but also highly 

pro fitable. These tools or in vestment portfo lios can be used both by Muslim and non 

Muslim alike. 

66http://if atest .13 w. ha rV3rd. ed u 
http://www.learnislamicfina nce.com,http:/Iknowled@e.insead.edulislamicmicrofinance08020S.cfm 
http://asia.news.yahoo.com/07090S/3/37 gee. h tml 
http://www.humanitarianinfo.or!!/sumatra/reliefrecovery/livelihood/docs/doc/pdf, 
http://www.unhabitat.or!!/downloads/docs 
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2.9.1 Islamic Derivatives 

For example, w ith the help of Bahrain-based International Islamic Financ ial Market 

and New York-based International Swaps and Derivati ves Associat ion, global 

standards for Islamic der ivative were set in 20 I 067
. 

2.9. 1.1. Wiqll ' Forward Rate Agreement (WFRA) 

Considered to be first of its kind, was introduced as a 'shariah-complianl ' financial 

hedging tool on August 15,200668 to facilit ate their in-house risk management and in 

the same time ensures that customers have access to hedge profit rates wh ilst 

enhanc ing their (customer) ba lance sheet management. 

By hav ing WFRA, Islamic Banks minimize their riskexposlIre to fixed rate payments, 

by swapp ing some of them with a conventiona l bank (non-'Shariah-compliant') for 

floa ting rate payments. 

2.9. 1.2. Wiqll ' Profit Rate Swaps (WPRS) 

As an extens ion fi'o m WFRA, Wiqa ' Profit Rate Swap (WPRS) was a lso introduced. It 

is an agreement between two parties to exchange a series o f profit payments 

denominated in a single currency for another series of profit payments denominated in 

the same currency, based on a not ional princ ipa l amount over agreed tenor. 

2.9. t .3. tstamic Cross Currencies Swap (I CCS) 

Enhancing the capabilities for Islamic Hedging, those Islamic financial institutions 

pioneering Islamic financial serv ices and Risk management success full y init iated the 

first ICCS in the wo rld, where the bank and its customers altering their exposure to 

61 "hllp: /lwwv" .isda.org!medialpressl20 1 O/prcss030 I 10 hlml Hed ging Master Agreement)" provides a structure under which 
institutions cU lllrade derivatives such as pro rlt-rate and currency swaps. 
68 &lIIk Islam Malaysia 8erllOd (Bank Islam) and Standard Charrered Balik Malaysia, Berhad (SlonC/wn), broke new ground in 
Islamic finance. 
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interest-rate fluctuations, by swapping fixed-rate ob ligat ions for floating rate 

o bligations. 

This product heavily being used with the expectation of a change in interest rates or 

the re lat io nships between them, where on the Is lamic framework the ex istence of 

interest rates being el iminated with Profit Rate .' Commodity Murabahah ' wi ll be used 

as the main vehicle for ICCS and WFRA. 

2.9. 1.4. Commodity '111ltrabfllw" ,69 

Commodity 'Murabahah ' is a trade- related transaction. The main structure of this 

transaction w ill be based on the actual trading of stee l in London Slack Exchange 

through a nominated broker. The trade entail s a spot purchase of 'Shariah' compliant 

commodities for immediate de livery and forward sa le on deferred payment term (cost 

plus bas is). 

2.9.2. SMART chip Card 

Pioneering Islamic financial in st itutions have introdu ced Credit Card Chip Based 

(SMART Chip). The SMART Chip Card is based on three 'Shariah ' concepts, and is 

considered to be the first in the world : 

:.- Eai Inah - The sa le of the land by the bank on a deferred payment 

bas is, which the bank then bu ys back the land by cash at a lower price 

:.- Wadiah - Guaranteed sa fe custody of cash by cardho lder, which a llows 

the cardhold er to make use of the cash. 

:.- Qardhul Hassan - It is the over limit usage of cash by the cardho lder. 

The cardho lder will not be lev ied w ith extra cha rges or fees but wi ll be 

required to repay the over limit amo unt used. 

69Commodity Ail/mba/wI! has the features such as:" Fixed rate ofrelurn~, MFixed maturity period" , and - Known risk profil e-
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2.9.2.1. Services of the Card70 

The servi ces o ffered by the Bank Is lam Card incl ude ; Retail pu rchases, Cash 

w ithdrawa l faci lities ATMs, Easy payment access ibility and cash w ithdrawals at any 

branches and ATMs of the Bank, Transfer of balance service; Emergency cash 

withdrawa l and emergency card rep lacement when overseas; and 24 hOllrs customer 

service. 

2.10 Shariah Advisory CounciIlConsu ltan t' I,72 

Is lamic banks and banking in stitut ions that offer Is lami c banking products and 

services (lBS banks) are required to estab lish a 'Shariah' Supervisory Board (SSB) to 

adv ise them and to ensure that the operat io ns and act ivities of the banking institutions 

comply w ith 'Shariah' principles73 

A number of 'Shariah' adv isory fi rms have nnw emerged to offer 'Shariah ' adv isory 

serv ices to the inst itutions offering Is lamic financia l services . Issue o f independence, 

impartia lity and co nfl icts of interest have a lso been recent ly voiced. The "'WDIBF'" 

World Database for Is lamic Banking and Finance has been deve loped to provide 

informatio n about all the websites related to this type of banking74. 

2.11 Islamic Banking Literature versus Practice 

Recent years have brought an increas ing now of empirica l studies of Is lamic banking. 

The earliest systematic empirica l wo rk was und ertaken by Khan ( 1983)75 . Khan's 

70 Based on the 'Shariah ' contracl 1hat is free from ' /"ibn ' (interest) and ghnrar'. II has contract tenure of three to five years, with 
profit margins fixed for the tenure. The card atcepts transactions from ' ha/a/' (permissible by Islamic law) sales merchants only 
and has a financing limit on pM with that offen.'d by olher issuers and user. 
11 On the other hand, there are also those who believe that no form of banking that involves interest pa yments can ever comply 
with the 'Slwriah' 
72 In Indonesia the VitUllO Council serves a si milar purpose. 
7l hltp:llzakatpages.coml2007/0 I I 19/alhamdulillah-for-lloyds-tsb-bmlk 
H hnp:llwww.wdibf.com/ World Database for Islamic Banking and Finance. 
1S His observations covered Islamic banks operating in Sudan, United Arab Emirates, Ku wail, Bahrain, Jordan, and Egypt 
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st udy showed that Is lamic banks had little difficulty In dev isin g practices 111 

conform ity with Shariah.76 

Khan's study reported profit rates rang ing from 9 to 20 per cent wh ich were 

competit ive with conventional ba nks in the corresponding areas . The rates of return to 

depositors varied between 8 and 15 per cent, which were quite compara ble with the 

rates of return offered by convent io nal banks. 

Khan's study revea led that Is lamic banks had a preference fo r trade finance and rea l 

estate in vestments. The study a lso revea led a strong preference for qu ick retuJ'J1s, 

which is understandable in view o f the fact that these newly established in stitutions 

were anx io us to repol1 positive results eve n in the early years o f o peratio n. 

2.11.\ Empirica l Evidences on Islamic Banking 

N ien haus (1988) suggests that the re lat ive pro fitab il ity of Is lamic banks, especia lly in 

the Midd le East in recent years, was to a large extent due to the pro perty (real esta te) 

boom. He has cited cases o f heavy losses which came with the crash of the pro perty 

sector. 

The IM F stud y earlier by Iqbal and Mirak hor ( 1987) a lso contains extremely 

interest ing empir ica l observations, a lthough these are confined to the experience of 

Iran and Pakistan, both of which ha ve attempted to Is lamize the entire banking system 

on a comprehensive basis. 

Iran sw itched to Is lamic bankin g in August 1983 with a three-year trans ition period" . 

Iqbal and Mirak hor have noted that the co nvers ion to Is lamic modes has been mu ch 

16 On the asset side, the b..'lnks under lI1 \1cstigation had been resoning to IIIl1daraba, III lIshoraka and IIIl1rabalw modes . 
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slower on the asset than on the deposit s ide7879
. T he Pakistani exper ience differs from 

the Iran ian o ne in that Pakistan had opted for a grad ual Is lam ization process80 

The Pakistan i mode l took care to ensure that the new modes of fi nanc ing did not upset 

the basic function ing and structure of the banking system. This and the gradual pace 

of transition, accordi ng to the authors, made it easier for the Pakistani banks to adapt 

to the new system. 

The rate of return o n profit-and- Ioss sharing (PLS) deposits appears not o nly to have 

been in ge nera l higher than the in terest rate before Islam ization but a lso to have varied 

between banks, the differential indicat ing the degree of competi tion in the ba nk ing 

industry. The authors noted that the PLS system and the new modes of fin anc ing had 

acco rded considerab le fle xibility to banks and their c lients. Once aga in the study 

concluded that the effectiveness of monetary policy in Pakistan was not impa ired by 

the changeo ver. 

The IMF study, however, expressed consid erab le uneasiness about the concentration 

of bank assets on short-term trade credits rather than on long-term financin g. The 

authors fo und this undes irable, not on ly because it is inco nsistent with the intentions 

of the new system, but also because the heavy concentration on a few assets might 

increase risks and destabilize the asset pOltfolioS81
• 

77 The Iranian system allows banks 10 accept current and s.:1Vings deposits without ha ving to pay any return, but it permits the 
bank. s 10 ofTer incenti ves such as variabl e prizes or bonuses in cash or kind on these deposits. Term deposits (both short -term and 
long-term) earn a rate ofrcturn based on the b.:'lnk 's profi ts and on the deposit maturity. 
7M It appears that the Islamic banking system in Iran was able to use less than half of its resources for credit to the pri vate sector, 
mostl y in the form of short-term facilities, i.e., commercial and trade transactions. 
19 The slower pace of conversion on the asset side was attributed by the authors to the inadequate supply of personnel trained in 
long-term financing. The authors, however, found no ev idence to show tha t the effectiveness of monetary poli cy in Iran, broadl y 
sIXakillg, was altered by the conversion 
80 This began in 1979. In the first phase, which ended on I January 1985, domestic banks operated both interest-free and interest­
based 'windows'. In the second pha se of the transformati on process, the banking system was geared to o~rate all tran sactions on 
the basis of no interest, the only exceptions being foreign currency deposits, foreign loans and go\'enunent debts. 

II The study al so drew allention to the difficulty experienced in both Iran and Pakistan in financi ng budget deficits under a non­
mterest system and underscored the urgent need to devise suitable interest-free instruments. Iran has, however, decreed that 
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There are a lso some small case studies o f Is lamic ba nks operating in Bang ladesh (Huq 

1986), Egypt (Mohammad 1986), Malaysia (Halim 1988b), Paki stan (Khan 1986), and 

Sudan (Sa lama 1988b) . These studies revea l interesting s imilarities and d ifferences. 

Fo r example, the cu rrent acco unts and Sav ings depos its in a ll cases are o perated o n 

the princ iples 0 f alwadiah. 82 There are a lso interest ing variations in the pattern of 

reso urce ut il izat ion83
, profit -shar ing ratios and the modes of payment fro m place to 

place and fi·om tim e to tim e84
• 

A striking co mmo n feature o f a ll these ba nks is that the ir investment depos its are 

most ly short-term, re nect ing the depos itors' preference for assets in as liqu id a fo rm as 

·bl 85 POSS I e . 

The case studies a lso show that the structure of the c liente le has been skewed in 

favour o f the mo re affiuent segment ofsoc iety, no do ubt because the banks are located 

mainl y in metropo litan centres w ith sma ll branch networks. 

The two main problems identified by the case studies are the absence of suitab le non-

interest-based financia l instruments for money and capita l market transactions and the 

hig h rate of borrower de linquencl6 

government borrowing on the basis ofa fixed ratc ofrelUrn from the naliOlloli=ed b..1nking system wou ld not <liTIounllO interest 
and would hence be permissible. The omcial rationalization is that, since all banks are national ized, interest mles and payments 
among b.1nks wi ll cancel oul in the consolidated accounts. (This, of course, abstracts from the b.1nks' business \\~th non-bank 
customers.) 
8Z But 'gifts' 10 depositors arc given entirely at Ihe discretion of the Islamic b.1nks on the minimum balance, so thaI the depositors 
also share in prolits. Investment deposits are invariably b.1sed on the mlldamba principle, but there are considerable variations. 
~l For e,xample, I11lIs/j(jl"flka has been far more imponant thanlll/ll"abaha as an investment mode in Sudan, while the reverse has 
been the case in Malaysia. On the average, however, lIIuraballa , ba;'lIIl1ajjal and ijam, rather than IIIl1sharaka represelltthe most 
commonly used modes of financing. 
~4 Thus, for example, profits are provisionally declared on a monthly basis in Malaysia, on a quanerly basis in Egypt, on a hal f­
rearly basis in Bangladesh and Pak istan, and on an annual baSIS in Sudan. 

5 Even in MalaYSia, where investment deposits have accounted for a much larger proportion of me total, the bulk of them were 
made for a period of less than two years . By contrast, in Sudan illost of the deposits have consisted of current and savings 
deposits, apparently because of the ceiling imposed by the Sudanese monetary authorities on investment deposits which in turn 
was influenced by limited investment opportunities in the domestic economy 
R6 The former problem has been pmtially redressed by Islamic banks resoning to mutual interb..1nk arrangements and central bank 
cooperation, as mentioned earlier. The B:lnk Islam Malaysia, for instance, has been placing ils excess liquidity with the cenlral 
bank which usually exercises its discretionary powers to give some returns. 
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The del inquency prob lem appears to be rea l and serio us. Murabaha payments have 

often been he ld up beca use late payments cannot be pena lized, 111 contrast to the 

interest system in which de layed payments would automat ica lly mean in creased 

• 87 IIlterest payments . 

In the Southeast Asian context, two recent studies on th e Bank Is lam Malaysia by 

Man (1 988) and the Phili pp in e Amanah Bank by Mastura ( 1988) deserve spec ial 

mention. 

2.11.2 Grow th a nd Profitability of Is lamic Banking 

The Malays ian experience in Is lami c banking has bee n enco urag ll1g. Man's study 

shows that the average return to depositors has been quite compet it ive w ith that 

offered by conventiona l banks88 . 

Final ly, in the most recent contribut ion to the growing Is lamic bank ing literat ure, 

N ienhaus ( 1988) conc lu des that Is lamic bankin g is viab le89 N ienhaus po ints out that 

there are some fa ilures stories90 in wh ich he has noted as troubles of indi vid ua l banks 

that had specific causes and wo uld be inappropriate to draw general concl usio ns from 

part icu lar cases. 

N ienhaus notes that the high growth rates o f the in it ial years have been fallin g off, but 

he rejects the thes is that the Is lamic banks have reached their ' li mits of growth' after 

B7 To overcome this problem, the Pakistani banks ha ve resorted 10 what is ca lled 'mark-down' wh ich is the opposi te of'mnrk-up' 
(i.c., the proli l margin in the cost-plus approach of /1lllra/xl lia transactions). 'Mark-down' amounts 10 giv ing reootes as an 
incentive for early payments. Out the legitimacy of this 'mark-down' practice is questionable on Slwr;ah grounds, since it is ti me 
based and therefore smacks ofintcrest. 
lUI However, 90 per cenl of its deposits had maturities of two years or less, and non-Muslim depositors accounted for only 2 per 
cenl of the 10ta1. Man is particularl y critical of the fact thJt the IIIl1doraba and IIIlIsharaka modes of operation, which are 
considered most meaningful by Islamic scholars, accounted for a very sma ll proportion of the IOtal investment port folio , while 
bai'muajjal and ijara formed the bulk of the 10lal. 
89 But Nienhaus dismisses the proponents' ideological claims for superiority of Islamic banking as 'unfounded'. He also points out 
that there are some failure stories89

. 

90 Examples cited include the Ku wait Finance House which had its fingers burned by mvestlng heavily in the Kuwaiti real estate 
and construction sector in 1984, and the Islamic Bank International of Denmark which suffered heavy losses in 1985 and 198610 
the tune of more than 30 per cent of its paid-up capital 
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filling a market gap91 . But rather, the growth performance of Is lamic banks has been 

relatively better in most cases than that of convent iona l banks in recent years. 

Accord ing to N ienhaus, the market shares of many Is lamic ba nks have increased over 

t ime, notwithstand ing with the deceleration in the growth of deposits9293 

2.12 Challenges Facing Islamic Banking Services 

2.12.1 Lack of Awareness and understanding 

Desp ite the growth o f Is lamic bank ing over the last 30 yea rs, one of the mai n 

challenges facing Is lam ic bank ing is the poor understanding about its operat io ns in the 

Muslim and no n-Musli m world94 

2.12.2 Lack of Supportive Institutional and Market links 

Islamic ba nking is at an early stage of learnin g and experience, lacking the fle xibilit y 

to choose arrangements which best su its the ir need in reacting to structural shifts in 

the econom ic setting as we ll as changes in cons umer preferences. 

For example, Is lamic banks, without hav ing an interest-tree money and capita l market, 

w ill not have adequate in st rument s to meet the pre-condition fo r liquid ity management 

dffi · . C ·95 an e ectlve maturity trans.ormatlon . 

So, adequ ate financia l mechanism st ill has to be deve loped, w itho ut which fina ncia l 

intermed iat ion, especia ll y the risk and maturity transformatio n, w ill not be performed 

91 The falling growth rales mi ght well be due 10 the bigger base val ues 

"lil 
93 The only except ion was the Faisal lslamic Bank of Sudan (FII3S) whose market share had shrunk from 15 per cent in 1982 to 7 

per cenl in 1986, but Nienhaus claims that the market shares 10SI by FIBS were won not by conventional banks but by newer 

Islamic b.1nks in Sudan. 

94 However, the basic principle is clear, that il is contrary to Islamic law to make money out of money and Ihal wealth should 

accumulate only from trade and ownership of real asscIs'l4 . 

95 On the other hand, Islamic banks can enhance term transformation If there is an interest·free bond market or a secondary 
market for IslamIC financ ial papers 
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Moreover, however we ll integrated it may be, any system cannot thrive exclus ively on 

its built-in e lements. It has to depend on a number of link in st itutions and Is lamic 

banking is not an exceptio n to this rUle98
. 

They a lso need resea rch and training forums m order to promote entrepreneurship 

amongst the ir cl ients. Such SUppOit serv ices properly oriented towa rd s Is lamic 

banking are yet to be deve loped in many countries. 

2.12.3 The Regulatory C hallenges 

The relationship between Is lamic banks and monetary aut horities is a delicate one. 

Whatever the goa ls and functions are, Is lamic banks came into ex istence 111 an 

environment where the laws, institutions trainin g and att itude are set to serve an 

economy based o n the principles of interest. For example, the o peratio ns of Is lamic 

banks are 0 11 a profit and loss share basis (PLS), which actua lly does not come full y 

under the jurisdiction of the ex ist ing civi l laws99
• 

In non-M uslim co unties (i.e. cou ntries with less than 50% Muslim population), central 

banks are very stringent in granting licenses for Is lamic banks to operate. Is lamic 

banks must also meet the additional requirements of other government and non-

government authorities. (So, apart from lega l co nstraints, there are eco nomic measures 

that result operat ions o f Is lamic banks in non-Mus lim wo rld difficult)l o0 

96 In the absence of Interest-free money markel, Islamic banks cannot invest their surplus fund i.e., temporary excess liquidity to 
earn any income rather than keeping it idle. 

97 NalUrally, Islamic b."\nks cannot invest the permissible parI of their Security Liquidity Reserve and liquid surplus in those 
securities. I\s a result, Ihey deposit their whole reserve in cash with central banks. Simi larly, the liquid surplus also remains idle. 
On the contrary, the conventional bank s orthe country do 110 1 suITer from this sort of limitations. As such, the profitability of 
IFS ls is adversely affected 
9~ For identifying suitable projects, Islamic banking can profitably draw the services of diOerent link institutions econom ists, 
lawyers, insurance companies, mallagemcm consultants. auditors, research, and training institutions and so on . 
?'J For example, if there are disputes to be handled, civil courts are not sufficiently acquainted with the rationale of the operations 
of ll FSls. 

100 In Muslim countries also they face economic restrictions and dinicult in finding acceptable investment outlets. 
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2.12.4 Abse nce of Liquidity Instruments 

Many Islamic banks lack liquidity instruments such as treasury bill s and other 

marketable secur ities, which cou ld be uti lised e ither to cover liquidity shortages or to 

manage excess liquid ity. T his problem is aggravated si nce many Is lamic banks wo rk 

under operat ional procedures different fi'om those of the centra l ba nks; the resulting 

non-compatibi lity prevents the centra l banks from contro ll ing or g iving support to 

Is lamic banks if a liquidity gap sho uld occLlr ' OI. 

