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ABSTRACT

Ethiopia accommodate Islamic financial system through interest free banking window in 2011
and full- fledged interest free banking by the end of 2019.Financial institution refers to an
establishment those focuses on leading with financial transaction. Bank is a part of those
institutions which accept deposit from economic agents and then on lend this fund to make direct
loans or invest in security, stocks and bonds. Interest free banking derived from Islamic word, it
is fundamental concept it operates primitive professional and ethical investing while elimination
of interest in all its forms is an important future of the Islamic financial system, form of ethical
investing and ethical lending except or that no loans are possible unless they are interest free.
The objective that establishment of interest free banking is important for development of
investment and saving to make positive contribution to the fulfillment of socioeconomic
development of society. For the sake of obtaining sufficient data the researcher used both
primary data and secondary data. The primary data was gathered through questioner and also

interview to collect primary data.
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CHAPTER ONE

1. General Introduction

Ethiopia accommodated Islamic finance in its financial system through interest banking window
in 2011 and full-fledged interest free banking by end of 2019.(suadig Mohammed hailu Ibrahim
bushera).financial institution refers to an establishment dealing with financial transaction
(wwsw.envestopedia.com).Bank is a part of financial institution those institutions which accept
deposit from economic agents (liability to them) and then on lend this finds to make direct loans
or invest in securities, stocks and bonds (cambssel Harvey, 2010).

The main challenges in implements interest free banking system include capital requirement and
by customer interest free banking services institutional need for special regulation.

Interest has become part of financial institutions. (business.dictionary.com). Interest is fee a paid
for use party money, to the borrower it is the cost of renting money to the lender it is income for
lending the money Or the fee charged by a lender to the borrower for the use of borrowed
money. From the above what banks operates without charging interests such as interest free
bank. Interest free bank derived from Islamic word it is fundamental concept it operates
primitive professional and ethical investing while elimination of interest in all its forms is an
important future of the Islamic financial system, form of ethical investing or ethical lending

except that no loans are possible unless they are interest free. (Ibrahim ward)

This bank started to establish their centers in the major cities of the world, it operates based on
profit and loss sharing by performing such partnership then forming important economic
function they combined the three important factors of production namely capital labor and
entrepreneurship lastly share accordance with rules and regulations. In the case interest is
prohibited because interest treated as excesses or increase. It also prohibited investing in
businesses that provide goods or services considered contrary to its principles, Haraam, such as
businesses that sell alcohol or pork, or businesses that produce media such as gossip columns or
pornography, which are contrary to Islamic values (Mohammed 2012). The objective that
establishment of interest free banking is important for development of investment and saving so
make positive contribution to the fulfillment of socioeconomic objectives of the society in all

aspects including trade industry and agriculture.



1.2 Statement of the problem

Just 40 years since its contemporary inception, Islamic banking is now a worldwide
phenomenon, with Islamic banks in over 60 countries across the Globe (Akhtar 2007). The
development of the Islamic banking industry is moving at a fast pace, and almost every country
now has some form of Islamic financing (Ahmad, 2015: 12-25). According to A report by The
Economist Intelligence Unit (2015), population growth, increased consumer spending power,
and the dominant place of Islam in Africa’s demographic makeup, mean that ‘Islamic economy’
is playing an important role in the economic trajectory of the continent. Africa’s challenges, not
ably infrastructure financing and the need for wider access to financial services, also provide an

opportunity for the Islamic finance industry to grow (Igbal et al. ,1998).

The economic reason derived from avers of principles providing inspiration to device an interest
free financial system has been substantiated in the way that interest concentrates wealth in the
hands of few. Thus interest free banking emergence will predict positive contribution to both

religious as well as economic factors (Mohammed Taqi Usmani Karachi, 1996).

This study attempts to use the recent data, increase the number of variables in order to examine
challenges and opportunities of interest free banking establishment in Ethiopia particularly in
Dashen Bank Wolkite branch.

1.3 Objectives of the study

1.3.1 General objective

The main objective of the paper was to examine the opportunities and challenges of the

establishment of interest free banking in Ethiopia particularly in Dashen Bank wolkite branch.

1.3.2 Specific objectives

The specific objectives of this study are: -

1. To examine the prospect of interest free banking in Dashen Bank wolkite branch.

2. To assess the availability of demand for interest free banking products other than those
currently provided by the bank.

3. To examine the challenges faced by Dashen Bank wolkite branch and customers on delivering

and using of interest free banking products.



1.4 Research questions

The study was conducted to answer the following research questions.
v Does the society in Dashen Bank wolkite town need establishment of interest free banking

service?

v' Is there awareness by government bodies about the contribution of interest free banking in
Dashen Bank?

v" Does the establishment of this service motivate the society for saving and investment?

v' What is/are the role of interest free banking service for the society around wolkite?