2.12.5 Use of Advanced Tech nology a nd Media 

Many Is lamic banks do not have the divers ity o f products essentia l to satis fy the 

growi ng needs of their clients. The impo rtance of using proper advanced technology 

in upgrading the acceptabi li ty of a product and divers ify ing its applicat ion cannot be 

over emphasized. G iven the potentiality of advanced techno logy, Is lamic banks must 

have to come to terms w ith rapid changes in technology, and redesign the 

management and decis ion-making structures and, above, all introduce modern 

techno logy in their operations. 

Many Islamic banks a lso lack the necessary expert ise and institutiona l capacity for 

Research and Development (R & D) that is not only necessary for the realization of 

their full potential, but a lso for its very surv ival in th is age of fierce competition, 

sophisticated markets and an in fo rmed public. Is lamic ba nking cannot but stagnate 

and wither wit hout dynamic and ongo in g programmes. In addition, Is lamic banks 

have so far not used the media appropriate ly. Fo r examp le, even Mus lims are not very 

much aware that the Islamic banking is be in g practiced in the wo rld. Is lamic banks 

have not ever used an effective media to public ise the ir act ivit ies. 

1111 The absence of suitable long term assets ava ilable to Islamic banks is mirrored by lack of short term tradable linandal 
instruments. Trading of finnncinl instruments is also dinicul! to arra nge when rates of ret urn are not known until maturity . At 
present there is no equivalent of an inter-bank market in Ethiopia where banks could place, say, overnight funds, or where they 
could borrow to sc1t isfy temporary liquidity needs 
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2.12.6 Need for Professional Bankers 102 

There is a need to in st itute profess iona li sm 111 banking practice to enhance 

management capac ity by competent bankers committed to the ir profession. Because. 

the profess iona ls working in Is lamic banking system have to face bigger cha llenge, 

they must have a better und erstand ing of industry, techno logy and the management of 

the business venture. 

They a lso have to understand the mora l and re lig io us implications of the ir in vestments 

with the business ventures. There is a lso a need for banking profess io nals to be 

pro perly tra ined in Is lami c banking and finance. Most banks' profess iona ls have been 

tra ined in conventiona l econo mics. They lack the req uis ite vis io n and con viction about 

the e ffi c iency of the Is lamic bank ing. 

2.13 Islamic Banking as a set"ious alternative Propositionl03 

Despite scept ic ism regard ing accommodation between Is lam ic and g lobal finance, 

lead ing banks are form in g subsidiaries spec ifically to conduct Islamic finance. Specia l 

laws ha ve been enacted in non-Muslim fin anc ia l centres to fac ilitate the operatio n of 

Is lamic banks and assoc iated financ ia l in stitutions 104
. 

Not so lo ng ago, Islamic finance was superfic iall y dubbed a zero- interest-rate system 

that wo uld lead to inadequ ate and in effic ient reso urce mobilizatio n and utilization. 

Ironica lly, mainstream centra l bankers today ro utine ly use preci se ly such po lic ies 

when pursuing massive "quant itat ive easing" Interesting ly, the best economic 

102 Ald. Abdul IIlI'lI'a/ Sarker, Islamic Bunking In Bflllglrlllesll: Per/ormflllce, Problems & Prospects, /merna/iollal JO lln1ll1 oj 
Islamic Fillancial Services Vol. J No.3 
10) I' rojecl syndicate 
104 i.e, London, Singapore, and Hong Kong 
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rationale for a zero- interest-rate system is provided in John Maynard Keynes 's The 

General TheolY: 105 

Keynes suggested that only a very low or zero interest rate co uld ensure co ntinuo us 

fu ll employment and di stributional equity. Keynes's endorsement of such a policy 

does not necessarily make it right, but his analysis does suggest that it sho uld be 

regarded as a serious propos it ion. 

Is lamic finance contrasts with the current domina nt system based on interest-bearing 

debt, in wh ich r isks are theoretically trans ferred to debt holders, but in pract ice are 

soc ialized during crises. Other things being equal, most economists w ill agree that 

de bt finance leads to greater instabi li ty than equity finance l06 

11 fo llows fro m the second major tenet of Islam ic finance that if people ad hered 

strictly to its ethica l req uirements, there would be fewer mo ra l-hazard problems in 

Is lam ic ba nking. Mo ra l hazard exists in a ll systems in w hich the state ultimate ly 

absorbs the risks of pri vate citizens. 

But, whether any particular system is effic ient in avo iding mo ra l hazard is a matter of 

practice, rather than of theory. Many wo uld agree that, historica lly, Chri stian mora lity 

played an impoltant role in the rise of Western capita lism. Secu lar capita li sm, 

however, has experienced an eros ion o f va lues, whereby the financial sector has put 

its own interests above those of the rest o f soc iety . 

If the ethica l va lues in Islamic fi nance - grounded in Sharia relig ious law - can 

further deter mo ral hazard and the abuse o f fiduciary duties by fin anc ia l in stitutions, 

!os " PrOV1S!\)n~ <J !;,ainst U~Uly an,' amongst (hI! IlH\.~t anC ient el'onOnl lt' J'f:lcIICeS of \\lllch \\{' hint.: rCl'orJ . In a world, th.:rcfpre, 
which no one reckoned to be safe. il was almost inevitable thai the rate of interest, unless il was curbed by every instrument al the 
disposal arSOe]C!},. would risl' too high to permit or an adl'quall' mducclllcnl to in .... e.5t ,-

106 Importantly, although interest is prohibited under Islamic finance, profit whi ch is derived from various arrangements that 

combine finance and enterprise ensures profit·sharing and risk -shanng system that is based entirely on equity finance 
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Islamic finance co uld prove to be a serious a lternat ive to current models of derivative 

The test of any a lternative financial system depends ultimate ly o n whether it is - or 

can be - more efficient, ethica l, stable, and adaptab le than the prevailing system. For 

now, there is no Is lami c g lobal reserve currency and no lender of last resOlt . But the 

Is lamic world is the custodian of huge nat ural reso urces that back its trading and 

financial acti vities. 

As the Is lam ic wo rld grows in stature and influence, Is lamic finance wi ll beco me a 

formidable competitor to the current financia l system. The world wo uld have much to 

gain if the two systems were to compete fairl y and construct ive ly to meet people ' s 

needs for different types of finance . 

2.14 Islamic finance in Ethiopia 

Most of the deve lopments of Is lam ic fi nance in the Ethiop ia have taken p lace in the 

last four years, but the existence of Sharia-colllplianf transactions in the Ethiopian 

financial indust ry is yet something to be seen. 

A few banks began to offer s imple products such Spec ia l Non-interest Savings 

Accounts (i.e Spec ial Demand Deposit offered by the commercial bank of Eth iopia 

(CBE)) to give a s light degree of cho ice fl ex ibility to the Muslim Community. This 

did not, however, cater for the wid er Muslim co nsumers. These prod ucts are re lat ively 

uncomplicated in structure and fell o utsid e the sco pe of the mainstream consumers 

and did not generate s ignificant vo lu mes of customers and transact ions, 

107 Moreover, the basic tenets of Islamic finance force us to re-think the ethical basis of modern monetary arrangements, which 
have evolved in to a global reserve-currency system founded on liat money. In the past, gold had been Ihe anchor of monetary 
stabil ity and financial di scipline, even if it was denationary. 
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However, these compared un favo urably with the ir co nventiona l equi va lents in severa l 

respects, including the ir genera lly unco mpetiti ve structure and negative rea l rate of 

return they offer. 

The growth o f the Is lamic Financ ial services remained stuck fo r a lmost haifa decade 

s ince the fi rst individua l and group initiatives sur faced in early 2008. 

Much has not changed s ince then. Not a s ing le commerc ia l bank has announced yet 

that it w ill engage Is lamic financ ial products whether public ly or pri vate ly owned, 

whether through 'Special Windolll ' or subsidiary. Not a s ing le 'Fu ll -fledged' Islamic 

Financia l Institu tion has co me out still from so many public ized initiati ves to establish 

what was dubbed as the first Is lami c Financ ia l Inst itution in Ethiop ia. Not a single 

governm ent initiati ve 0 1' program has st ill yet to come fro m the concerned authorit ies. 

2.15 The Need for Islamic Banking in Ethiopia 

As horrendo us d isparities ex ist between di ffere nt segments of the Ethiop ian society, 

the government must prov ide the disadva ntaged c lasses w ith the too ls they need to 

. I ' d" 108 Improve t 1e lr con It lon . 

Access to fin ance by the poor and the vulnerable g ro ups is a prerequis ite for poverty 

reduction and socia l cohes io n. Such "financia l apa rthe id" is one of the main causes of 

exc lusion of the majo rity of the po pulatio n in terms o f growth. Islamic bank ing is one 

way to amel iorate the poo r and the d isadvantaged segments of the soc iety. 

The Ethio pian banking sector has opened up considerably in the past decade or so and 

openness to interest-free banks is a log ica l next step. The potent ial benefit s o f 

a llowing Islam ic banki ng inc lude; decreased eco no mic d ispar ity between the haves 

and the have nots, better integration, and co nsequ ently acce lerated eco no mic growth. 

108 The majority of the unorganized sector; workers, semi-sk illed persons, small farmers are all non-b.1 nkablc. 
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Governm ent o f Ethiopia can leap a step closer towards the fulfilment o f the mu ch 

cherished dream of "Midd le Income Co untry" by re forming its banking sector and 

a llowing the establishment ofl s lamic Banks 109
• 

Is lamic fa ith prohibits the use o f finan c ia l instruments that pay interest. The non-

ava ilability of interest- fi'ee bankin g products (where the return to the investor is tied to 

the bearing o f risk) results in some Eth iopians, inc lud ing those in the eco no mica lly 

disadva ntaged strata o f the soc iety, not be ing able to access banking products and 

services due to reasons of fa ith. 

While interest-free bank ing is provided in a lim ited manner through SM FI , it's 

recommend ed that measures be taken to permit the del ivery o f interest-free finance on 

a larger commerc ia l sca le. Th is is in consonance with the object ives o f inc lus io n and 

growth thro ugh innovation . Also, it wo uld be possi ble, throu gh appropriate measures, 

to create a framework for such prod ucts w itho ut any adverse systemic risk impact. 

2.16 Prospects and Opportunities for Islamic Banking in Ethiopia 

The prospect o f Is lamic Bankin g looks very bri ght. Et hiopian Muslims everywhere 

want Is lamic Bankin g. In addition, Ethiop ia having mo re than 30 million Muslims 

o ffers huge oppoi1LlIlities to exploit. The s ize of the market wi ll be very large as 

majority of Ethiop ian Muslims, in the name o f relig io us fa ith, are looking for interest 

free financ ia l services. It is pert inent to ment ion he re that Islamic bankin g is not meant 

for Muslims only but non Muslims may a lso ava il the benefit of it. And it is feas ib le to 

have a para lle l bankin g system: o ne based on Sharia along w ith a conve ntiona l o ne. 

109 Banking products which comply with Islamic law arc becoming increasingly popular, not only in the Gulf countries and far 
eastern states like Malaysia, but also in other devctoped markets such as the United Kingdom 
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The G rowth and Trans formation Plan, third fi ve year economic plan, envisages 

inclus ive growth w ith development in a ll sectors of the economy. Is lamic banking is 

an effective mechanism to subjugate the liquidity and inflation problems whi le 

a llowing inclus ive growth. Fo r real in clusive growth, which requires increase in 

income and employment should be ensured for a ll segments of the society. 

If Is lamic banking is introduced, the inadequate labor cap ita l ratio, for informal sector 

workers and fanners associated w ith agr iculture and manufacturing industries could 

be reso lved thro ugh equ ity finance , which mig ht be a revo lution in our agr icu lture and 

unorganized sector. With improved labor cap ital ratio, our vulnerable wo rkers 

associated with agriculture and unorgan ized sector might be able to compete 

e ffective ly wit h the formal sector workers. Thus Is lamic Bank in g may financiall y 

empower majority of Ethiopian workers and farmers. 

Islamic banking may induce our polit ical leaders to subst itute grants and subs id ies 

w ith equity finance which he lps achieve se lf-re liability that never co mes through grant 

and subsidies sc hemes, throu gh spec ial ized financial institutions. 

Mo reover, with introduct ion of Is lamic banking, Ethiopian government w ill certa inly 

ga in diplomatic advantages to make fin anc ial deal ings with Muslim dominated nations 

espec ially to attract tril lion dollars of equity finance from the gul f countries 110
• 

Finally, Is lamic banking shou ld not be regarded as re lig ion based banking bus iness, 

but cou ld be profitably used to reso lve issues pertaining to economy. 

110 www.islamicequily.co.in) 
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2.17 Status of Islamic Banking in Ethiopia 

Is lamic banking is at an incipient stage , The ex isting lega l framewo rk does not permit 

full- fl edged Is lamic Banking, A lot o f amendments need to be carr ied out in the 

prevalent lega l set up while appropriate models need to be se lected and im plemented 

to suit soc iety's diverse financia l needs ll l
, 

To accommodate Muslims, w ho are by Shar;a 'h - Islam ic law - prohib ited 1T0m 

taking or g iving interest (riba), commercia l banks are currently o fferin g zero interest. 

However, full y-fledged establishments o f ls lamic banks, which offers the owners of 

cap ita l to share the profits made by the entrepreneur who comes up wit h investment 

projects, is an untapped concept for the loca l financial sector l12
, 

III The reputed domestic banks with the collaboration ofN BE should involve in the process of establishing Islamic Banking 
~roducls . 

12hnp./Iwww.ifc.orp£i fcextia frica.nsrJConlcntlHome . http://www.isdb.org 
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3.1 Research Design 

Chapter Three 

Research methodology 

The research tr ies to in vestigate the prospects and cha llenges in introduci ng Is lami c 

financia l services institut ions in Ethiop ia. To cond uct this study and to realize the 

objectives of the study, descriptive research design of survey method which was 

observat iona l in its nature was used due to its appropriateness. 

The research also tries to exp lore the prospects, o pportunities, prob lems and 

cha ll enges that face Is lamic financial institut io ns. Both qua li tat ive and quantitative 

data were collected to examine the awareness of the respo ndents. 

3.2 Study Area 

The study area was res idents fi'om Jijiga City which is mainly inhabited by Muslims. 

The stud y focused on group of participants drawn fi'om Jijiga City, o fficial s fro m 

financia l inst itut ions, govern ment employees and some se lected businessmen. 

3.3 Population 

The study population co nsisted of res idents from Jijiga C ity. To be spec ific, the 

populat ion of Soma li Micro-finance Institution employees is 20 and the sample taken 

is 10 employees, commercia l banks employees have a total number of 120 employees 

while the samp le taken is 40 employees, Somali reg iona l level governme nt employees 

are 1200 employees while the sa mp le taken from this population is 40 employees. 
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In addition, the total number of traders that have business premises in Jijiga 's Centra l 

Business District known as 'Taiwan ' is 800 while the sample taken from this 

popu lation is 40. Fina ll y, 38 respo ndents characterized as others were se lected fr'om 

06 kebele residents randomly. The tota l numbers of respondents are 168. 

3.4 Sampling and Sample size 

The rationa le behind the decisio n to use strat ified sampling and s imple random 

sampling system to se lect from each strata as well as the decision with regard to the 

sample s ize is that of s im plic ity, less time consum ing, and of co urse, cost 

effectiveness. 

The research wi ll app ly multi leve l samp ling method in which the popu lation is 

c lassified in to independent stratus in the first leve l by strat ified rand om sampling. 

From eac h of them, respondents w ill be chosen using simple random sampling 

technique. 

Thus, accord ing ly the participants are grouped into five categories, namely, Somali 

Micro finance (SMFI) employees, co mmerc ial banks emp loyees, government 

employees, Entrepreneursrrraders and others. A tota l sample s ize of 168 respondents 

w ill be considered for this stud y. 

The stud y population co nsisted of res id ents fi'om Jijiga C ity. The population of Somali 

Micro-fina nce Institution employees is 20 and the sample taken is 10 employees, 

commercial banks emp loyees have a tota l number of 120 emp loyees while the sample 

taken is 40 employees, Somali reg io nal leve l government employees are 1200 

employees while the sample taken from this popu lation is 40 employees. In addit ion, 

the total number of traders that have business premises in Jijiga ' s Central Business 

D istrict known as 'Taiwan ' is 800 w hile the sample taken from thi s population is 40. 
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Fina lly, 38 respondents characterized as others were se lected fi'o m 06 kebe le res idents 

rand o ml y. The tota l numbers o f respondents are 168. 

3.5 Sample Selection 

J ij iga c ity was purpose ly se lected for three reasons. Firstly, Jij iga c ity is Muslim 

dominated c ity. Seco ndly, jijiga city is vibrant and near border c ity that located in the 

eastern trade co rridor. Finall y, the demographic characteristics o f jijiga c ity were a lso 

considered important as there a re differences amo ng respondents' backgro und that 

w ill show di fferences in the ir view and assessment of Is lamic ba nking. 

Due to co nsideration from the ir d ifferent bac kgro und , the research considered 

di ffe rent respo ndent categories and d ifferent backgro und such as Soma li Micro­

finance Insti tution, commerc ial banks, govern me nt employees, entrepreneu rs/traders 

and others was considered. In line to this order, 40 samples fo r each category of 

respondents except for Somal i M icro-fina nce Inst itut io n and respondents labe lled as 

' others' wh ich (7) and (38) respondents were inc luded in this study respective ly. It 's 

assumed that the ir different backgro und may exhi b it di fferent assessment and 

und erstanding abo ut the awa reness, prospects and cha llenges abo ut Is lamic banking. 

The units of ana lys is on which the investigation is focused are group o f indi vidual 

partic ipants from the res idents o f Jigj iga c ity, o ffi c ia ls from fin ancia l institutions and 

some selected ent repreneurs and trad ers. The gro up o f partic ipants wi ll be drawn fi'o m 

di fferent backgrou nds and occupat ions. 

A sample co nsisted of 168 respondents was se lected using stratified rando m sampling 

fi'oi11 d iffe rent backgrounds. Fo r example, (40) samples each were se lected fTom 

commerc ia l ba nks, governmenta l emp loyees, entrepreneurs/t raders categories. Wh ile 
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samples of (38) and ( 10) were se lected trom respondents labe ll ed as ' others ' and 

Somali Micro- finance Inst itution employees respect ive ly . 

To se lect the sample fi'om government employees, regional government employees 

were targeted as the population and fo ur majo r reg iona l sector bureaus in which 10 

employees each were se lected randomly. 

In additio n, the shop seria l number of J ijiga c ity main market centre a lso known as 

'Taiwan ' was used as identi fi cation purpose to se lect fi'om entrepreneurs / traders 

category while four co mmerc ia l ba nks that have branches in jijiga were targeted as the 

po pulatio n to this stud y in whi ch 10 employees each were se lected rand o mly. 

As far as Somali Micro- finance Institution emp loyees were concerned, (10) 

respondents were selected fro m a tota l number o f (20) employees. However, on ly (7) 

respondents completed the questionnaire . 

Fi na lly, a total of 168 (40 commercia l banks em ployees, 40 government employees, 

40 entrepreneurs/ traders, 38 c lassified as others and 10 Somali Micro-finance 

Institution) pmticipated in the study. 

3.6 Method of data collection, source and instruments 

Document review quest ions and personal interviews were used to gat her data for the 

study. Research papers o n Is lamic banking, textbooks, magaz ines, and we bs ites were 

used to analyze information for the purpose. Questionn a ire were prepared w ith the 

he lp of so me banking experts and struct ured in a way that wo uld enable everyone to 

answer and contri bute so mething. The main so urce for seco ndary dat a is the QUI' 'an 

and hadi/h ' narrat ions, unpubl ished project repOli s, data extracted fi'om webs ites, 
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CSA, IMF's Finance & Deve lopment Manuals, Academ ic Journals, texts and 

newspapers, etc. 

Primary data have been co llected fi'o m the res idents of jijiga city by using cross -

sect io nal survey method and structured questionnaire in order to obtain re levant 

re liab le and sufficient in fo rmat io n. The sa mple se lected can be used to describe a 

larger popu lation at a time. 

3.7 Data Collection Instruments 

For the purpose of this study, a data co llect ion tool, name ly structured questionnaire 

was developed based on literature rev iew. The data co llect ion too l is supposed to 

measure respondents' awareness on Is lamic banking as we ll as the ir assessment of the 

prospects and cha llenges facing Is lam ic bank ing. 

The data co llect ion instrument consists of four parts: P31t o ne, awareness type items 

was intend ed to measure the awareness of respondents while part two is abo ut items 

that wo uld measure prospects and oPPoltunities of Is lamic banking. Moreover, part 

three is intended to measure respondents" assessment of chall enges facing Is lam ic 

banking and the measures as we ll as suggestio ns to be taken to address this 

cha llenges. Finally, part four is about respondents ' persona l information. 

The questionnaire was orig inally deve lo ped in Eng li sh and was translated to Somal i 

language so that Somali speaking participants could und erstand very we ll. 

Quest ionnaire cons isted 47 items ( 18 awareness type items, 10 prospects and 

opportunit ies type, 9 chal lenges type items, 4 supplementary qu estions and 6 

questions rega rding the demographic variable). 
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Then, the questionnaire was g iven to 3 experts (I measurement and eva luatio n 

stud ent, I Is lamic finance student and I financial expert) for content va lidity. Al l 

instruments were revi sed acco rding to the ir feedback. 

The awa reness sca le was organized in such a way that 16 items were stated positive ly 

and 2 items were presented negative ly w ith 3-point sca le (Agree, I do not know and 

Disagree) . The prospects scale was o rganized in such a way that 8 items were stated 

positively and 2 items were presented negatively with 3-po int sca le (Agree, I do not 

know and Disagree) . 

The sca le values are three for agree, two for I do not know and o ne for disagree for the 

items stated positively. However, negatively stated items were scored reverse man ner 

i.e, three for disagree, two for I do not know and one fo r agree. 

3.8 Plan of data analysis 

The col lected data was sorted and screened for any errors and then tallied to prepare 

tables for making ana lys is. Besides, the study attempts to analyse the various issues 

that evo lve around prospects and challenges of Is lamic banking in Ethiopia, such as 

misconceptions, awareness, lega l and regulatory fi-ame work, etc. 

The pr imary data was ana lyzed us ing the app licable statistica l tools after al l the 

necessary primary and secondary data are gathered and ed ited for any errors as we ll as 

omiss ions. The data was presented in a use ful and organised manner suitable for 

ana lysis. The data co ll ected using the structured quest ion na ire was coded and analysed 

using Statistica l Package for Social Sc iences (SPSS), a computer aided programme, . 

Descr iptive statistics mainly of percenti les of the distributions of participant 's 

response was used w ith the he lp of SPSS. The results was shown usi ng tabular and 
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other forms of presentat ion in o rder to convey the intended meaning and be 

convenient for interpret ing the findings of the research. 

In o rder to analyze the data, One-way ANOYA (ana lysis of variance) was used to 

exa mine overa ll awareness mean scores as well prospects score for possible subgroup 

differences in the ir assessment. 

Where appropriate, post-hoc comparison was made by us ing TlIkey HSD test to 

further analyze the overa ll s ignificance shown by ANOYA. Statistica l s ignificance 

was determined based o n, 0.05 level o f s ignificance. The 17'h version SPSS (Statistica l 

Package for Soc ia l Sc ience) program was lIsed for data analyses. 

Moreover, percentage analyses were used for background info rmation and analys ing 

items that measure the challenges fac ing Islamic bank ing in Ethiopia . While mean and 

standard dev iat ion were used to check for centra l locat ion and the variations in the 

awareness and prospects mea n scores. 
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C hapter four 

Data Presentation and Analysis 

In this chapter, the results of the study on prospects and challenges of Is lamic Banking 

in Ethiop ia wi ll be prese nted . The data co llected fj'OIn participants and secondary 

so urces abo ut the awareness, ge neral understanding, mi sconceptions, challenges as 

we ll as the need for Is lamic banking in Ethiop ia w ill be ana lyzed in the fo llowin g 

sect ions of this chapter. 

4.1 The curreut status ofisiamic banking 

In Ethiopia, most of the deve lopments of Is lam ic finance have taken place in the last 

four years and limited Sharia-complianl products are o ffered by few commerc ial 

banks like Commerc ia l Bank of Ethiopia (CBE), Somal i M icro- finance Institutio n 

(SMFI) and N IB Bank. But, the existence of full set of Sharia-compliant transactions 

in the Ethiopia n financial industry is yet so mething to be seen. 

In Ethiopia, few banks began to offer simple financia l products (i.e the Specia l 

Demand Deposit o ffered by the Co mmerc ia l Bank of Ethiop ia (CBE) and the Amanah 

(or Safe-guard ing) Acco unt and the Micro-credit scheme (Murabahah) offered by the 

Somali Micro- finance Inst itution (SMFI», to g ive a s light degree o f choice and 

fl ex ibility to the Musli m Co mmunity. 

This did not, ho wever, cater for the w id er Muslim consumers. These products are 

re lative ly uncompli cated in structure and fe ll o utside the sco pe o f the mainstream 

consumers and did not generate s ignificant vo lumes of customers and transactions. 
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Moreover, these s imple products com pared un favourably to the ir conventiona l 

eq uiva lents in several respects, including the ir generally uncompetitive structure and 

the negative real rate ofreturll they offer. 

To be spec ific, the 2008 ' Banking Regulation and Supervis ion Proc lamation ' has 

already crafted a room for non interest banking. However, the particulars o n the 

regulations of such services were le ft to be covered by subsequent Nat ional Bank of 

Et hiopia 's directives, the fir st of which its draft has come two years later on 2010 113
• 

The first NBE 's draft direct ive, which entitled 'Directives for Conducting Interest-

Free Banking', and has been circu lated to stakeholders for feedback was expected to 

enable so me a lready under progress initiatives that envi sages the establishment of 

Is lamic banks in Ethiopia for the first time ' . 

However, the fina l directive issued by the Nat iona l Bank of Ethiop ia (NBE) has on ly 

all owed for the "Exist ing banks' to provide ' interest-free banking wi ndows' while 

k illing the long awa ited hope for fu ll-fledged Is lamic banking in Eth iop ia. 

4.2 Data Presentation 

4.2.1 Respondent's Demographic Variables 

Respondents were asked to give the ir perso na l information and the results were 
presented in the following tables and sections. 

Table (1) Respondents' Demographic Variab les ---- I 
Demographic Variable Ca tegory N 

% 

M" le 14 1 85.5% 
Sex ----< 

Female 24 14.5% 

Group Total 165 100.0% 

Age GroUI} 18-30 Years 89 53.9% 

III Capi ta1 Ethiopia News - Islamic Banks to enter fi nancia l sector.mht 
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G roup Tota l ,-

Educat ional Level 

Group Tota l 

Ma rital 

G roup Tota l 

Type of Occupation 

Group Tota l 

Religion 

Group Tot:.1 

151-70 Years 

--'-1-----
I lIIitr~~ _._ _ __ 

r Primary Educat ion 

r H~h School ~omp~~~_e 
University/College 

. Degree/Certificate/Diploma 

ISingle 

r~an'ied 
I Divot'ced 

[\Vi-~I OWC~ 

ISMFI 
r----.---
Commercial Ba nk 
employees (CBE, AlB and 
WB) 

I_E nt re l)fCn-=l~rrrader 
r Government 

I Oth~~ 

1 Orthodox Christ ian 

rpr~~st;~~-'- -----.-

"'1 

I . , 
I 

._._---

Nil: T hree respondents were excl uded due to missi ng dat~' 

165 

33 

105 

165 1 

50 

100 

163 

7 

40 I 
l' 

40 
- T 
38

1 

I 65l -' 
--1 

98 -

56 
..; . 

II 

44.2% 

1.8% 

100.0% 

4.8% 

11 .5% 

20.0% 

63.6% 

100.0% 

30.7% 

61.3% 

1.2% 

6.7% / 
100.0% 

4.2%1 

24.2% 

24.2% 

24.2% 
-

23.0% 

100.0% 

59.4% 

33.9% 

6.7% 

100.0% 

As table I indicates, from the total samp le of 165 respondents, 141 (85.5%) of the 

respondents where male and 24 (14 .5%) of them where Fema le. Tab le ( I) also shows 

the age characterist ics of the respo nd ents. Accordi ng to the data shown in the table 

(I), 89 (53 .9%) of the respo ndents fall in the age category between 18-30Yrs, 73 
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(44.2%) of them are in the age category between 3 1-S0Yrs, 3 (1.8%) of them are in 

between S I-70Yrs. 

With regard to the educat ional background of the respondents, 8 (4.8%) of them do 

not have any formal education in their entire lifet ime, 19 ( I I.S%) of the respondents 

have some primary education leve l, 33 (20.0%) of the respondents have completed 

high school ed ucation while lOS (63.6%) of the respondents have some tel1iary leve l 

ed ucation (i.e. university degree or co llege cert ificate) 

The above table has also revealed some data regarding the marital status of the 

respondents. As the table ind icated , SO (30.7%) of the respondent s where s ing le, 100 

(61.3%) of the respond ents were married, 2 ( 1.2%) of them have d ivorced, wh ile II 

(6 .7%) of the respondents where widowed. 

Table (1) also shows the occupational distribution of respondents. According to table 

(I), 7 (4 .2 %) of the respondents where Somali Micro-finance Inst itution (SMFI) 

employees, 40 (24 .2%) of them where commercia l banks emp loyees, 40 (24.2%) 

where entrepreneurs or traders while 40 (24.2%) and (38) 23.0 % of the respondents 

where government employees and ' Others ' 11 4respective ly. Finally, 98 (S9.4%) of the 

respondents where Muslims, S6 (33 .9%) of them were orthodox Christ ians whi le II 

(6 .7%) of them where Protestants. 

4.2.2 Awareness, Misconceptions and General understanding about Islamic 
banking 

Awareness and genera l understanding is crucial if Islamic Banking is to thrive in 

Ethiopia. One of the resea rch questions was 'is there loll' level of awareness and 

II~ Respondents characterized in IhlS study as 'Other' are respondents that do not have specific charactenstlcs, 
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understanding regarding the operations of Islamic banking and does it pose seriolls 

challenge to the sllccess of Islamic banking in Ethiopia?' 

4.2.2. 1 Awareness about Islamic Banking Operations 

Respo ndents were asked to answer certa in items that wi ll sca le the ir assessment 

regardi ng awareness abo ut Islamic ba nki ng operatio ns. The fo llowing tab le shows the 

resu lts for respondents ' mean awareness score and their understand ing about Islamic 

banki ng operat ions. The result is showed on tab le (2) as below. 

Ta bl e (2) Awareness Score of Respondents 

D escriptive Stati stics 

N Mi nimum Maxim un Mean Std. Dev iation 
Awareness 154 22.00 45.00 33.3442 6 .40402 
Val id N (Iistv.;se) 154 

NB: I J respondents were excluded due to missing data 

As dep icteJ on table (2), the mean va lu e for respondents awareness sco res was fo und 

to be (33 .34) with standard deviat ion of(6.404) while the mini mu m and the maximum 

scores were (22) and (45) respectively. However, the mea n va lue (33 .34) is less than 

the expected average sco re of (36) . This ind icates that the respondents ' awareness 

leve l regard ing the operations of Is lam ic banking is low. 

Thus, in genera l, respo ndents have been ex hi b iting low awa reness and understandi ng 

regard ing the operat ions of Is lamic ba nk ing and finance .. Thi s fi nding is actua ll y 

consistent with what Is lam ic Bank ing literature has revea led about the operations o f 

Is lamic Bankin g e lsewhere. I I S 

To further respondents ' awareness and understanding abo ut Islam ic banking 

operations, it 's pert inent to look deep ly in to the matter and consider relevant items for 

lB ]slamic Oanking As Exclusion Model In Nigeria Financ ialnigeria3 0m _mht 
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further ana lys is. So, one item in awareness sca le asked respondents: 'Do you ever 

heard about Islamic banking?' Tn this question respondents were asked to judge 

whether they have heard about Is lamic Banking or not. The result was presented in 

Tab le (3) as be low. 

Table (3) did you ever heard about Islamic Banking? 

Valid Frequency Valid l)ercent 
No 34 20.7% 
I Do not Know 12 7.3% 
Yes 11 8 72.0% 

Group Total 164 100.0% 

As the data on tab le (3) shows, o nly 34 (20.7%) of the respondents d id no t hea rd about 

Ts lam ic bank ing, whi le 11 8 (72.0%) % o f the respondents have heard about Tslami c 

bankin g while 12 (7.3%) o f the respo ndents do not know. 

According to above findings we ca n say that most of the respo nd ents did heard abo ut 

Ts lam ic banking. But, the important question is, 'why do respondents show over a ll 

low awareness score if majo rity of them actua lly did 'heard about it '. 

However, the like ly exp lanat ion to the overa ll low awareness score may be attributed 

to respondents ' lows co re for the items that measure lack of awa reness and proper 

understanding about the nature and operations of Is lamic banking . Another like ly 

exp lanatory factor may be due the fact that most of the responde nts are familiar or 

heard about the prohib itio n of 'Riba ' and hence have heard about Is lamic banking in 

one way or the other. 

Another impol1ant item in the awareness sca le was whether respondents 'Ihink Ihal 

Islamic Banking is relevanl and has role 10 play in Ihe Ethiopian Economy? T he result 

for this questio n is prese nted in the fo llowing tab le . 
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Table (4) Relevance and Importan ce of Islamic Ballkine: to Economy 
Va lid Frequency Valid Percent 
No 58 36.3% 
I Do not Know 33 20.6% 

Yes 69 43.1% 
Group Tota l 160 100.0% 

As the data in Table (3) shows, the number of respondents that believe ' Islamic 

Financial Services are relevant and has a role to play in the development and growth 

of the Ethiopian economy ', 69 (43. 1%), is so not so much s ignificant but high when 

co mpared to other respo nde nt categories. 

In addition, o nly (58) 36.3 % of the respondents believe that Islamic Financial 

Sen 1ices' is not 'relevant ' and does not have any 'role to play in the development and 

gro wth of the Ethiopian economy ' whi le 33 (20.6) % of the respondents do not know 

whether Islamic Financial Services are relevant and has a role to play in the 

development and growth of the Ethiopian economy '. 

So, we can co nc lude from th is o bservation that s ignificant number of respondents 9 1 

(56.9%), either donot think that Islam ic banking is so mething releva nt and benefic ia l 

to the growth and deve lopment of the Ethiopian economy o r in fact, do not know at 

a ll. 

So, this o bservat io n is a testimo ny to how far people misunderstood the nat ure of 

Is lamic banking, its releva nce and whether it has any ro le to play in the growth and 

deve lop ment orthe Ethiopian eco no my. 

4.2.2.1.1 Respondents ' view about the Difference between Islamic and Conven tional Bauking 

To fu rther explore respo ndents ' awareness and understanding about Is lami c ba nk ing, 

another item in the awareness scale asked respondents to judge ' what best describes 
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their understanding regarding the difference between conventional and Islamic 

banking '? Responses as obtained from the survey were presented be low in Tab le (5). 

Table (5) ResJ}ondents' view 011 Ihe Maior Difference between Islamic and COllvcnliolllll Bankin 
Val id Frequency Valid Percent 
No 26 15.8% 
I dono! Know 39 23.6% 
Yes 100 60.6% 

Group Total 165 100.0% 

As the data on table (5) shows, when respondents were asked about what best 

describes the ir understanding regarding the difference between Islamic and 

conventiona l banking, 100 (60.6%) of the respondents differentiate on the criteria that 

in fact 'one is interest-oriented while the other is profit - oriented, (26) 15.8% of the 

respo ndents do not agree that whi le (39) 23.6% of the respondents do not know the 

difference between them at all. 

To look deeply at the respondents' ' understanding regarding the difference between 

Islamic and Canventional Banking', it is clear from this observation that s ignificant 

number of respondents did not und erstand or in fact has misunderstood the major 

difference between Is lamic and conventional banking. 

There is an extensive research and rich li terature that has clearly shown that there are 

in fact great differences between these two divergent systems, however, people do not 

understand the important differences between them1l6 

4.2.2.2 Respondents' Awareness Mean Score of Based on Religion 

T he data about the awareness mean score of respondents presented in ear lier section 

was an aggregate overall score for all the respondents combined. The study further 

116Mahmoud Amin El-Gamal, A Basic GUIde to Contemporary Islamic Banking and Finance RIce University, June 2000 
( el ga rna I@rice.edll .hnp:llwww.mf.rice.edu/ -el ga mal) 
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exp lored if the respondents ' different background had an impact on the awareness 

level of respondents. 

So, the fir st point to start with is to exp lore whether re lig ion of respo ndents had an 

impact o n the awareness of the respondents abou t the operat ions of Islamic banking. 

The results o f statistica l analysis for these observations are shown in Table (6). 

Tnble (6) Comparison of respondents' Awareness Mean scores by Religion 

Comparison of ANareness Mean Score among 
Respondents belonging to different Religion 

Aware n ess 

Reliq ion M e an Std. Oev ia ti on 
Muslim 36.0879 5 . 05887 
Orth odox C hri s ti a n 27.8462 5.06965 
Protestant 36.6364 5 . 33428 
Total 33.3442 6.40402 

N 
91 

52 

11 

1 54 

The mean awareness score of Muslims was found to be (36.09) and that of Orthodox 

Chri~tian~ wa~ found to be (27.85) while that of Pro rest ants was (36 .64). 

However, what is important abo ut this find ing and needs cautio n when interpreting is 

the fact that Protestants has showed higher leve l of awareness than Orthodox 

Chr istians and even Muslims to some extent. 

However, the likely reaso n for that may be the fa ct that protestants who responded to 

th is survey was highly ed ucated, (nearly 73% of them where university or co llege 

grad uates), as we ll as commercia l banks emp loyees (nearly 50% of them works for 

some sort of fina ncial institution) and even more importantly some of them wo rks for 

Soma li-Micro-fina nce Inst itution which engages in Sharia-compliant financia l 

services. 

As tab le (6) shows, the mean aware ness score for respondents of different re ligion 

shows variance. So, to und erstand if there is a s ignificant statistical difference in terms 
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of awareness scores about the operations of Is lamic banking between different 

fo llowers, One-way ANOYA was used and the results were presented on Tab le (6). 

Table (7) ANOVA Results for respondent's Awareness Mean Scores by religion 

J!J'.lCJ./ATable 

Sum of 
Sauares dl Mean Sauare F !'lao 

Awareness' Religbn Between Groups (Combined) 2376.148 2 1188.074 46.016 .000 
W~hin Groups 3898.611 151 25.819 
Total 6274.760 153 

The difference in awareness mean scores due to relig io n was s ignificant {F=46.2, 

p<.05} . This imp lies that different fo llowers had shown different levels of awareness 

about the existence and operat ions of Islamic banking. 

To determine which re ligion was the source of awareness difference, TlIkey HSD test 

was app lied . The test results show that mean va lue of respondents who are Orthodox 

Christ ians is significantly lower than mean va lu es for all other religions. 

The fact that non-Musl ims negative ly affect the awareness and understanding towards 

the operations of Is lamic Banking goes in line w ith other studies that focus on 

d . d . 117 awareness an atlltu e on many Issues. 

4.2.2.2 Awareness Mean Score or Respondents by Level of Ed ucation 

Respondents were a lso asked to indicate the highest educat iona l leve ls they have 

attained and the results of statist ical analysis fo r these observations are shown in tab le 

(8) . The study further exp lored if respondents ' different ed ucatio nal background had 

an impact on their awareness leve l about the operat ions of Is lamic banking. 

'" 
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As the data on table (8) shows, the overall resul ts indicate that awareness mean score 

variat ion between respondents of different educationa l leve l exists. Table (8) 

summar ises these findings as below. 

Table (8) Comparisons ofUespondcnts ' Awa reness Men n Score by Educational Level 

Comparisons of A\Nareness M ean Score among Respondents 
Having Different Level o f Education 

A vvareness 

Educationa l Level M ean SId. Deviation N 
Illitrate 31. 1 250 .99103 8 
Pr imary Educat ion 29.2 1 05 4.23712 19 
Hig h Sc h ool Complete 28 . 3333 4.60072 33 
University/College 
Degree/C ertificate/ 36.1277 5.99863 94 
Diploma 
Tota l 33. 3442 6.40402 154 

As shown above in table (8), the ed ucat ional levels attai ned by respondents and their 

awareness scores are presented. Accord ing to the resu lt, the highest mean va lue is 

observed in the informants whose ed ucational leve l is univers ity or co llege degree as 

(36 .13) wh ile the lowest awareness score, (28.33) is reported for high school leve l 

respondents. 

What is more interest ing from this observation is that the awareness mea n score varies 

w ith educat iona l leve l. Thus, the highly ed ucated respondents are more aware about 

the nature and operations of Is lamic ba nkin g than a ll other respondent categories. 

However, what is unconvent ional about these findings is the awareness score for the 

illiterate category which is s lightly higher than the primary and higher educatio n 

categories"'. 

Th is may be expla ined by the fact that sign ificant numbers of illiterate category are 

traders or entrepreneurs (nearly 63% of them are traders or entrepreneurs) and are 

118 When Tllkey I-ISD tcst is appl ied to see source of difference in awareness score by level of level of Cduc<'Hion, the 
Uni versity/Coll ege degree category is signific.:1n11y higher than the mc.'ll1 value for all other categories while the illiterate, primary 
and Higher education categories are not significantly different 
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Muslims ( 100%) at the same t ime. So, the combinat ion of these two factors may have 

positi ve effect on the awareness score of the illiterate category and hence, higher than 

the primary and high schoo l categories. 

To test whether the awareness score differences between respondent categories due to 

educational leve l is significant, ANOYA test is applied while Tukey HSD is used to 

ana lyze the source of variances. The results for this test is shown as below in Table 

(9). 

Table (9) ANOVA Results for I"Cspondcnt 's AW~lrcllcss Me,In Scores by EtJllc:ttional Leve l 

~OVATable 

Educational l evel Wtthin Groups 

Total 

According to the results by ANOYA test, {F (3, 150) = 22.06, P<.05} , it is observed 

that there is significa nt differences in awareness score between respondents due to 

different leve ls of education. 

However, to determi ne which ed ucat ional level was the source of awareness 

difference, TlIkey HSD test is applied. The test results show that mean value of 

respondents who are highly ed ucated (Un ive rsity/Co llege Degree=36. I 277) is 

significant ly higher than mean va lu es for a ll other categories while the mean scores 

for other catego ries, (High School Complete=28.3333, Primary Education=29.2 105, 

and Illiterate=3 I . 1250), are not significant ly different fi'o m each other. 

It also ind icates that lower leve l ed ucation has negative effect on awareness about the 

operations of Is lamic banking while highly ed ucated respondents positive ly affect. 
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4.2.2.3 Respondents ' Awareness Mean Scores by Occupation 

The study a lso investigated occupat ions of respondent to determ ine the extent to 

wh ich the ir occupation has an impact on their awa reness sco re regardi ng the ir 

understanding abo ut the nat ure and operations of Is lamic Bank ing. Tab le ( 10) below 

summarizes the result and findings wh ile fi gure ( I) gives a portra it of it. 

Ta ble ( 10) Compll risons of Rcspollllcnts' Awa rencss Mcan score by Occ upation 

Comparis on bot""-"'O'o n moan seo ro o-r S IVIF I . Commorcla l Bank 
emp l oyoes (CBE • .AlB a n d VVB). En trepreno~r/Trado..- . 

Govornment 
a nd O"'ors on Avva re n cass sca l e 

A 'V\Fareness 

I 'pe o f Occupa tion M ea n S td. D e viati o n N 
S MF I 40 . 0000 4 . 96655 7 
Co..,.,..,., erc i a l Ba ' .... k 
e mploy ees (GSE. 32. 1000 5.43870 40 
A I Sand VVS) 

E ntrepre n e u r/Trader 32.3750 6.60104 40 
GovernrTl e nt 38. 41 94- 4 . 52971 3 1 
O the r s 3 0 . 1 389 5.55571 36 
l o ta. 1 33.3442 6. 40402 1 5 4 

As Table ( 10) and fi gure ( I) shows, the highest awareness mean value is observed in 

the respondents who are Soma li Micro-fi nance Inst itution (SMFI) employees (40), 

government emp loyees (38.42), Entrepreneu rs/traders (32.38), Commercia l Banks 

emp loyees (32. 1) and the lowest, (30. 12), is for respo ndents whose occupation is 

labe lled as ' Others'. 

Figure ( I) Comp;H' isons of Respondents' Awa reness Mea n score by Occ upat ion 
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To determine if the variation in Awareness score between respondents due to their 

occupat ion is statistica ll y significant ly, ANOYA test is app lied whi le Tukey HSD is 

applied to identifY the occupation that is the source of variance. Results for this test 

are shown below in tab le (1 I) . 

Ta ble (II) The ANOVA Results of Respondents' Awareness scores by occupation 

~OVATable 

Sum of 
Squares df Mean Square F Sig. 

Awareness· Ty pe Belween Groups (Combined) 1577.931 4 394.483 12.514 .000 
of CX:cupalion W,hin Groups 4696.829 149 31.522 

Tolal 6274.760 153 

According to results of ANOYA test {F (4,149) = 12.5 14, P<.05} , it is observed t hat 

there is significant awareness sco re d ifferences between respondents w ith different 

occupation. In add ition, Tukey HSD test was used to ident ify the occupation (s) that 

was the main source of awareness difference. 

The test results for TlIkey HSD stat have shown that awareness mean score for SMFI 

and govern ment emp loyees, (Mean=40.0) and (Mean= 38.42) respect ive ly, are 

signifi cantly higher than that of a ll other respondents categories inc ludin g that of 

commerc ial banks employees. Accord ing to above results, it can be concluded that 

SMFI and government employees have high leve ls of awareness score than the other 

three respondent categories. 

4.2.2.4 Impac t of Lack of Is lamic Ba nking 0 11 Muslim Com munity'S Welfare 

The degree of respondents' assessment of the impact of the absence of Is lamic 

banking in Ethiopia on Muslim community ' s economic and soc ial welfare was 

cons idered important to this study because it was crucial to reflect about the Muslim 

community 's feelings and assess ments about the absence of Islamic banking and how 

it wi ll impact their li ve lihoods, we lfare and economic aspirat ions. 
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In add itio n, o ne of the research questions that need to be answered was ' Does Ihe 

Muslim Communily generally believe Ihal their calls for financial services that are 

compalible lVilh Ihe ir religion have been neglecled due 10 Ihe absence of enabling and 

necessary legal and policy framework and as a resull of Ihis, economically 

disadvanlaged and marginalized by?' 

So, to explore an answer to this questio n, respond ents were asked to share their view 

regarding the impact of the absence of Islamic Banking in Ethiopia on the we lfare of 

the Muslim co mmunity, 

T~lblc (1 2) Hcspondcnts' view on the Impact fhat absence of Isl:tmi c Banking has on Muslim 
C olllmullity's \Velfare 

Valid Frequency Valid Percenl 

Ves 107 65 ,6% 

I Do not Know 13 8% 

No 43 26.4 

Group Tota l 163 100,0% 

Tab le (1 2) indicates that 107 (65.6%) of respo ndents be lieve that the Muslim 

community is economica lly disadvantaged due to the fact that they do not have 

a lternati ve financ ia l services that are in line with the ir re lig ion and that it w ill a ffect 

the ir soc ia l mob ility, progress and affluence in the lo ng run . 

4.2.2.5 Misconceptions about Islami c Banking 

There are w ide spread misco nceptions and wrong understand ings abo ut the nature and 

operat io ns of Is lamic ba nk ing everywhere whether they are o peratio na l in th at area or 

not. Many people look Is lamic banking on suspic ion and g ive it a wrong labe lling and 

associations. So, this study tries to exp lo re whether this phenomeno n is an exception, 

here in Eth iopia, or not and there were ce rta in questions devised to measure how 

peo ple perceive. 
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To get an insight in to what peop le make up the ir mind abo ut the nature and 

operat io ns of Is lamic bank ing, respondents were asked whether ' they Ihink Ihal 

Islamic banking is 'only-Muslim ' affair? 

Table (13) 
Va lid Frequency Va lid Percent 

Yes 81 49.4% 

I Do not Know 8 4.9% 

No 75 45 .7% 

Group Total 164 100.0% 

As figures in table ( 13) indicates, 8 1 (49.4%) respondents be lieve that 'Islamic 

banking is only-for-Muslims affair ', 8 (4 .9%) of respondents believe the other way 

while 68 (45 .7%) of respondents do not know whether or not 'Islamic banking is only­

for-Muslims affair'. 

Therefore, we can genera lize that the majority of the respondents did not know that 

Is lamic bank ing is for a ll communities and is not something that is intended or used 

by only Muslims. Only, nearly (38%) percent fu ll y understood its sense its right sense . 

Moreover, these find ings are not in li ne w ith what has been observed for Islam ic 

banking all over the world and it 's not true that Is lamic Banking is so mething that 

serves the Musli m community 's interest on ly. 

Fo r example, L 'Ossen1alore Romano, a dai ly newspaper in the Vat ican regard ed as 

the mouthpiece of the Pope, has endo rsed the va lu es of Shari 'ah-complianl finance as 

a so lution to the problems in the wo rld of conventiona l, interest-based fi nance. 

The paper suggested that the ethica l foundations of Islam ic finance should be adopted 

by co nventiona l banks as a way of resto ring the trust of their depositors and 
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shareho lders. It a lso stated the be lief of the Vat ican that the Islamic financial system 

cou ld he lp the globa l financia l system overcome the cr is is. "9 

The other item that is supposed to measure respondents' views and perceptions about 

Is lam ic banking is whether 'they think that Islamic banking is somelhing equally 

beneficial 10 other communities? 

Table (14) 
Va lid Frequency Va lid Percent 

No 55 33.5% 

I Do not Know 31 18.9% 

Yes 78 47.6% 

Group Total 164 100.0% 

As shown in tab le ( 14), whe n respondents were asked whether they ' think Ihal Islamic 

banking is something equally beneficial to olher communities', 78 (47.6%) of 

respondents ' think Ihal Islamic banking is something equally beneficial 10 other 

communities', while majority ofthe respondents 86 (52.4%) e ither d id not, 55 (33 .5%) 

think or did not know at all , 31(18.9%), whether ' Islamic banking is somelhing 

equally beneficial 10 other communities'. 

As substantiated by the results for this item, majority of the respo ndents have shown 

another misco nception about Is lam ic banking as so methi ng that is only beneficial to 

the Muslim Community and not as somet hin g that is equally benefi c ia l to other 

comm unit ies. 

Moreover, this contrad icts what has been observed for Is lamic banking in eco nomic 

and finance li terature . Is lamic financial experts has deve loped new investment models 

and business tools that are Shari 'ah compliant as we ll as highly pro fitable and used 

both by Mus lim and non Muslim a like. 

119 New hori zon magazine ( http://www.ifc.orglifcext/africa.nsf/Contcrlt/ l-lome) 
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Fina ll y, Is lamic banking is grow ing rapidly due to the importance that it acco rd s moral 

be liefs and society. The Shari 'ah law is driven by ethica l va lues that are good for 

mankind ; hence, it is well accepted by not o nly Muslims but also no n Muslim 

.. 120 
co mmunities . 

To fi.lrt her explore respondents ' v iews and perceptions abo ut Islamic Banking, 

respondents were asked whether 'they think that interest is prohibited in all major 

religious scriptures and nol only inlhe Holly Qur 'an? 

Table ( 15) 

Va lid Frequency Va lid Percent 

No 34 20.7% 

I Do not Know 68 41.5% 

Yes 62 37.8% 

Group Total 164 100.0% 

Acco rding to tab le ( 15), only reSpOntknb 62, whi ch accounts (37.8%), agree the that 

'interest is prohibited in all major religious scriptures and not only in the Holly 

QUI' 'an ', wh ile majo rity o f the respondents, (62.2%) e ither d isagreed, 34 (20.7%), or 

did not know, 68 (41.5%) , whether 'interest is prohibited in all major religious 

scriplllres and not only in the Holly QUI' 'an ', 

So, we can conclude that the majority of the respond ents e ither, d id not agree or do 

not know the id ea that interest is prohi bited in a ll major religious scriptures and not 

only in the Holly Quran. 

However, the respondents ' be lieve does not stand up to what has been revea led in a ll 

major re lig ious scriptu res. Even in non Muslim lite rature, in the great western c lassics, 

the Old and New testaments considers interest as ev il. 

12° ]slamic Banking Can Ethiopia Really A fford To Ignore It Business Opinion.Mht , (Mohamed M. Diad Ethiop ian Reponer) 
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In add it ion, the 19th century writers such as William Shakespeare, fa mous writers such 

as Charles Dickens and others repeatedly ra ised their vo ice aga inst the ev il s ide of 

interest and money lend ers and championed the campaign o f equa l distribution of 

money among a ll classesl21
. 

4.2.2.6 Genenll Understandings about Islamic Ba nking 

It's a lso important to explain how people understand about the basics of Islamic 

banking if one is ever to explore the public 's awareness level as we ll as prospects and 

challenges fac ing Islam ic banking in Ethiopia. Towards this end , the study reveals 

some fasci nating results about the respondents ' understanding about Islamic Banking. 

To get an insight in to the respo ndents ' basic und erstanding about the nature and 

operat ions of Islamic Banking, informa nts where asked whether 'they think that 

Islamic banking operates in non-Muslim majority countries(i.e. western countries.) 

that have a small number oj Muslim communities on side-by-side with their well 

established conventional banking and IVhile appreciated by significant number oj 

Non-Muslim customers? 

T able (16) 
Va lid Frequency Valid Percent 

No 25 15.2% 

I Do not Know 85 5 1.8% 

Yes 54 32.9% 

Group Total 164 100.0% 

According to the data in table ( 16), 25 ( 15.2%) of respondents, disagree or did not 

know, 85 (5 1.8%) at a ll , that 'Islamic banking operates in non-Muslim majority 

cOllntries as well as lVestern countries that have a small number oj Mllslim 

communities and lVell established conventional banking and a significant number oj 

121 Famous Indian authors such as Rabindranath Tagore, Munshi Premchand, S<lral Chandra also showed the dark side of the 
prevalence of interest charges in an country. 
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Non-Muslim customers are using them where they exist ', While o nly 54 (32 .9%) of 

the respo ndents acknowledge th is fact. 

However, Is lamic fin ance has become a g loba l system spread ing as far as Asia, 

the Midd le East, and the Western world. Is lamic banking is not limited only to the 

Musl im nations in the Middleast but also ex ists in developed economies such as the 

USA, Europe, and the Far East as far as to china . 

The other item that is im portant in measuring respondents; understanding about the 

basics of Is lamic banking is whether 'they believe that Islamic financial system 

proposes strong alternative system with profitable, well governed, transparent and 

sustainable institutions that would provide a successful and comparable set of 

financial products?' 

Table (1 7) 
Va lid Frequency Valid Percen l 

No 39 23.8% 

I Do not Know 25 15.2% 

Yes 100 6 1.0% 

Group Total 164 100.0% 

As per the data in tab le ( 17), o nly 100 (6 1.0%), o f the respondents be lieve that 

'Islamic finance proposes strong alternative system with profitable, well governed, 

transparent and sustainable institutions that would provide a successfid and 

comparable set of finan cial products ', whi le near ly 64 (40 %) of the respond ents, 

e ither di sagree, 39 (23.8%), Or do not know, 25 ( 15 .2%), about this issue. 

However, there is an extens ive research on the g rowth pattern and trend of Is lamic 

ba nk ing and has shown it has become an alternat ive mode in which its viabi lity and 

pract icab ility has been accepted by eco no mists a nd bankers in most Muslim a nd non-
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Muslim countr ies. Moreover, many co nsider th is system superior in so me respects. A 

body of literature has a lready come up on this subj ect. 

Is lamic finance, which works o n profit and risk- sharing, contrasts with the current 

dominan t system based on interest-bearing debt, in which risks are theo retica ll y 

transferred to debt ho lders, but in practice a re soc ia lized during crises. Other things 

be ing equa l, most economists w ill agree that debt finance leads to greater instabilit y 

than eq u ity finance 122
. 

Moreover, Islamic banking requires strict ethica l standard and hence, fewer of the 

moral-hazard that ex ists in a ll systems in which the state ultimately absorbs the r isks 

f · . . 123 S I I . fi d d h fi I d o pl'1vate c itizens . 0, s am lc mance - gro un e o n s aria- can urt ler eter 

moral hazard and abuse, it co uld a lso prove to be a serio us a lternat ive to current 

models 0 f derivative finance. 

In addi t ion, respondents were asked w hether ' they think there are financial 

institutions in Ethiopia that currently provides financial services that are in line with 

Islamic banking services?' 

Table (18) 
Valid Frequency Va lid Percent 

No 49 29.9% 

J Do not Know 59 36.0% 

Yes 56 34. 1% 

Group Total 164 100.0% 

As the data o n table (18) shows, majority of the respondents, 108 (65 .9%), e it her do 

not thi nk, 49 (29.9%), or donot know, 59 (36%), at a ll whether there is 'any financ ial 

Institution in Ethiopia that currently provides financial services that are in line with 

122 Project syndicate 
123 But, whether any pmticular system is emden! in avoiding moral ha;mrd is a mauer of practice, rather than of theory as 
Christian morality played an important role in the rise of Western capitalism whi le Secu lar capitalism has experienced an eros ion 
or moral values-Ihe financia l sector has put its own interests above those orthe rCSI ofsociely. 
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islamic banking services' . Only 56 (34. 1 %) of the respondents knew that there were 

any 'financial inslitlltion in Ethiopia that currently provides financ ial services that 

are in line with Islamic banking services' . 

Aga in th is is another indicato r of the leve l of awareness that respondents have 

exhibited . However there some se lect ive in stitutions like Somali Micro-finance 

Inst itution provides so me bas ic Sharia-Compliant products and so me commercia l 

Banks that provide non- interest bearing but a lso non-reward ing special demand 

deposit accounts that roughly matches Is lamic Fi nanc ial Institutions (lFI )'s Amanah 

Accounts. 

4.3 Prospects and Opportunities of Islamic banking in Ethiopia 

The prospect of Is lam ic Bank ing in Et hio pia looks very bright. Ethiop ian Mus lims 

everywhere want Is lamic bank ing . Ethio pia w ith around 30 million Muslims, offers 

huge opportunities to exp loit. 

T he s ig nificant Mus lim population and the hi gh population growth rate provide great 

potential fo r Is lam ic bank ing in Ethiopia. With this growth, customers are seek in g 

Is lamic banking and fin ance products that wi ll prov id e oppo l1lll1ities to invest and 

borrow. 

It is pertinent to mention here that Is lamic banking is not meant fo r Muslims onl y but 

non Muslims may a lso avai l the benefit of it. Moreover, the Growth and 

Transformat ion Plan, third five year economic plan, env isages inclusive growth with 

deve lopment in a ll sectors of the econo my. Moreover, Islamic banking is an effective 

mechanism to subjugate the liquidity and inflation problems a long with in c lu s ive 

growt h. 
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While Sharia compliant investment avenues are now becoming ava ilab le in most 

countries, Ethiop ia has not yet seen that deve lopment l24 which would have attracted 

large number of Muslims who are considered unwolthy of credit and other dealings by 

the existing commercial banks. 

To examine the prospects and 0ppoltunit ies awa it ing Is lamic banking in Ethiopia, 

certa in spec ifi c questions that re lates to the prospects as we ll as opportunities where 

addressed to the participants of this stud y so that they wi ll measure, of co urse as a 

proxy, and quantify respo ndents' assessment of the prospects and opportunities of 

Is lamic banking in Ethio pia. The resu lts for respondents ' assessment about the 

prospects of Is lamic banking are shown on tab le ( 19). 

Table (19) Prospects Mean Score by Respondents 

Descriptive Statistics 

N Minimum MaximLlll Mean Std. DEN iation 
Prospects 159 13.00 30.00 23.3333 5.48608 
Valid N (listlMse) 159 

NB: 6 respondents are not included due to missing data. 

As depicted on tab le ( 19), the mean val ue of Prospects Score for the respondents was 

found to be (23 .33) with standard dev iation of (5.49) while the minimum and the 

max imum sco res were ( 13) and (30) respect ive ly. The mean va lue (23.34) is higher 

than the expected average score of(20). 

This indicates that the prospects score of respondents with regard to the operations of 

Islamic banking is high and higher than average which shows how respondents are 

keen to regarding the operations of Islamic banking and finance 125
• Th is finding is 

124 (www.islamiceguity ,co.in) 
lH See also Mohamed M. Olad, Tile Need/or Islflll/ic HIll/king ill Ethiopin, an unpublished project paper, July 2008, AAU 
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actua lly consistent with what a ll the Is lamic Banking literat ure has revea led abo ut the 

. f I I . B k ' 126 operations 0 S amlC an ll1g. 

4.3.1 Respondents' Prospects Mean Score by Based On Religion 

To get the full pict ure of the prospects and oppo rtunities of Is lamic banking in 

Ethiopia, it is important to explo re whether respo ndents' d ifferent background had an 

impact on the ir assessment o f the prospects and opportunit ies of Is lamic banking In 

Ethiop ia. 

So, the study tr ies to exp lore if responde nts ' rel igion had an impact on respondents' 

assessment of the prospects and opportunit ies of Is lamic ba nking in Ethiopia. 

Respondents were a lso asked about the ir reli gio n and the ir assessment of the prospects 

and opportunities ofl s lam ic banking in Ethiop ia. The results of statistical ana lys is for 

these observations are shown in table (20). 

Table (20) COlllp:lrison ofrcspoluJcnts' Prospects Mean scores by Religion 

Comparison of Prospects Mean Score among Respondents 
belonging to different Religion 

Prospects 

Reli!=ji o n M ean S td. DEN iat ion N 
Muslim 26.5851 2 .45567 9 4 
Orthodox C hris ti a n 17.8519 4 .61 910 54 
Protes t a nt 22.4545 6.62365 1 1 
Total 23.3333 5.48608 159 

As the data on table (20) depicts, the mean Prospects score for Musl ims was found to 

be (26.59) and that of Orthodox Christ ians was fo und to be (17.852) wh ile that of 

Protestants was (22.5). 

1~6 S.sanka ramuthukumar and a.dcva1l1ohan has found in their paper entitled' tile pOlell/it/lit)' of /s/mllic hunkil1g ill Ethiopia and 
presented al the sixth conference on the Ethiopian Economy, June 2008 - Addi s Abab.1 
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However, what is important abo ut this finding and needs caution when interpreting is 

the fact that Protestants has showed higher score on the prospects Mean sca le and 

hence, higher assessment for the prospects of Islam ic banking in Ethiop ia than 

Ort hodox Christians. 

But the likely reason fo r this fo llows the same exp lanation g iven fo r the ir higher 

Awareness Mean Score discussed in the previous sections o f th is chapter. This may be 

due to the fact that protestants who respond ed to this survey was highly ed ucated, 

(nearly 73% of them where university o r co llege grad uates), commerc ia l bank 

employees (nearly 50% of them works for some sort of financia l inst itution) and even 

more im portant ly so me of them wo rk for Soma li- Micro-finance Institution which 

engages in Sharia-camplianf financia l services. 

As Tab le (20) shows, the prospects mean sco re for respondents by different re lig ion 

shows variance. So, to understand if there is a s ignificant statistica l difference in terms 

of Prospects score and the assessment of the oPPOIt unit ies that awaits Is lamic Bankin g 

in Eth iop ia between different fo llowers, One-way ANOYA was lI sed while Tukey 

HSD is used in identify ing the so urce ofd ifference. The resu lt was found as presented 

on Tab le (2 1). 

Table (21) ANOVA Results for respondent 's Prospects Me<Hl Scores by religion 

~CNATable 

Sum ci 
SQuares df Mean SQuare F &Q. 

Prospecls • Rel9ion Between GlOU!'6 (Combined) 2624.972 2 1312.486 96.109 .000 
I'<thin Groups 2130.361 156 13.656 
Total 4755.333 158 
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The difference in Prospects mean sco res due to relig ion was sign ificant (F=96. 11 , 

p<.05) . This implies that different followers had shown different assessment for the 

prospects and oppoliunities that awa its Islamic Banking. 

To determ ine wh ich re lig ion was the source of difference in prospects mean score, 

TlIkey HSD test was app lied and results shows that mean va lue of respondents who are 

Orthodox Christians and protestants do not differ significantly in terms of their 

assessment regard ing the prospects and oppOltun it ies of Islam ic banking in Ethiopia. 

However, what is important fi'om these findings is that Musl ims submit higher 

pos iti ve assessment and expectations for the prospects and oppOliunities that awa its 

Islamic Banking when compared to other respondents categories. 127m 

4.3.2 Respondents' Prospects Mean Score by Occupation 

The study fl!li her explureu if the occupation of respondents had an impact on 

respondents ' assessment of the prospects and opportunities o f Islamic banking 

operations in Ethiopia. The results of statistical ana lys is for the respondents' prospects 

mean score by occupation are shown in Ta ble (22) . 

Table (22) Compllrison of respond ents ' Prospects Mean scores by Occ lIp:ttioll 

Comparison betvveen m oo n score 01' S M F I . Cornrnercial Bank 
empl oyees (CSE. ~B and VV B). Entropreneur/Tracier . 

Government 
anel C> .... or s <> n Prospects sca l e 

Pros D eets 

T 'pe of Occuoation M ean Std. Dev i a ti on N 
S M F I 28. 0000 3. 05505 7 
Commerc i a l Bank 
employaas (CSE, 21 . 2000 4 .59766 40 
A I B and \/VB) 

E ntr e pre n e ur/Trade r 22.4000 6. 42032 40 
Governrn e nt 25.694-4- 3.09672 36 
O th e r s 23 . 4722 6.23578 36 
Total 23. 3333 5.4-8608 1 59 

m 127 See also Mohamed M DIad, The Nee(/ for Islamic Bllnkillg ill Ethiopia , an unpublished project paper, July 2008, AAU 
\l8 S sankararnuthukurnar and a.dcvamohan has found in their paper entitled 'rhe pOlelllialil), of /s/mllic ballkillg ill Eilliopia and 
presented at the sixth conference on the Ethiopian Economy, June 2008 - Addis Ababa 
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The highest prospects mean score, (Mean=28), is observed for Somali Micro-finance 

institution employees while the lowest sco re is recorded for commercial banks 

employees. 

As table (22) shows, the prospects mean sco re for respondents with di ffe rent 

occupat ion shows variance. This variance is explained by different factors inc lud ing 

their exposure to different occupation and their different backgrounds. 
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Figure (2) respondents' prospects mean score by occupat ion 

For example, Somali Micro-finance Inst itution employees are expected to understand 

better about the nature and status of Is lamic banking in Ethiop ia and hence higher 

leve l of assessment, than a ll other categories. 

In addition, co mmerc ia l banks employees' overall low assessment score for the 

prospects and o ppOliunities for Is lamic banki ng in Eth iopia is not surprising. They 

work for financial that differ from Is lamic bank ing in many respects including 

bus iness philosophy, custo mer base, va lues and princip les and of course may see 

Is lamic banking as a threat. 
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To und erstand if there is a s ignificant statistical difference in terms of prospects sco re 

and the assessment of the oppOltun ities that awa its Is lam ic Banking in Ethiopia due to 

occupat ion, One-way ANOYA was used while TZlkey HSD is used in id ent ifying the 

source of difference. The resu lt was found as presented on Table (23). 

Table (23) ANDV A Results for respondent 's Prospects Mean Scores by occupation 

/>NOVA Table 

Sum of 
Sauares df Mean Sauare F SiQ. 

Prcspecls • Ty ill Belween Groups (Com~ned) 570.722 4 142.681 5.251 .001 
of Ctcupalion Wihin Groups 4184.611 154 27.173 

Tolal 4755.333 158 

The difference in prospects mean scores due to occupation was s ignificant {F=S.2S I, 

p<. OS}. This imp lies that there is s ignificance difference in the assessme nt of the 

prospects and opportunities of Is lamic bank in g in Ethiop ia due to difference in 

occupat ion. 

To determine which occupat ion was the source of prospects difference, TZlkey HSD 

test was app lied and resu lts shows that prospects mean va lue of Somali Micro-finance 

Institution employees, (Mean=28) and Commercial Banks Employees, (Mean 2 1.2 ), 

differ significantly ITom the other respondents' categories. 

The fact that a Somal i Micro -finance Institution Employees show the highest 

Prospects Mean Score while Commercia l Banks Emp loyees Show the lowest 

Prospects score is not any surpris ing . Simple explanat ion to this may be the ir business 

phi losophy, customer orientation and other characterist ics (composit io n of their 

re lig ion etc). 

However, what is important from thi s finding is the fact that the prospects mean score 

for the other three respondents ' categories are not stat istica lly and sign ifi cantly 
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different. Or in another language, a ll other respondents categories show similar good 

prospects for Is lamic bankin g due to the fact that Mean Prospects Score for all the 

three catego ries is eq ua l to (o r higher than) the expected va lu e fo r Prospects (Expected 

Value=20) (Note, that Entrepreneuritrader=22, Government=25.69, Other=23.47) 

4.3.4 Respondents' Prospects Mean Score by Level of Ed ucation 

The other respondents' variable that is important for understanding respondents' 

different assessment for the prospects and oppOltunit ies o f Islamic bank ing in Eth iopia 

is respondents' educat ional level. 

So, the study fu rther explored if the respondents ' leve l ofeducation had an impact on 

the ir prospects Mean Score and of course, their assessment regard ing the prospects 

and opportunit ies of Islamic banking in Ethiop ia. The results and statistica l analys is 

for this observat ion are shown in tab le (24). 

Table (24) Comp:trison of respondents' Prospects MC;1Il scores by OCC ll pll tion 

Compari so n s o~ Prospects Nlean Score 3 rnong R espondents 
Havi ng Diffe r e nt L e v e l of Education 

Prosoect s 

Educational Lev e l M ean S td. Deviation N 
Ill i trate 26. 2500 . 88641 a 
Prim a ry Educat ion 2 1 . 2353 7.10220 17 
High Sch ool COn-lp lete 2 1 . 9 091 7 . 58849 33 
U niv e rsity ICollege 
D eg ree/Certificat e/ 23 . 9208 4.30740 101 
D ipl o ma 
Tota l 23.3333 5.48608 1 59 

As the data on table (24) indicates, the highest prospects mea n score, (Mean=26.25) is 

observed for the Illiterates while the lowest Prospects Mean Score, (Mean=2 1.24) is 

recorded for primary education. 

According to tab le (24), the prospects mean score fo r respondents with different leve l 

of educat ion shows variance. To understand if there is a signifi ca nt stat istical 

difference in terms of respondents ' prospects score and the ir assessment of the 
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prospects ofls lamic banking in Ethiop ia due to leve l of education, One-way ANOYA 

was used wh ile Tukey HSO is used in ident ifYi ng the source of di ffere nce. The resul t 

was found as prese nted on table (25). 

Table (25) ANOVA Res ults for respo ndent's Prospects Mea n Scores by Level of 
Education 

~OVA Tabl. 

Sumcl 
SQuares df Mean SQuare F SiQ. 

Prospecls' Between Group; (Combined) 244.681 3 81 .560 2.803 .042 
Educalional Level Wthin Groups 4510.652 155 29.101 

Total 4755.333 158 

Acco rd ing to table (25) the difference in prospects mea n sco res d ue to leve l of 

educatio n was s ignificant {F=2.803, p<.05}. This implies that there is s ignificance 

d ifference in the assessme nt of the prospects and o pportunit ies of Islam ic banking in 

Ethiop ia due to difference in leve l o f education. 

However, the overa ll assessment of each respondent catego ry fo r the prospects and 

oPPOltunit ies of Islamic ba nking in Ethiop ia is hi gh and illuminat ing regardless of 

their leve l of ed ucat ion due to the fact that the mean sco res for each respondent 

category is higher than the expected va lue of(20) fo r prospects mean sco re. 

Moreover, to determine which leve l of edu cation was the source of difference in 

prospects score, Tukey HSO test was app lied and result s shows that prospects mean 

va lue of illiterates, (Mean=26.25) and Primary education, (Mean 2 1.24), respo ndents 

d iffer s ignificantly from the other respondents' categories. 

Furthermore, what is important about this finding and needs caution when interpreting 

is the fa ct those ill iterate respondents has showed higher Prospects Mean Score for the 

Prospects and oPPOItunities for Islamic Banking. 
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But the like ly reason fo r th is may be due to the fact that the illiterate respondents 

covered under this stud y, 65% of them were traders while they were a ll Mu slims, i.e. 

100%, and that is w hy they have shown such over enthusiastic assessment abo ut the 

prospects and oppoltunities that waits Is lamic Banking in Ethiopia. 

4.3.5 Respondcnt's view about the nced for Islamic banking in Ethiopia 

To further in vestigate the prospects and oppOltun ities of Islam ic banking in Ethiopia, 

certain items that are relevant for the better understanding of this issue will be 

presented in the following sections. 

Towards this end, one important item of this type that was addressed to the 

respondents was whether ' they think there is a needf or Islamic banking in Ethiopia so 

that it will alleviate the financial services deprivation of the Muslim community? 

Table (26) 
Va lid Frequency Va lid I)crcent 

No 2 1 12.7% 

I Do not Know 3 1 18.8% 

Yes 113 68 .5% 

Group Total 165 100 .0% 

Acco rding to table (26), I 13 (68.5%) respondents fee l that to 'alleviate the financial 

services deprivation of the Muslim community. there is a need for Islamic banking in 

Ethiop ia. In addit io n, 2 1 (1 2.7%) do nol think there is a 'need ' while 31 (18.8%) do 

not know actua lly wh ich way to choose. 

This finding supports the notion that, in Ethiopia , where there is s ignificant Muslim 

popu lation, the potential customers that wo uld patronize Islamic ba nking system is 

enormo us particularly s ince Is lamic banks a re also known to favo r a great number o f 

less privileged peo ple through financing small and medium scale enterprises. 
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Moreover, a soundly fin anced and prudently managed Is lam ic financia l in st itution 

would not only be 'good for Muslim consum ers ' but also would do good fo r 

innovation and divers ity in our markets and good for Ethiopia as a regio nal, midd le 

in co me economic power house. 

Yet even today, horrend ous disparities exist while di ffe rent segments of the Eth iop ian 

society are un-banked. And this is the ma in causes of exc lus io n of the majority o f the 

population in terms of growth . The potentia l benefit s of a llowing Is lamic bank ing 

include; decreased econo mic disparity between the haves and the have not 's, better 

integration, and co nsequent ly acce lerated economi c growth. 

The Ethiopia n bank ing secto r has o pened up considerab ly in the past decade or so and 

o penness to interest-free banks is a log ica l next step. Islamic bank ing is o ne way to 

ame lio rate the disadvantaged c lasses. So, the government of Ethio pia can leap a step 

c loser towards the fulfilm ent o f the much che rished dream of "M idd le Income 

Country" by reform ing its bank ing secto r and a llowing the establishment of Is lamic 

Banks l 29 

The non-avai lability o f interest-free banking products results, many Ethiopians, 

in c luding those in the eco no mica lly di sadvantaged strata of society, to be exc luded 

fro m financ ial services due to reasons of the ir faith . 

So, the necessary measures and po licy too ls should be taken to faci litate the 

establishment of Is la mi c banking in consonance w ith the objecti ves o f inc lu s io n and 

growth thro ugh innovatio n witho ut any adverse systemic r isk im pact. 

m Moha mmad Ghous Ikh liyaruddin Bagsiraj Is/omic Fill(lllcia/ lllslilllliolls Of Illdia Progress, Problems AmI Prospects, 
Scientific Publishing Cenler, King Abdulaziz Uni versity, Jcddah, Saudi Arabia 
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Interest fi-ee bank ing is another area that falls broad ly in the ambit of financia l 

infi-astructure_ Islamic banking can el iminate unaccountable economic activit ies, as 

every eco nomic activ ity has to be financed thro ugh lega l contract and phys ical 

ver ification of rea l assets under contract. There is no room for diversion of funds_ 

Therefore, in vestment in consonance w ith Is lamic bank ing princ iples w ill sure ly boost 

the engine of econom ic growth in o ur country_ Moreover, Is lamic bank in g he lps the 

weaker and hap less sect ion of the society through various fi nanc ia l products (Joint 

ventures, paltnerships and leas ing)_ Such inclusive growth will aggrandize the 

Eth io pian economy_ 

4.3.6 Respondents ' Bank Services Usage Pattern and Behaviour 

If the prospects and opportunities fo r Is lamic banking are to be understood ever, the 

current banking serv ice users' behav iour and rationality should be understood first ly. 

Towards this end, part icipants to this survey were asked severa l items that help in 

measuring and understanding respondents ' banking serv ices usage and be haviour. 

One of the questions that were add ressed to respondents to understand the ir usage 

pattern, behaviour as we ll as purpose was, 'If you are banking services lIser currently, do 

you think that 'Safety / keeping money safe' is YOllr first priority? 

Table (27) 

Va lid Frequency Vn li d Percenl 

No 41 25.0% 

I do not Know 7 4.3% 

Yes 116 70 .7% 

Group Total 164 100.0% 

Accord ing to the above tab le, s ignificant number of those respondents, (I 16) (70.7%), 

who ' use banking services', use banking services to 'safeguard or keep the safely of 
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their money '. in add it ion, 4 1(25%) of them 'use bank senlices ' 'To earn interest on 

savings account' wh ile (7) (4.3%) respondents do not know or in fact do not use bank 

service. 

So, we can say that overwhelming number of respondents do not ' use banking 

services'to 'Gain interest ' while majority of the respondents make 'guarantying the 

safety of their money as their fi rst prio rity. 

T his prov ides and amp le opportunity for Islam ic bank ing to thrive by provid ing 

financial products that guarantee the safety of customers' sav ings and additiona l 

features that a llows the oppoltLm ity for higher returns than those offered by 

conventiona l banks. 

Moreover, respondents were asked whether 'they have ever cancelled (or ,"ould 

cancel) a plan for business expansion and/or new investment opportunity to be 

financed by bank loan due to the fact that the interest based banking system does not 

encourage Muslim business community to consider all possible business and 

investment opportunities? ' 

Table (28) 
Valid Freq uency Va lid Percent 

No 50 30.3% 

I Do not Know 29 17.6% 

Yes 86 52.1% 

Group Total 165 100.0% 

When respondents were asked whether they 'Have ever cancelled (or in fact would 

cancel in the future) a plan for business expansion and/or new investment opportunity 

to be financed by bank loan due to the fact that bank (investment) loan involves 

interest?', 86 (50.1 %) of them responded ' Yes " 50 (30.3%) of them responded ' ' No " 
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while 29 (17.6%) of them 'do not know' if they have cance lled (or wou ld ever cancel), 

or are undecided . 

Accord ing to table (28), s ignificant number of respondents be lieves that ' interest 

based banking system ' do not 'encourage Muslims to consider all possible business 

and investment opportunities ' and such sentiments s ignal market gap that offer 

s ignitlcant opportun ity for Islamic banking to fi ll. 

This a lso clear s ign that s ignificant number of Muslims wo uld not look for banking 

services or loans that in vo lve interest to 'cover their short and long term financial 

shortage ' but rather wo uld opt for unconventiona l ways of financing such as 

borrowing ' from relatives andfriends', o r the 'liquidation offixed assets ', 

Finally respondents were asked whether ·they think that, if the existing banks offer 

certain Islamic products (i.e. Saving and Loan Service), the access tu hillmic banking 

will improve and the tendency for business expansion and investmenl activily will 

increase? 

Table (29) 
Va lid Frequency Valid Percent 

No 28 17.3% 

I Do not Know 35 2 1.6% 

Yes 99 61. 1% 

Group Total 162 100.0% 

In response to this question as shown on table (29), 99 (61.1%) of the respondents 

be lieve that ' the tendency of business expansion and investment aclivity will increase' 

and access to Islamic banking wo uld increase if the existing banks began to offer 

financial products that are in line wit h Is lamic banking. However, 28 ( 17.3%) o f the 

respondents do not share that view while 35 (2 1.6%) of them subm it their responses as 

'do nol know' or are undec ided . 
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So, we can understand fro m the above analys is that s ig nificant number o f respondents 

bel ieve that ' the financial sen ,ice usage pal/ern will increase " and o f co urse inc lud ing 

the irs, if the ex isting banks o ffer certain Islami c fi nanc ia l products. 

4.4 C hallenges Facing ls lamic Banking in E thiopia 

4.4.1 Awareness of the Res pondents abo ut Islamic Banking 

In order to achieve the intended object ives o f the study and to address the research 

problem properly, certain research quest ions were ra ised in this stud y and of co urse, 

equa l e ffort has been made in answering them acco rd ing ly. 

One of the research questions ra ised earlier in the paper was ' Does lack of awareness 

and proper understanding aboul the operations of Islamic bonking pose serious 

challenge to the success of Islamic banking in Ethiopia? I 

So, to assess the leve l of pub lic awareness and spec ia ll y that of the Muslim 

comm un ity, abo ut Is lamic bank ing, respondents were asked to assess and share the ir 

view regarding the Musli m commu nity ' s awareness on Islamic Banking. 

To get an ins ight in to the Muslim commun ity 'S ' alVareness regarding the operations 

of Islamic banking' and eventua ll y g ive the ir assessment o f level o f Musli m 

co mmunity's awareness, respondents were asked whether ' they think that the Muslim 

Community have awareness about Islamic banking system? 

Table (30) 
Va lid Frequency Va li d Percent 

No 63 38.2% 

I Do not Know 58 35 .2% 

Yes 44 26.7% 

Group Tota l 165 100.0% 
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According to table (30), 63 (3 S.2%) of the respond ents be lieve that the Muslim 

community does not have 'slifjicienl awareness ' abo ut the operations o f Is lam ic 

banking while 44 (26.7%) o f the respondents cla im that the Musli m Co mmu nity have 

'sufficient awareness'. However, (5S) 35.2% o f the respondents do not know whether 

the Muslim community has an appro priate awareness or are undec ided . 

As the data on the above table shows, the find ings of this study supports what has 

been repolted in Is lamic banki ng literature as one of the ma in problems faci ng Islamic 

bank ing worldw ide . 

Despite, the growth of Is lamic bankin g over the last 30 years, poor understand ing in 

the Mus lim and non-Muslim world about Is lamic bankin g actua lly ex ist. However, the 

basic pr inc iple that it is co ntrary to Is la mic law to make mo ney o ut of money and that 

wea lth sho uld accumu late o nly fi'o m trade and ownership o f real assets is c lear l3o. 

4.4.2 Regula tory, Supervisory a nd Insti tutional C ha llenges 

The growth and progress of Is lam ic Financial services rema ined stuck for a lmost ha lf 

a decade s ince the fi rst ind iv idua l and group initiatives sur faced in early 200S. 

Nothing much has changed s ince th en. Not a s ing le commerc ia l bank has anno unced 

yet that it w ill engage Is lamic fi nanc ia l prod ucts whether public ly or private ly owned, 

whether through 'Special Window ' or subs id iary. 

Not a single 'Fu ll -fl edged ' Is lamic Financia l Inst itut ion has come out yet though there 

were so many publ ic ized in it iat ives to establi sh what was dubbed as the first Is lamic 

Financ ia l Institution in Ethiop ia. Moreover, any government led- in iti at ive or program 

has yet to come fro m the concerned authorit ies. 

130 Mil. Ab(llil A wwal Sarker, Islamic Ba nking In Bangladesh: Performance, Problems & Prospects Inremational 
JOIlr/wl of Islamic Financial Services Vol. J No.3 
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4.4.2. 1 Regulatory C hallenges 

O ne of the major challenges facing Is lamic bank in g in Ethio pia in its current s ituation 

is lega l or reg ulato ry cha llenges. To understand if regulatory challenges inc lude one 

of the major cha llenges faci ng Is lamic banking in Ethiop ia, one of the research 

questions was' Does the existing regulatory and supervisOly regimes such as those 

holding Islamic banks to the same set of regulations as conventional banks and those 

that block the establishment of fidl-fledged Islamic Financial Institutions (IFls) 

discourage Islamic banking in Ethiopia?' 

To answer this research question, certain items were des igned to search o ut an answer 

a nd proper explanat ion . One of these questions addressed to respondents for further 

understand ing abo ut the regulatory cha llenges fac ing Is lamic Ba nkin g in Ethiop ia was 

whether ' think NEE's 2010 banking supervision Directive has actually blocked 

ongoing initiatives for fitll-fledged Islamic Financial Instilutions while allowing the 

opening of 'Special Windows' by the existing commercial banks and was not 

constructive? ' 

Table (31) 
Va lid Frequency Va lid Percent 

No 20 12. 1% 

I Do not Know 52 31.5% 

Yes 93 56.4% 

Group TOlal 165 100.0% 

According to table (3 1), 93 (56.4%) of the respondents bel ieve that the ' 201 0 NEE 

banking supervision Directive ' that blocked the in it iatives for full -fledged Islamic 

Financial Inst itu t ions while allowing the opening of ' Islamic Windows ' th ro ugh the 

ex isting co mmerc ial banks 'was not constructive' or he lp fu ll. Respo nding to the same 
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question, 20 ( 12. 1%) o f the respondents do not believe that specific directive was 

constructive whil e 52 (31 .5%) of the respondents do not know or are undec id ed. 

More importantly, respo ndents were asked the ir assessment about the current banking 

regu latory regime in Ethiopia. A spec ific question was addressed to respondents 

regarding whether 'they think that the current Financial Institutions regulatolY and 

supervisOly regime such as those governing initial paid up capital, reserve 

requirements and risk management approaches poise certain setbacks to any ongoing 

or fu ture initiatives to establish Islamicflnancial institutions? 

Table (32) 
Va lid Frequency Vnlid Percent 

No 2 1 13. 1% 

I Do not Know 51 3 1.9% 

Ves 88 55% 

Group Total 160 100.0% 

As ta ble (32) depicts, 88 (55%) believe that the current Financia l Institutions 

regulatory and supervisory reg ime po ise certain setbacks to the establi shment of 

Is lamic banks. In addit ion, 2 1 (13 .1 %) disagree while 5 1 (3 1.9%) do not know or are 

unsure about it. 

So, the responses to the above two observations indicate that s ignifica nt number of 

respondents believe that the current lega l and regulatory reg ime the controls the 

Ethiopian financial sector is not help full for Islamic banking to succeed and flouri sh 

in Ethiop ia. 
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4.4.2.2 Institutional Challenges 

Is lamic banks in different countries are 111 early stages of learning and experience 

lacking the flexibility to choose a rrangements which best suits the ir need in 

responding to structural shifts 111 the econo mic setting as we ll as to changes in 

consumer preferences. 

So, In add ition to the regulatory challenges fac in g Is lamic banking, it 's al so important 

to explore the institutiona l challenges as we ll. So, to see what institutional cha llenges 

respondents are observ ing, respondents were asked whether they 'think that NEE 

needs Institutional rearrangements in re order to accomillodate the special institution 

need that Islamic banking requires? 

Tabl e (33) 
Va lid freq uency Valid Percent 

No 34 20.9% 

I Do not Know 42 25.8% 

Yes 87 53.3% 

Group Total 163 100.0% 

According to tab le (33), 87 (53 .3%) of the respondents believe that 'NEE needs 

Institutional rearrangements in order to accommodate the special institutional need 

that Islamic banking requires. Respond ing to the same question, 34 (20.9%) of the 

respondents do not be lieve that NBE requires in stitutiona l rearrangements to 

accommodate Islamic banking while 42 (25.8) % of the respondents do not know or are 

und ec ided. 

Moreover, respondents were asked if they think ' Conventional' Financial Institutions 

wil! ever win the hearts and minds of the Muslim community and the services they 

offer wil! be perceived as pure while appealing to the more zealous customers though 
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these banks will deal with interest and business sectors that are prohibited IHaraml 

under Islamic law. 

Table (34) 
Val id Frequency Valid Percent 

No 83 51.2% 

Yes 33 20.4% 

I Do not Know 46 28.4% 

Group TOlal 162 100.0% 

As data on tab le (34) depicts, 33 (20.4%) of the respondents believe that the 'Non-

Islamic Financial Institutions ' will 'win the hearts and minds of the Muslim 

community and sedllce them to lise financial services they deliver through subsidiary 

or 'Specialized Windows '. 83 (51.2 %) of the respondents di sagree wh ile 46 (28.4%) 

of the respondents do not know or are undecided. 

The data o n table (34) shows that 'Conventional ' Fin ancia l Institutions will have hard 

time to promote its products as purely Islamic and appeal to the more zealous 

customers while they are dea ling with interest or IRibal . 

The other item that respondents were addressed to exam ine the institutiona l challenges 

facing Islamic bank ing was whether ' they believe that Full-Fledged and independent 

Financial Institutions are the only way to ensure broad based and 

Table (35) 
Valid Frequency Valid Percent 

No 35 2 1.6% 

I Do not 
20 12.4% 

Know 

Yes 107 66.% 

Group Total 162 100.0% 

When the quest ion 'Do you think that Islamic banking service should be provided 

separately rather than through 'Special Window ' of conventional banks ' was brought 
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to the respondents, 107 (66%) of them think that it's better that ' Islamic financial 

services are provided separalely '. 

However, 3S (21 .6%) of the respondents do not think necessary that ' Islamic financial 

services are provided separately' and they don 't mind if 'Islamic financial sen 'ices 

are provided by Ihe exisling commercial banks while 20 (12.4%) of the respondents 

are und ec ided o r do not know. 

Furthermore, respondents were also asked whether ' they believe there is a gap in 

research and development in Islamic sludies in general and Islamic finance and 

economics in particular and that Ihe thai the government should initiale Islamic 

Siudies Programmes in Higher Education Instilulions (HEfs) 10 fill Ihe gap in 

qualified human resource? 

Ta ble (36) 
Va lid I Frequency Valid Percent 

No 36 22.2% 

I Do not Know 33 20.4% 

Yes 93 57.4% 

Group Total 162 100.0% 

Accord ing to the data on table (36), 93 (5 7.4%) oflhe respondents believe Ihat there is 

a gap in research and development in Is lamic studies in ge nera l and Is lamic finance 

and econom ics in particular and that the government sho uld initiate Is lam ic Studies 

Progra mmes in Higher Education Institutions (HEls). 36 (22%) d isagree w hile 33 

(32.7%) do not know or are undecided. 

This find ing is cons istent for what have been rep0l1ed for any system building 

inc luding Is lamic bank ing system. Any system, however we ll integrated it may be, 

cannot thrive exclusive ly on its bui lt-in e lements. It has to depend o n and so is the 

case with Islamic banking which needs research and training forums in order to 
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prompting entrepreneurship amongst their c lients. Such support servIces properly 

oriented towards Islamic banking are yet to be deve loped in Ethiopia . 

For example, in Ethiopia, most banks' profess ionals have been t rained in conventiona l 

finance and economics and they lack the requis ite vis ion and co nviction abo ut Islamic 

banking, there sho uld be we ll tra ined and competent human resource profess ionals in 

Is lamic banking and finance that understand the mora l and reli g ious implicat io ns of 

the ir profess ion . 

The other item that exp lains the intuitiona l challenge faci ng Is lamic Banking in 

Ethiopia is about the absence of suppOl1 and link institutions li ke interest-free Money 

and Capita l Markets. To assess thi s specific challenge, thi s questio n, 'Do you think 

that lack of supportive and link institutions like Interest free Money Market and 

capital markets lVould create liquidity and other operational difficulties to Islamic 

Banking? was ra ised to respo ndents to get the ir view about the issue. 

Table (37) 
Va lid freq uency Va lid Percent 

No 37 23.2% 

I Do not Know 38 24% 

Yes 84 52.8% 

Group TOlal 159 100.0% 

As the data o n table (37) shows, 84 (52.8%) of the respondents think that lack o f 

suppo rtive and lin k institutions li ke Interest free Money Market and capita l markets 

wo uld create liquidity and other operational difficulties to Islamic bankin g. 37 

(23.3%) disagree while 38 (24%) do not know or undecided. 

In line w ith these find ings is, the ma in problems id entified by a number of case st udies 

of Is lamic ba nks operat ing in different countries are the absence of suitab le non-

interest-based financial instruments for money and cap ital market transactions without 
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which Is lamic banks w ill not have adequate instruments to meet the pre-co ndition for 

liqu id ity management and effect ive maturity transformation 131 . 

So, if Is lamic banking is to be rea lized in Ethiop ia, adeq uate financ ia l mechanisms 

and a number of link in st itutions st ill has to be developed, wit hout which fi nancia l 

intermediation, espec ia lly the risk and maturity transformat ion, w ill not be performed 

4.4.2.3 Supervisol'Y Challenges 

The top banking regulato r on land, the Natio na l Bank of Ethiopia (NBE), has not been 

open to the deve lopment of Is lamic fina nce in the Ethiopia at least for now though the 

first important signa l was given in a meeting w ith the pr ime minster by a group of 

organ izers and Mus lim business men with Prime M inster Me les, in 2008· 

This was a recognit ion to the 'growing importance ofl s lamic banking in Ethiop ia and 

its emergence on the in ternat iona l stage ' as well as the need to put Islamic banking in 

the context of soc ia l equity and fairness. 

Fina lly respondents were enqu ired whether they th ink it appropriate that ·Islamic 

financial institutions (/ Fls) should be governed by different set of regulations as they 

differ ji-om conventional banks in many aspects such as risk structure, form of 

ownership and governance ji-om conventional banks? 

Table (38) 
V:l lid Frequency Valid Percent 

No 2 1 13.0% 

I Do not Kno\V 58 36% 

Yes 82 5 1% 

Group Total 16 1 100.0% 

01 Bangladesh (Huq 1986), Egypt (Mohammad 1986), Malaysia (Halim I 988b), Pakistan (Khan 1986), and Sudan (Salama 
1988b). 
III For identifying suitable projects, Islamic banking can proritably draw the serv ices of economi sts, lawyers, insurance 
comp..1nies, management consultants, auditors and so on. 
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As the data on tab le (38) shows, 82 (5 1 %) be lieve that 'Islamic financial institutions 

(IFIs) should be governed by different set o.f regulations '. 2 1 (13%) oppose while 58 

(36%) do not know or are undec ided. 

The fi ndings o f this study acknowledge that Is lamic bank ing po ises a lot of 

superv iso ry challenges that needs to be looked down. However, the superviso ry issues 

that need to be ra ised are s imilar in many respects to those of conventional banks, but 

one should also note that there are a number of potentially difficult questions to 

reso lve, such as liquid ity and ri sk manage ment. But the problems concerned should 

prove ' more t ractable', the more they were understood by supervisors and 

regulators. 133 

4.4.3 Socio-Cultural C hallenges 

One of the major problems facing Is lamic banking in its current time is the wro ng 

assoc iat ion with specific re lig ion. To make the s ituation a litt le bit comp licated , what 

was even more unfortunate is the recent wrongful and unfo unded association of 

Islamic banking w ith th e g loba l terro rism movements and geopo litics thaI dominated 

wo rld affairs in the past decade. 

To get respo ndent ' s v iew on this spec ifi c issue, respondents were asked whether they 

'think that Islamic Banking is wrongly associated with specific religion and is the 

victim of the global events of terrorism and geopolitics?' 

Table (39) 
Valid Frequency Vl1 lid Percent 

No 34 2 1% 

I Do not Know 42 26% 

Ves 87 53.% 

Group TOlal 163 100.0% 

lH Financial Services Authority, Islamic Finance in the UK: Regulation and Challenges, November 2007 
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According to data on tab le (39), 87 (53%) of the responcients believes that the ' 'think 

that Islamic Banking is wrongly associated oj with the global events oj terrorism and 

geopolitics?' while 34 (2 1%) of the respondents disagree. However, (26) % of the 

respondents do not know or undecided . 

4.4.4 Respondents ' Rating of Major challenges facing Islamic Banking in 
Ethiopia 

The different categories of respondents to this study were asked to mention the major 

challenges that are facing Is lamic bank ing current ly. Respond ents gave rating to their 

assessment for each of the following items id entified as major problems facing Is lamic 

banking by putting them in the o rd er o f the ir diffi culty according to the ir assessment. 

They gave a rating of (No. 1) for the cha ll enge that they bel ieve as the most serious 

challenge, (No.2) for the second most serious cha llenge, (No.3) for the third most 

serious cha llenge and so forth. 

Table (40) Respondents ' Rating of the Major Challenges Facing Islamic Banking in 
Ethiopia 
Major Challenges Facing Islamic Banking N- (J65) 

F % 

Lack of Awareness and Understand ing 66 40 

Lega l, Supervisory, regulatory andlor institutional challenge 59 35.75 

Negati ve att itude of people (wrong association with reli gion) 20 12.1 

Lack of Trained Human Resource (( 6.7 

Capita l Resource Constraints 9 5.5 

Lack of demand and market potential - -

Lack of sui table banking pol icies 2 1.2 

T he above table shows that the major cha llenges that are faci ng Is lam ic banking in 

Ethiopia are in the order of their seriousness as rated by respondents . The most serious 

cha llenge was lack of awareness and understanding (40%), lega l, superv isory, 

regulatory andlor institutio nal cha llenge (35 .75%), negative att itude of people towards 
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Is lamic Banking (wrong assoc iat ion with re lig io n) ( 12. 1 %), lack of trained Human 

reso urce (6.7%) ,cap ita l resource constra ints(5.5%), lack o f suitable banking 

polic ies(I .2%) where the main chall enges acco rding to respondents ' assessment. 

4.4.5 Respondents' Suggestions for how to f'lcilitate the establishment oflslamic 
banking in Ethiopia 

The respondents to this survey were asked to suggest what measu res they think sho uld 

be taken to stream li ne the process of establishin g Is lamic banks in Ethiop ia and how 

to do away with the cha llenges t;1c ing Is lamic bank ing. The suggest ions of the ir 

respondents are presented in Tab les (41) below. 

Ta ble (41) Respond ents' Rating of suggest ions (N= 165) 

Measures/Ac tions to be ta ken N % 

To create awareness to the general public and 10 Muslim communi ty in Particular 38 35.33 

To remove any lega l or regulatory obstacle that will ull nccesso.'lrily hinder the progress of 19 28.67 

Islamic Banking 

To initiate institutiona l restructuring and capaci ty bui ld ing for the regulatory and supervisory 10 13.67 

authoriti es (i.e N BE), their employees and omcia ls 

To fill the gap observed in Human resource by arrangi ng train ing and capacity build ing 7 11.67 

programs at the HEls 

To promote Islamic Bank ing by arranging diffe rent academic and business forums 2 6.37 

To promote banki ng po lic ies that will enco urage innovation and competition in the fin ancial 1 5.96 

industry 

As table (4 1) ind icates, respondents suggested the most important measures that 

shou ld be taken in order to address the cha llenges fac in g Is lamic Banking in Ethiopia. 

The most important measures respo ndents suggested were, to create awareness to the 

general public and to Muslim co mmunity in Particular (35.33%), to remove any lega l or 

regu latory obstac le that will unnecessari ly hinder the progress of Is lamic Ba nking 

(28.67%), initiate institutiona l restructuring and ca pac ity building for the regu latory and 

supervisory autho rities ( i. e NBE), both the ir employees and o fficial s (13.67%), to fill 
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the gap o bserved in Human resource by arrang ing tra ining and capac ity bui lding 

programs at the HEls ( 11.67%), to promote Is lam ic Banking by arranging different 

research, academic and business forums (6.37%), to promote banking po li c ies that will 

enco urage in novat ion and co mpetit ion in the financial industry (5 .96%). 
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Chapter five 

Conclusions and Recommendations 

In this chapter the conclusio ns recommendations about the results of the study on 

prospects and challenges of Is lam ic Banking in Ethiop ia and the wi ll be presented , 

The majo r and impolt ant conclusio ns and recommendatio ns about the prospects, 

awareness, genera l und erstanding, mi sco nceptio ns, challenges as well as the need for 

Is lamic banking in Ethiopia will be summarized in the following sections o f thi s 

chapter. 

5.1 Conclusions 

In Ethiop ia, most o f the developments of Islamic finance have taken place in the last 

fo ur years and limited, s imple, uncomplicated and re lative ly unco mpetiti ve Sharia-

compliant products that compared unfavourably to their convent iona l equi va lents are 

offered by few commercial banks ' 34 However, these, did not, cater for the w ider 

Muslim co nsumers ' 35 and the ex istence of full set o f Sharia-compliant financial 

products in the Ethiopian financial industry is yet something to be seen 136 , 

To be, specific, the 2008 ' Bank in g Regulation and Supervis ion Proclamation' has 

a lready crafted a room for non interest banking 137 while the sequent directive issued 

by Nat ional Bank of Ethiopia (NBE) has only a llowed for the "Existing banks ' to 

provide ' interest-free banking w indows' whil e ki lli ng the long awa ited hope for full-

fl edged Is lamic bankin g. 

IH like Commercial Bank of Ethiopia (CBE), Somali Micro~fi nance Insti tution (SM FI ) and NIB Bank 
135 Moreover, these prociucls fe ll outside the scope of the mainstream consumers and did not generate significant volumes of 
customers and transaction s 
1}6 I.e the Special Demand Deposit offered by the commercial bank of Ethiopia (eDE) and Ihe AII/{II/all (or Safe-guardi ng) 
Account and the Micro-cred it scheme (Mllrabalwh oITered by the Somali Micro-fi nance Institution (SMFI). 
1J7 Capital Ethiopia News _ Islamic Banks to enter financ ial sector.mht 
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5.1.1 Demographic Variables of the Respondent 

From the total sample o f 165 respond ents, 14 1 (85.5%) of them were male w hile the 

rest was female, 89 (53 .9%) of them fa ll in to the age category between 18-30Yrs, 73 

(44.2%) of them are in the age category between 3 1-50Yrs while (3 1.8%) of them are 

in between 51-70Yrs. 

8 (4 .8%) of the respondents do not have any fo rmal education, 190 ( 11.5%) of them 

have some primary education, 33 (20.0%) o f the respondents have completed high 

school edu cation whil e 105 (63.6%) of the respondents have so me tertiary leve l 

edu cat ion. 

With regard to occupation, 7 (4.2%) respondents where Soma li M icro-fin ance 

Institution (SM FI) employees, 40 (24.2%) of them where commercial banks 

employees, 40 (24 .2%) o f them where entrepreneurs or traders while 40 (24.2%) and 

38 (23 .0%) of the respondents respective ly were government employees and 

respondents labe lled as Others ' . Fin a lly, 98 (59.4%) of the respondents where 

Muslims, 56 (33.9%) of them were o lthodox Christians while 11 (6.7%) of them 

where Protestants. 

5.1.2 Major Findings of this study 

The mean va lue for awareness (33 .34) is less tha n the expected average score of (36). 

This indicates low leve l of awareness about the operations of Islamic banki ng l38 . In 

addition, most o f the respondents, 11 8 (72.0%), d id heard about Islamic banking. 

However, the overa ll low awareness score may be attributed to lack of understand ing 

and aware ness about its nature and operations or may be due the fact that most of the 

respondents are fa mil iar w ith the prohibition o f Riba. 

IJ8 These findings are actually co nsistent with what Islamic Bank ing literature ha s reveal ed about the operations of Islamic 

Banking 
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Moreover, s ignificant number of respondents does not understand that Is lamic 

bank ing is something re levant and beneficial to the growth and deve lopment of the 

Ethio pian eco nomy which is a test imo ny to how fa r peo ple misunderstood about the 

re leva nce of Islam ic banking to the Ethiopian economy. 

When respondents' awareness about Islamic ballking were further explored, (100) 

60.6 % of the respondents differentiate on the criteria that in fact ' one is inleresl-

oriented while the other is pro/it - oriented, (26). It is c lear ITom this observat ion that 

s ign ificant portion of respondents ', (40%) did not understand o r in fact has 

misunderstood the d iffe rence between Islamic and conventional bank ing. However, 

there is an extensive research and rich Literatu re that has shown there d ifference139
• 

The research furt her exp lore if awareness score amo ng d ifferent followers ex ist. The 

mea n awareness score for respondents, (Mus lims= (36.09), Orthodox Christians= 

(27.85) while that of Protestants= (36.64» shows significant var iance, {F=46.2, 

p<.05} , Tukey HSD test resu lts shows that Orthodox Chr ist ians have signi fi cantly 

lower awareness score than mean va lu es for a ll other religio ns '4o 

Acco rding to the result, the awareness Mean score (univers ity or co llege 

degree=36. I 3, high schoo l=28.33 the highest and the lowest awareness sco re 

respectively), shows variance, (F (3 , I 50) = 22.06, P<.05), due to educat ional leve l and 

Tukey HSD test results shows that awareness sco re fo r va lue of highly educated 

respo ndents is s igni fica ntly higher than mean va lues fo r a ll other categories 141 . Thus, 

!J9Mahmoud Amin El-Gamal, A Ba sic Guide to Contemporary Islamic Banking and Fi nance Rice University, June 2000 
(elga rna l@rice.edu.htlp:/Iwww.ru(ricc.cdu/-elgamal) 
1-10 The fact that non-Muslims negatively afTecllhc awareness and understanding towards the operations oflslamic Banking goes 
in line with other studies that focus on awareness and attitude on many issues. 140 

141 T he mean scores for other categories, are not significantly different in slalislicailcrms. 
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the highl y educated respo ndents are more aware about Islamic banking and positively 

affect the awareness towards the operat ions of Islamic Banking 142. 

Moreover, ANOYA test for awareness mean va lue, ((SMFI) employees= (40), 

government emp loyees= (38.42), Entrepreneurs/traders= (32 .38), Commercia l Banks 

employees= (32. 1), others= (30.12), shows there is significant awareness score 

differences, (F (4, 149) = 12.5 14, P<.05), due to d ifferent occupation while the test 

results for T7Ikey HSD test have shown that wareness Mean score for SMFI and 

government employees, (Mean=40.0) and (Mea n= 38.42) respectively, are 

sign itlcant ly higher than that of a ll other respondents category. 

As substant iated by the results for th is observation, majority of the respondents have 

shown a lot of misconcept ions about Islamic banking. For example, 81 (49.4% of) 

respondents be lieve that "slamic banking is only-fol'-MlIslims affair '" (62.2%) do not 

agree that 'interest is prohibited in all major religious scriptllres and not only in the 

Holly Qur 'an' or did not know/43 whil e another 86 (52.4%) of respo ndents e it her do 

not think 'that i slamic banking is something equally beneficial to other communities' 

or actua lly do not know at a ll 144 

Moreover, the results for this study demonstrate respondents ' gross misunderstanding 

regardi ng the operations of Islamic banking. Fo r example, 110 (67%) of the 

respondents either disagree or donot know tota lly abo ut th is fact that 'i slamic banking 

operates in non-Muslim majority countries as well as western countries that have a 

small number of Muslim communities and well established conventional banking and 

142 This goes in linc with other studies that focus on awareness and att itude on many Issues. 
L.l Howe"er, interest is considered as evi l even in non Muslim literature, such as the great western classics, the Old and New 
testaments and in 19th century literature and wri tings. 
IU This contradicts what has been observed for Islamic t>..1nki ng in economic and finance literatuTe 
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a significant number of Non-Muslim customers are using them where they exist 145. 

While nearly 64 (40%) of them do no t believe that ' Islamic finance proposes strong 

alternative system with profitable, well governed, transparent and sustainable 

institutions that would provide a successful and comparable set of financial products '. 

Fina lly, majority o f the respondents, (1 08) 65.9%, do not know 'any financial 

Institution in Ethiopia that currently provides financial services that are in line with 

Islamic banking services'. Agai n this is another indicator of the leve l of awareness 

that respo ndents have exhibited 146 

5.1.3 Prospects and Opportunities of Islamic banking in E thiopia 

The prospect of Is lamic Banking in Ethiopia looks very br ight. More than 30 millio n 

Ethiop ian Musli ms everywhere want Is lamic Banking and offers huge o pportunit ies to 

explo it. A lso, it is perti nent to mentio n he re that Islamic banking is not mea nt for 

Muslims only but non Muslims may a lso ava il the benefi t of it . 

Wh ile Sharia comp liant investment avenu es are now beco min g ava ila bl e in most 

co untries, Ethio pia has not yet seen that deve lo pment l4 7 which would have attracted 

large num ber of Muslims who are cons idered unwo rthy o f credit and other dea lings by 

the ex isting commerc ial banks. 

To examine the prospects and opportuniti es o f Is lamic banking in Ethiopia, certa in 

quest io ns that relates to its prospects and opportunities where addressed to the 

part ic ipants of th is study to quantify respondents' assessment o f the prospects of 

Is lamic ba nk ing in Ethiop ia. 

145 Islamic finance has become a global system spreading as rar as Asia, the Middle East, and the Western world. Islamic banking 
is not limited only to the Muslim nations in the Middl~\Sl but also exists in developed economics such as the USA, Europe, and 
the Far East as rar as to china. 
'46 There some selective institutions like Soma li Micro-finance Institution provides some basic Sharia-Colllpliant products and 
some commercial Danks lhal provi de non-interest bearing but also non-rewarding specia l demand deposit accou nts that roughly 

matches Islamic Financial inst itutions (IFl )'s Amallah ACCOIlI1lS. 
1'1 (www.islamiccquity.co.in) 
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The mean va lue of Prospects Score for the respondents was fo und to be (23 .33, SD= 

(5.49), Min= (1 3), Max= (30». Th is indicates that the prospects sco re of respondents 

with regard to the operations of Islamic banking is high and higher than average 

expected score (20) and is actually consistent with other studies regard ing the 

prospects o f Is lamic Banking in Eth iopia.148 

The mean Prospects score, (Mus lims= (26 .59), Orthodox Christians= (17.852) while 

that of Protestants= (22.5), show s igni ficant variance, {F=96.1 I, p<.05}, wh ile Tukey 

HSD test results shows that mean val ue for Orthodox Christians and Protestants do 

not differ s ignificantly in statistica l terms. 

The Prospects mean score for respondents w ith d ifferent occupation, (SMFI= 

(Mean=28) commercial banks employees= (2 1.2), the highest and the lowest 

respective ly), shows significant stat istical variance, {F=5.25 1, p<.05 }, wh ile Tukey 

HSD test results shows that prospects mean va lue ofSMFI employees and commercia l 

banks employees, differ s ignificantly from other respondent categories while other 

three respondents' categories are not statistically and significant ly different. This 

shows higher assessment, eq ual or higher than the expected value, for prospects of 

Is lam ic banking. 

The Prospects mean sco re, (1IIiterates= 26.25, primary ed ucation= 21.24 the highest 

and the lowest respect ive ly), shows variance that is statistica ll y s ignificant, {F=2.803, 

148 S.sankaramulhukumar and :l .devamohan ha s found in their p.1pcr ~l1tillcd the powllinlily of Islamic bOl/king ill Elhiopia and 
presented at the sixth conference on the Ethiopian Economy, June 2008 - Addis Ababa 

14' Whi le Tllkey J-I SD test results show that prospects mean value of Illiterate, (Mcan=26 .25) and Primary education, (M ea n 

21 .24), respondents differ significantly from the other respondcrlls' categories. 
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The study further investigated the prospects and oppo ,t unities of Is lam ic bank ing in 

Ethiop ia. for example, 113 (68.5%) respondenls Jeel thai there is a need Jor Islamic 

banking in Ethiopia so thai 10 alleviale Ihe Jinancial services deprivation oj Ihe 

Muslim communily while 65.5% of respondents bel ieve that the Muslim community is 

econom ica ll y disadvantaged due to the fact that they do not have a lternat ive financia l 

services that are in lin e with the ir religio n and that it wi ll affect the soc ia l mo bil ity, 

progress and affiuence in the long run. 

The s ignifi cant Muslim populat ion in Ethiop ia offers the oppo,tuni ty for substant ia l 

customers that wo uld patron ize Is lamic banking system is enormous' 50 Moreover, a 

soundly financed and prudently ma naged Is lam ic inst itution wou ld not on ly be 'good 

fo r Muslim consumers' but also woul d do good fo r innovat ion and d ivers ity in our 

markets and good fo r Ethiopia as a regio nal, middl e income econom ic power house. 

Significant number of respondents, ( 11 6) (70.7%), who ' use banking services', use 

banking serv ices to 'saJeguard or keep the saJelY oj their money'. These respondents 

put 'guarantying the saJelY oj their money' as th eir fi rst pr iority rather than 'earning 

inleresl '. 

86 (52. 12%) of the respondents 'Have cancelled (or would cancel) a plan Jar 

business expansion andlor new inveslmenl opporlunity 10 be financed by bank loan 

due to the Joci that bank (investment) loan involves interest?' While another 

s ign ificant number o f respondents believe that ' inlerest based banking system ' do not 

'encourage Muslims to consider all possible business and investment opportunities ' 

and such senti ments offer significant opportunity and prospects for Is lamic bank ing. 

ISO Particularly since Islamic banks are also known to favor a great number of less privileged people through financing smal l and 

medium scale enterprises. 
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This also clear s ign that s ignificant number of Mus lims would not look for interest 

based banking services or loans to 'cover their short and long term financial shortage 

'and of course they will opt for unconventional ways of financing such as 'borrowing 

from relatives and friends', or the 'liquidation of fixed assets ', For exa mple, (99) 

61.1% of the respo ndents believe that ' the tendency of business expansion and 

investment activity will increase' and access to Is lamic banking would improve if the 

ex isting banks began to o ffer financial products that are in line w ith Is lamic banking. 

5.1.4 Challenges Faci ng Islamic banking in Ethiopia 

5.1.4.1 Lack of Awareness about Islamic banking 

Despite the growth ofls lamic banks over the last 30 years, lack o fawareness has bee n 

repOlted as one of the major pro blems facing Islamic banking. In Ethiopia, the growth 

and progress of Is lam ic Financial services remained stuck lor a lmost ha lf a decad e 

since the first individual and gro up initiatives surfaced in early 2008 151
. 

So, to assess this, respondents were asked to rate and share their view regardin g 

Muslim community 's awareness on Is lami c Banking. In response, (63) 38.2% of the 

respondents believe that the Muslim community does not have ' stifJicient awareness ' 

about the operations of Is lamic banking '52 

5.1.4.2 Regutatory Chatienges 

Regu latory challenges are among the main chall enges facing Is lamic banking in 

Ethiopia. So, for further understand ing abo ut the regulatory challenges facing Is lamic 

151 Nothing much has changed since then Not a si ngl e 'Full.flcdgcd ' Islam ic Financial Institution has come out yet though there 
were so many publicized initiatives to establish what was dubbed as the fir st Islamic Financial institution in Ethiopia Moreover, 
any government led·in itiative or program has yel to come from the concerned Oltlhorilics. 
151 The findings of this study suppon what ha s been reportcd in Islamic banking literature as onc of the main problems, despite 
the growth of Islamic bank s over the last 30 years. 
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Banking in Ethiopia, spec ific items that that w ill reveal respondents ' assessment abo ut 

the current banking regu lato ry regime were addressed to them. 

of the respondents be lieve that the '201 0 NEE banking supervision Direclive ' that 

blocked the initiatives for full-fledged Islamic Financ ial Institutions while a llow in g 

the opening of ' Islamic Windollis ' through the ex isting co mmercia l banks 'was nol 

construclive '. 

According to the findings of the study, 78 (47%) of the respondents believe that ' Ihe 

banking proclamalion of 2008 provides Ihe firsl legal clue for Islamic banking 

services and Ihe NEE has allowed Ihal Islamic financial services 10 be offered Ihraugh 

'Special Windows'. Another, 93 (56.4%) of the respondents believe that the '2010 

NBE banking supervision Direclive Ihal blocked Ihe inilialivesfor fitll-jledged Islamic 

Financial Inslilulions 'was nol conslrllclive ' or he lp fu ll while another 88 (55%) 

be lieve that the current Financial Institutions regulatory and supervisory reg ime poise 

certain setbacks to the establishment of Islam ic banks. 

5.1.4.3 Inst ilutionnl Challenges 

Is lam ic banks in different countries are in ear ly stages of learnin g and experience 

lacks the fl ex ibili ty to choose arrangements which best su its thei r need in respond ing 

to structural shifts in the econom ic setting as wel l as to changes in consu mer 

preferences. So, in add ition to the regu latory challenges facing Islam ic Banking, it's 

a lso important to exp lore the institutiona l cha llenges as we ll. 

In this regard , 87 (53.4%) of the respondents bel ieve that 'NBE needs Inslill/lional 

rearrangemenls in re order 10 accommodale Ihe special inslitulionalneed Ihal Islamic 

banking requires while onl y 83 (51 .2%) of the respondents believe that that the 

'Conventional Financial [nstilulions ' will not 'win Ihe hearls and minds of the Muslim 
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community and seduce them to use financ ial services they de liver through subsidiary 

or 'Sp eciali=ed Windows '. 

Moreover, 107 (66%) of the respondents be li eve it wo uld have been better, if 'i slamic 

financial sen 'ices are provided separately' while 93 (57.4%) of the respondents 

believe that there is a gap in research and deve lopment in Islamic studies in genera l 

and Isla mic finan ce and economics in particular and that the govern ment should 

. .. I I . S d' P 153 1I1 1tmte S am lc tu les rogrammes . 

This shows that 'Conventional ' Financial Institutions will have hard t ime to promote 

its products as purely Islamic and appeal to the more zealous customers whi le they 

are dea ling with interest or fRiba!. 

The other item that expla ins the intu itional challenge fac ing Islamic Banking in 

Eth iop ia is about the absence of qualified human resource as we ll as support and lin k 

inst itutions, li ke interest- free Mo ney and Capital Markets. For example, in Eth io pia, 

all bank ing profess ionals have been trained in convent ional finance and economics 

and they lack the requis ite vis ion and conviction about Islamic bank ing. 

To assess these specifi c cha llenges, 84 (52.8%) of the reopondents think that lack of -

supportive and link insti tut ions li ke Interest free Money Market and cap ita l markets 

would create liq uidity and It;,er operational diffi cult ies to Islam ic banki ng. 

These find ings go 111 li ne with the main problems ide ntified by a num ber of case 

studies of Is lamic banks operating in different countries. Some of these are the 

lH This finding is consistent for what have been reponed for any system building including Isla mic bank ing system. 
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absence of suitable non-interest-based financ ia l instruments fo r money and cap ital 

market transact ions 154 I 55 . 

5. 1.4.5 Supervisory Challenges 

The top banking regulator on land, the Nat iona l Bank of Ethiopia (NBE), has not been 

open to the deve lo pment of Is lamic finance in Eth iop ia at least fo r nowlS6l S7 . 

The findings of this study acknowledge that Is lamic banking po ises a lot of 

supervisory cha llenges that needs to be looked down. For example, 82 (50.9%) 

bel ieve that Islamic financ ial instill/tions (IFIs) should be governed by different set of 

regulation. 

However, the supervisory issues that need to be ra ised are s imilar in many respects to 

those o f convent iona l banks, but one sho uld also note that there are a number of 

potentia lly difficu lt quest ions to reso lve, such as liquid ity and risk management. But 

the problems concerned should prove ' more tractable', the more they were understood 

b . d I 158 Y superv isors an regu alors. 

5. 1.4.6 Socio-c ultul'al Challenges 

One of the major problems fac ing Is lamic banking in its current time is the wrong 

assoc iation with spec ific re lig io n and even more unfortunate was the wro ngful and 

unfo unded association o f Is lamic ba nking with the g loba l terrorism movements in the 

recent times. For example, 87 (53.4%) of the respondents bel ievcs that the ' 'think that 

IH without which Islamic banks will not have adequate instruments to meet the pre-condition for liqu id ity management and 
effective maturity tran sformation 
ISS Bangladesh (J-Iuq 1986), Egypt (Moh:lmmad 1986), M alaysia (Halim 1988b), Pakistan (Khan 1986), and Sudan (Sa lama 
1988b). 
1st; the first importam signa l was given in a meeting \\;\h the prime minster by a group of organizers and Muslim business men 
with Prime Minster Meles, in 2008 
In Canital Ethiopia News· Islamic Banks To Enter Financial Scctor.Mht 

158158 Financial Services Authority, Islamic Finance in the UK: Regulation and Challenges, November 2007 
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islamic Banking lVas IVrongly ossociated of lVith the global phenomenal events of 

terrorism and geopolitics?' 

5.l.5 Respondents' Rating of Major challenges facing Islamic Banldng in 
Ethiopia 

The major cha llenges that are fac in g Islam ic banking in Ethiop ia are in the ord er of 

the ir seriousness acco rding to respondents' rating and assessment. Respondents put in 

this order, lack of awareness and understanding (40%), lega l, supervisory, regulatory 

andlor institutional chal lenge (35.75%), negat ive att itude of people towards Islamic 

banking (wrong assoc iation w ith reli g ion) ( 12. I %), lack o f tra ined human resource 

(6.7%), cap ital resou rce constra ints (5.5%), lack of suitab le bank in g po licies (1.2%) 

and lack o f demand and market potential (0%). 

5.2 Recommendations 

The Ethiopian banking sector has opened up considerably in the past decade or so and 

o penness to interest-free ban ks is a log ica l next step. The potential benefits of 

a llowing Is lamic bank ing in clude; decreased econom ic disparity between the haves 

and the have not's, better integration, and consequently acce lerated economic growth. 

Such in c lusive growth w ill aggrandize the Ethiopian economy. 

Interest free bank ing is another area that fa lls broadly in the amb it of fin ancial 

in fra structure. Government o f Ethio pia can leap a step c loser towards the fulfilment of 

the mu ch cherished dream of "M idd le Income Country" by reform in g its banking 

sector and al lowing the estab lishment o f Is lamic Banks 159 To date, the NBE has 

authorised the establishment of ' Spec ial Islamic Windows ' by the ex isting fina ncial 

institut ions but not who lly Is lam ic banks. 

159 An art icle on IB in india 
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As banking regulator, the Nationa l Bank of Ethiopia (N BE), should take an open 

approach and show unmistaka bly that they had 'no objection in princ ip le to the id ea o f 

Is lamic bankin g by recogni z in g it 's growing importance in Ethio pia and its emergence 

on the ' international stage ' as we ll as the need to put Islam ic banking in the co ntext o f 

socia l equity and fairness. 

Eth iop ia has 'a clear eco nomic interest in try ing to ensure that the condit io ns fo r a 

flourishi ng Is lam ic market are in place in Ethiopia . A soundly financed and prudently 

managed Islamic institution wou ld be ' good for Muslim consumers, good for 

innovat io n and d ivers ity in ou r markets and would be instrumenta l for Ethiop ia to be a 

reg io na l, middle income econo mic power ho use. 

T he superv isory issues that need to be raised are s im ilar in many respects to those of 

con ve ntio na l banks, but one should a lso note that there are a num ber of potentia ll y 

d ifficult qu estions to reso lve 160 However, these problems sho uld prove ' more 

tractable ' , the more they were understood by supervisors. 

To translate these sentiments into practice, a high-leve l working group re info rced by 

wo rking level co ntact by financ ia l in st itut io ns and chaired by top financ ial regulato rs, 

with representati ves fro m the governm ent, the Muslim community should be 

estab lished to pave the way for Islamic fin ance in the Ethiopia . These and other links 

wo uld lay the fo und ation on which the NBE would be ab le to consider the 

authorisatio n of who lly Is lamic firms. 

For success ful adoptio n, Is lami c bank in g can pro fi tably draw the services o f d ifferent 

link institutions in cl uding research and training in stitut ions and forums in order to 

promote entrepreneurshi p amongst their c lients. Such and s imilar support serv ices are 

L60 I.e liquidity and risk management. 
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instrumental and needs to be properly o riented towards the success o f Is lamic 

bankingl 61 . 

Moreover, in Ethiop ia, a ll banking pro fess io na ls have been trained in co nvent iona l 

economics and finance a nd hence, they lack the requ is ite vis ion and co nv iction about 

the e ffi c iency of the Is lami c banki ng . So, there is a need for qua lifi ed bank ing 

profess io na ls that a re trained in Is lamic bank ing and fin ance. 

Here, in Ethiop ia, interest-free bank ing is prov ided in a li mited manner th rough SMFI, 

it 's recommended that measures be taken to create a framewo rk fo r the de livery of 

interest-free fi nance on a larger commercia l sca le through full- fl edged Is lamic 

Financ ia l Serv ices Inst itut ions (I FS ls) w itho ut any adverse systemic r isk impact. This 

is in conso nance w ith the object ives o f inc lus ion and growt h thro ugh innovation. 

Fthio p ian bank in g laws do not explic it ly prohibit Is lamic banking but there are 

provis io ns that make Is lamic bank ing a lmost an un viable opt io n. 

Is lamic banking and finance products w ill pro vide o pportunit ies to in vest and bo rrow 

according to Islamic ethica l princ ip les as de fined in Shari 'ah law, w hile still o fferi ng 

the benefits of d ivers ifi cat ion a nd a fu ll range o f bankin g products. Mo reover, large 

number of Mus lims who are cons idered unwo rthy o f cred it by co mmerc ia l banks 

wo uld we lco me Is lamic bankin g. 

In addit ion, Is lamic bank ing could be a huge pol it ical issue. Certa in part ies m ight 

abhor the use of the word "Is lamic" and could term it as ant i-Ethiop ian by arguing that 

the very concept of Sharia ba nking wo uld go aga inst the secu lar fa bric o f o ur nat ion. 

Equa lly true is the, co mpartmenta lization o f Sharia comp liant and Non Sharia 

161 So, ifl slamic banking is 10 be reali zed in Ethiopia , adequate financial mechanisms and a number oflink institutions s\il l has to 
Ix! developed, \\~lhout which financia l intermediation, es!)!cially the fisk and maturity transformation, will nOl be performed 
properly lGl 
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Compliant banking might be used by certain vested interest to co mmunalize the 

finance sector in Ethiopia . Such questio na bly sane but unquestionably dangerous trend 

must be prevented with full might. 

Table (41) Respondents' nating of suggestions (N= t 65) 

Measures/Actions to be taken N % 

To create awareness to the general public and to Muslim community in Particular 38 35.33 

To remove any legal or regulatory obstacl e that will unnecessarily hinder the 19 28.67 

progress of Islam ic Banking 

To initiate in stitutional restructuring and capaci ty bui lding for the regulatory and 10 13.67 

supervisory authorities (i.e NBE). th eir employees and officials 

To fill the gap observed in Human resource by arranging training and capacity 7 11.67 

building programs at the HEls 

To promote Islamic Bankin g by arranging different academ ic and business forums 2 6.3 7 

To promote banking policies that will encourage innovation and competition in the I 5.96 

financial industry 

As table (41 ) indicates, respondents suggested the most im portant measures that 

should be taken in o rder to ad dress the cha llenges facing Is lamic Banking in Ethio pia. 

The most important measures respondents suggested were, to create awareness to the 

general public and to Muslim co mmunity in Particular (35.33%), to remo ve any legal or 

regulatory obstacle that w ill unnecessarily hinder the progress of Is lamic Banking 

(28 .67%), initiate institutional restructuring a nd capac ity building for the regulatory and 

superv isory a uthorities (i.e N BE), both their employees and offic ials (1 3.67%), to fill 

the gap observed in Human reso urce by arranging training and capacity building 

programs at the HEls (11.67%), to promote Islam ic Banking by arranging different 

research, academic a nd bu s iness fo rums (6.37%), to promote banking po licies that will 

encourage innovation and competition in the financ ial industry (5.96%). 
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Appendix A 

Glossary oflslamic Banking and Finance 

Allah: The Creator, an Administrative ofthe Universe; God 

Amalluh: Trust, with assoc iated meanings of responsibility, truthfuln ess and s incerity. 

As an impo.1ant seco ndary meaning, the term a lso identifies a contract where one 

party keeps another 's fu nds. This is in fact the most wide ly understood and used 

appl ication of the term, and has a lo ng hi story of use in Is lamic commerc ia l law. Now 

a day's HSBC has maintained Amanah bank accounts. 

Arbul1: Down payment ; a non-refundable depos it paid by the buyer to the se ller upon 

fini shing a contract of sale, with the condition that the contract will be completed 

during the prearranged period. 

Gharar: (U ncerta inty) is a sophisticated concept that covers certa in types of in security 

or contingency in an agreement. T he prohibit ion on gharar is 0 ft en used as the 

gro unds for criticism o f conve ntio na l financial practices such as short sell ing, 

speculatio n and der ivat ives. 

Ha/u/: Any activity or transaction that is according to law and a lso permitted in Is lam 

is known as Hala!. 

Hamill: Any bus iness o r co ntract that is unl aw ful and also prohibited 111 Is lam is 

known as HaI·am. 

Islumic bunking: Financial services that meet the requirements of the Sha ' r iah or 

Is lamic law. While designed to meet the specific relig ious requirements of the Muslim 

customers, Is lamic banking is not restricted to Mus lims: both the financial services 

provider and the customer can be non-Mus lim as we ll as Muslim. 

Ijam: Ijara is a kind of lease; it a llows the bank to earn profits by charg ing rentals on 

the assets leased to the customer. Ijara wa Iqtinah extends the concept to a hire 

purchase agreement. 

Maysir: (Gam bling) o ne of three fundamental proh ibitions in Is lamic finance . The 

prohibition on mays ir is often used as the grounds fo r critici sm of conventiona l 

financ ial practices such as assumption, traditio nal insurance and derivatives. 

Mur/urabu: is an investment partnership, whereby the investor (the Rub ul Mal) 

prov ides capital to another party (the Mudarib) in order to und e.1ake an in vestment 

act ivity. While profits are shared on a pre- agreed ratio, loss of investment is born by 

the investor o nly. The 
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mudarib loses its share ofthe expected inco me. 

Mlldarib: The mudar ib is the entrepreneur or in vestment manager in a mudarabah 

who invests the in vestors funds in a project or portfo lio in exchange for a share of the 

profits. 

Mllrabaha: Purchase and resale. Instead of lending o ut money, the capita l provider 

purchases the des ire commod ity from a third party and rese ll s it at a prearranged 

higher pr ice to the capita l user. By paying thi s higher price over insta lments, the 

cap ital user has successfu lly o bta ined credit without paying interest. 

Musllllraka: profit and loss sharing. It is a partnership where profits are shared as per 

as agreed rat io whereas the losses are shared in prop0I1ion to the investment o f eac h 

partner. 

Prophet: Hazrat Muhammad Mustafa (PBUH) 

QlIrall: The Holy book of Mus lims revea led o n Hazrat Muhammad Mustafa (PBU H) 

Qard: A Qard is a loan, free of interest. Bank use this arrangeme nt fo r current 

acco unts ho lders. In essence, it means that Current Account is a loan to the bank, 

which is used by the bank for in vestment and other purposes. 

Riba: Interest, Usury. The lega l concept extends beyo nd just interest but in s imple 

terms 

Riba covers any return o f money on money-whether the interest is fi xed or float ing, 

simple or compounded, and at whatever the rate. Riba is strictly prohibited in Is lam. 

S IUI 'riah: Islam ic law as revea led in the Quran and through the examp le of Prophet 

Muhammad (PBUH). A Sha 'riah compliant product meets the requirements of Islamic 

law. A 

Sha ' r iah board is the co mmittee of Is lamic scholars ava ilable to an Islamic 

financia l inst itution for guidance and supervision in the development of sha ' riah 

compliant prod ucts. 

S IIlI 'riah advisor: An independent profess io nal, usually a c lassica lly tra ined Is lamic 

lega lscho lar that adv ises an Islam ic bank o n the compliance of its prod ucts and 

services w ith the sha ' riah, or Is lamic law. While so me Is lamic banks consult 

ind ividua l Sha' riah advisor, most establ ish a comm ittee of Sha ' r iah adv iso rs. 

Slw 'riait Compliallt: An act or activi ty that complies w ith the requirements of 

sha ' riah or Islamic law. 

SlIkuk: Sukuk is the Arabic name for a financia l cert ificate but can be seen as an 

Is lam ic equ iva lent of bond. However, fixed income, interest beari ng bonds are not 
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permitted in Is lam, hence Sukuk are securities that co mply w ith the Islamic law and 

its in vestment princ iples, which prohibits the charg ing, or paying of interest. Sukuk is 

a certificate of eq ua l val ue representing entire shares in ownership o f tang ible assets 

and services or the assets of part icular projects or in vestm ent act ivity. 

S IIIIIUlIi : way of li fe of Prophet Hazrat Mu hammad Mustafa (P BU H); They said abo ut 

anything, they act anything is ca lled as Sunna h. 

SlIrali: Chapters of Q uran; there are 540 Sura in Q uran. 

TlIkllflll: Islamic in surance. Planned as charitab le co llecti ve poo l of funds based on 

the idea o f mutua l ass istance, takaful schemes are designed to avoid the e leme nts of 

trad it iona l in surance (i.e., interest and ga mbling) that are cha lleng in g for Muslims. 

TmvlIrrllq: Reverse Murabaha. As used in persona l financ in g, a custo mer with an 

actual necd buys so met hing on cred it from bank on a deferred payment bas is and then 

insta ntly rese lls it fo r cash to a thi rd party. In th is way, the custo mer can take cas h 

w ithout taking an interest-based loa n. 

WlIklllll : Wakala is an agency contract which ge nera ll y inc ludes in its terms a free for 

the ski ll of the agent. 

Z lIkll/: Zakat is one of the five pi llars of Is lam. It is obligatory fo r Mus lims to pay 

their wea lth to spec ified categories in society when their annua l wealt h exceeds a 

minimum level. 
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Appendix B 

Questionnaire distributed to the respondent 

Addis Ababa University 

School of Graduate Studies 

Masters of Business and Administration 

Questionnaire for Data Collection 

This questionnaire is designed to co llect information on the state of Islamic banking in 

Ethiopia. The informat ion gathered is meant to be used in a stud y that the researcher is 

covering under the topic, i slamic banking: Prospects, Challenges and Opportunities 

in Ethiopia." Any information gathered wi ll be used only and only for academic 

purpose on ly. Therefore, you are cordia ll y requested to g ive an accu rate and honest 

response so that we can produce quality paper that wi ll serve the interest of the 

Mus lim community. 

Thank you in advance for yo ur t ime and honest response. 

Important aspects of the questionnaire 

I. There is no need to write yo ur name o r any other personal identity 

2. For multiple choice questions, mark o r circ le the answer o f your cho ice 

3. You can se lect more than one answer, ifapplicable 

Part I: Awareness Items 

Instruction : Be low are items which deal w ith respond ents ' awareness about the 

nature and operations of Islamic banking, and items that w ill rate respondents ' score 

of prospects and challenges fac ing Islamic banking. The ite ms in cluded in thi s 

questionnaire are a ll c losed-end ed questions. The respondents w ill be in structed for a 

li st of statements and they wi ll te ll whether they agree, disagree or do not know as 

the ir answer to that spec ific item. 
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No. Awareness items Agree Disagree [ don't know 

I. Do you ever heard about Islamic banking? 

2. Do you think that Islam ic fi nancial serv ices are 

relevant and have a role to play 111 the 

deve lopment and growth of the Ethiopian 

economy? 

3. Do you thin k that the interest factor under 

convent ional banking and profit factor under 

Islam ic banking system are two different 

concepts? 

4. Do yo u think that Islam ic banking is the fastest 

growing financial sector globally? 

5. Do yo u know that interest is prohi bited in a ll 

major relig ious scriptu res and not only in the 

Holl y Qur 'an? 

G Do you think that Islamic banking IS ' only-

Muslim' affai r? 

7. Do yo u thin k that Islam ic bank ing is something 

equally benefi cial to other commun ities? 

8. Do yo u know that Islam ic banking operates in 

non-Musl im majority like western countries that 

have a sma ll nu mber of Muslim community 

s ide-by-side with their we ll establi shed 

conventional bank ing and has a sign i fi cant 

number of Non-Muslim customers? 

9. Is there any financia l Institution in Ethiopia that 

currently pro vides fi nancial services that are in 

line with Islam ic bank ing serv ices? 

10. Do you be I ieve that Islamic fin ancial system 

proposes strong alternati ve system with 

profitable, well governed, transparent and 

sustainable institutions that wo uld prov ide a 

successfu I and comparable set of fin anc ial 

products? 

II. Do you be lieve that the Muslim commu nity is 

economica lly disad vantaged due to the lack of 

a lternative financ ia l serv ices that are in line with 

their relig ion and it will j eopardize the soc ial 

mobility and progress o f the Mus li m 
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co mmunity? 

12. Does interest is prohibited in Is lam? 

13. Do yo u th ink that Is lamic banking is wrong ly 

assoc iated with the g loba l phenomenon o f 

extrem ism and terrorism? 

14 Do yo u th ink that payment and rece ipt of 
interest IS what best descr ibes the difference 
between conventiona l and Is lamic bank ing? 

15 
Do you think that the notion ' Islamic banking is 
for only Muslim society whi le conventional 
bank is for others ' is true? 

16 do yo u think that the profit factor under Is lamic 
ba nkin g and the interest factor under 
conventional banking are two different 
co ncept s? 

17 Do yo u think that Somali M icro finance 

inst itution prov ides any Sharia-complainls 

products? 

18 Do yo u think that so me co mmerc ia l banks 

provide so me s im ple Sharia-complionl financ ia l 

products such as the 'Interest -fi'ee sav ings 

accounts? 

Part Two 

Prospects and Opportunities of lslamic banking 

Agree Disagree I 

don ' t 

know . 
I. Do yo u believe that the current g loba l trends in Financ ia l 

Services wi ll have pos iti ve manifestat ions o n the future of 

Is lamic banking in Eth iop ia? 

2. Have YO ll ever cance lled (or would callcel) a plan for bus iness 

expansion and/or new in vestment oppOlt unity to be financed 

by ba nk loan due to the fact that the interest based banking 

system does not enco urage Muslim business co mmunity to 

cons ider a ll possib le bus iness and investment o pportun ities? 

3. Do yo u think there is a need for Is lam ic ban king in Ethiop ia so 
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4. 

5. 

6. 

7 

8 

9 

10 

Part T hree 
Challenges Facing Islami c Banking 

that it w ill alle viate the financ ia l services deprivation of the 

Muslim co mmun ity? 

Do you think that, if the ex isting ba nks offer certa in Is lam ic 

products (Sav ing and Loan Serv ice), the access to Is lamic 

bank ing w ill improve a nd the tende ncy for bus in ess expans io n 

and in vestment act ivity w ill increase? 

Do yo u think that SM FI have any short/medium term plan to 

engage in Is lamic commerc ia l bankin g activ ities and take 

advantage of the untapped potent ia l growth a nd opport un ity 

that Islamic banking services pro vide? 

Do you be lieve the current commerc ia l banks, public or 

pr ivate, w ill engage III Is lamic bank ing servi ces that w ill 

address the Muslim co mmunity 's need fo r Is la mic bankin g 

services a ny t ime soo n? 

Jf you are banking services user currently, do you think that 'Safety 
/ keeping money safe' is your first priority? 

Do you thi nk that the li kely reason(s) that many Mslims are not 
lIsing banking serv ices currently is due to the fact that 'Savings and 

loan services involve interest? 

Do you thi nk that people would use il/ vestmel/t loan service ' due to 
its attractiveness and ease access? 

Do you think that the ' high prohib itive interest rates' that 
conventiona l banks charge is the mai n reason that loan services are 

not currently widely used? 

Part three 

Challenge Items 

Instruction: Below are items which deal w ith respondents ' view on cha ll enges facing 

Is la mic Banking. T hese items w ill explore respondents' assessment o f cha ll enges 

facing Is lamic ba nkin g. T he ite ms inc luded in this question na ire are a ll c losed-ended 

questions. Responde nts w ill be in stru cted fo r a list o f statements a nd they w ill te ll 

whether they agree, disagree or do not know as the ir answer to that spec ific item. 

Moreover, respo nd ents will g ive a rat ing accord ing to the ir understand ing for certain 

ide nt ified cha llenges fac ing Is lami c Bankin g in Ethiopia . 
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No Item Agree Disagree 

I. Do you think that the Muslim Comm unity has awareness about 
Is la mic banking system? 

2. Do you think that the banking proclamat ion of 2008 provides 
the first lega l clue for Islamic banking serv ices and NBE 's 
20 10 banking 

.. 
Directive blocked ongoi ng supervIsion 

in it iatives for fu ll -ll edged Is lamic Financia l Institu tions while 
all owing the openi ng of ' Is lamic spec ial windows' through the 
ex isti ng commercial banks? (review) 

Do you thin k that NBE needs Insti tu tiona l rearrangements in re 
order to accommodate the spec ial institut ion need that Islamic 
banki ng? 

4. Do you believe there is a gap in research and development in 
Is lamic stud ies in genera l and Is lamic fi nance and econom ics 
in pa rticular and that the that the government should init iate 
Islamic Studies Programmes in Higher Education Insti tu tions 
(HEls) to fi ll the gap in qua lified human resource? 

5. Do you be lieve that the current Financial Institutions 
regulatory and supervisory regime such as those govern ing 
ini tia l paid up capita l, reserve requirements and risk 
management approaches poise certa in setbacks to any ongoing 
or future initiatives to esta bl is h Is lami c financia l institutions? 

6. Do you believe tha t Is lamic financial illstit utions (IFls) shou ld 
be governed by different set of regulati ons as they differ from 
conventional banks in many aspects such as risk structure, 
form of ownership and governance? 

7. Do you think that lack of supportive and link insti tutions like 
Interest free Money Market and capital markets would create 
liquidity and other operationa l diffi culties to Islamic Banking? 

8. Do you think that SMFI have enough quali fi ed scholars in 
Is lamic banking to ensure that Is lamic banking Services are up 
to date and ful ly comply with Sha 'riah law? 

9. Do you think that the cur rent SMF I's/CB customers are fu ll y 
satisfi ed with the range of products that you provide or, 
s imply, they are not demandi ng more fl exible and sui table 
products? 

I . For the fo llowi ng table, g ive yo ur ra te for each o f the fo llo w ing items ide ntified as 

majo r pro ble ms fac ing Is lam ic banking by putti ng them in the o rder o f the ir 

d ifficulty acco rd ing to your assessm ent. Yo u wi ll g ive I in the rate co lumn in front 

of the descript io n fo r the cha llenge that yo u assess as the most serio us cha llenge, 2 
fo r the second most ser io us cha lle nge, 3 fo r the third mo st serio us cha ll enge and 

so fOtt h. 
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No. Major Challenges Facing Islamic Banking Rate 

I. Lack of Awareness and Understanding 
2. Legal, Supervisory, regu latory and/or institutional chall enge 
3. Capital Resource Constraints 
4. Lack of Trained Human Resou rce 
5 . Negative attitude of people I wrong associa tion with religion) 
6. Lack of demand and market potential 
7. Lack of suitable banking policies 

2. Do yo u think that the Muslim Community has awareness about Islamic banking 
system? 

I. Ves 2. No 3. J don ' t know 

3. Do yo u think that SMFI have any shOlt/medium term plan to engage in Islamic 
commercia l banking activ it ies and take advantage of the untapped potential 
growth and opportunity that Is lamic banking services provide? 

I . Ves 2. No 3. I don 't know 

4. Fo r the fo llowing tab le, g ive yo ur rate for each of the fo llowing items id entified as 
major so lutions to prob lems facing Islamic banking by putting them in the order of 
their impo rtance and urgency according to yo ur assessment. You wi ll give score 
(I ) in the empty rate column in fi'ont of the descriptions for the measures or act ions 
to be taken to tackle cha llenge fac ing Is lamic ba nking that yo u assess is the most 
important measure to be taken, (2) for the second most impoltant action, (3) for 

No Measures/ Actions to be taken Rate 

l. To create awareness to the general public and to Muslim community in Particular 
2. To remove any legal or regulatory obstacle that will unnecessarily hinder the progress of Islamic Banking 

3 . To initi ate ins titutional restru cturing and capacity building for the regulatory and supervisory authorities (i .e NBEJ, their employees and officials 

4. To fill the gap observed in Human resource by arranging training and capacity building programs at the HEls 
5. To promote Islamic Banking by arranging different academic and business forums 

To promote banking policies that will encourage innovation and competition in the financial industry 
6 . The government should establish public financial institutions that specialize Islamic financial services or push its existing public financial in stitutions to establi sh Islamic 'special windows' 

the third most Important and so forth . 
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Part Four: 

Personal information 

Instruction: The follow in g are items which dea l with yo ur background information. 
After I read yo u each item, yo u te ll me the answer. 

1. Sex 

I. Ma le 

2. Age: 

I. 18-30 yrs. 

3. 5 1-70 yrs. 

2. Female 

2. 31-50 yrs. 

4. 7 1 yrs. & above 

3. Educationlll status: 

I. III iterate 

2. Primary ed ucation 

3. High Schoo l complete 

4. University/ Co llege Degree/ Certificate/Diploma 

4. Marital status: 

I. Single 2. Married 3. Divorced 4. Widowed 

5. Respondents Occupation (Business Activity) 

I. Soma li Micro-finance Institution Officia ls (SMFI) 

2. Commercial banks Employees (CBE, AlB and W8) 

3. Entrepreneur/Trader 

4. Other 

5. Government employee 

6. Kebele __________ _ 
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