1.5 Significance of the study

This study might be relevant to business organizations and individuals to high light about the
need for establishment of interest free banking especially to those who does not involve in
interest charged banking system.it may also give general understanding about interest free
banking to success achieving its goal .This study might serve as a reference for future research
on the topic .in addition to the above the results found from the study could be one input for

banks that are interested to involve in interest free banking system.

1.6 Scope and limitation of study

This study was conducted in Dashen Bank Wolkite branch. In part paper experience of
establishment of interest free banking along with other issue are included. This research focused
on the establishment of interest free bank and deals about interest free banking.

The researcher faced problems of availability of sufficient data. In addition to this, problem of
corporation from concerned group of peoples and institution. Major limiting factors of the study
were lack of sufficient data and failure of respondents to return questionnaires. The researcher
tried his best to overcome this problem and related challenges.

1.7. Organization of main paper

This paper was organized in to five chapters. Chapter one contains general introduction,
statement of problem, objective of the study, research question, significance of the study,
organization of paper, scope and limitation of the study. Reviews of related literature collected
from different sources are presented in Chapter two. Chapter three embraces description of the
study area, source and types of data, method of data collection, target population and sampling
method, method of data analysis. Chapter four data presentation and interpretation. Finally five

presents the conclusion and recommendation.



CHAPTER TWO
2. LITERATURE REVIEW

2.1 Theoretical review

2.1.1 Over view of bank

The term bank is said have been derived from the term “’ban co’’ some attributes the origin of
word ‘‘bank’’ to “‘banc us’’ or “’banc’’. All these terms however, mean a bench up on which the
medieval European money lenders or money changers used to carry on their monitory
transaction. The derivation, however, give the one the impression that banking in Europe was
started during the Middle Ages. But, the origin of banking is much more antiquated and no
defined dates of its origin can be determined. To define a bank is not an easy task. There are so
many definitions that one feels lost in them and the curiosity of the reader is turned in to
confusion. The unavailability of alternative sharia compliant financial products and services in
Ethiopia played a significant role in inducing financial exclusion which in turn resulted in law

bank usage in Ethiopia (Hailu, Kapusuzoglu, & Ceylan, 2019).

Even though the NBE closed the door to establishing full-fledged Interest free bank in Ethiopia,
Muslim communities did not give up from demanding it. After a 7 years exclusive interest-free
banking window practice in Ethiopia, the NBE issued a new proclamation that permits the
establishment of full-fledged interest-free banking in Ethiopia in May 2019. The proclamation is
known as proclamation No: 1159/2019 to approve for the amendment of banking business
proclamation. In this proclamation article 59 devoted to ‘‘interest-free bank’’ and sub-article 1

states that:

‘“Without prejudice to the requirements of specified under the provisions of the proclamation,
the National Bank may issue a Directive to prescribe additional conditions of licensing,
supervision and requirements to establish Interest-Free Bank. For this sub-article, Interest-Free
Bank means a company licensed by National Bank to undertake only interest-free banking

business”’.

Proclamation No: 1159/2019 made the dream of establishing a full-fledged interest-free bank in
Ethiopia real. The proclamation was issued after the current Prime Minister Dr, Abiy Ahmed

promised to permit the establishment of full-fledged interest-free banking on his speech during
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the Ramadan Iftar (fast-breaking) program organized by the Ethiopian IslamicAffairs Supreme
Council (EIASC) at Millennium Hall on May 22, 2019 (Getachew & Kedir, 2019).

2.1.2 An over view of interest free banking

Over the last forty years, there has been a rapid expansion of financial institution that can be
characterized as interest free banking in that they do not deal in reset transaction. Interest free
banking, the more general terms, is expected not to avoid transaction based on interest but also to
participate activity in achieving the goals and objectives of financial system. (Rodney brown,
2005). Financial dealing in compliance with Shari a law date back the early century of Islam, but
this traditional money lending and money changing rather than dashen banking as practiced
today. Modern commercial banking introduced in the majority of Muslim country with the

spread of European trade during the 19" century (http//www.finance in islam.com).

Ethiopia is a country with a substantial number of Muslim populations. According to the central
statistic Authority of Ethiopia census 2007(CSA, 2007), Muslims account for 34% of the total
population of Ethiopia. Unfortunately, Ethiopia is a country with very law bank service
penetration. The Global Findex Database 2017 states that only 34.8% of adults aged more than
15 years have a bank account. This means 65.2% of adults are not accessing basic financial
services in Ethiopia (Demirguc-Kunt, et al., 2018). The unavailability of alternative sharia
compliant financial products and services in Ethiopia played a significant role in inducing
financial exclusion which in turn resulted in law bank usage in Ethiopia (Hailu, Kapusuzoglu, &
Ceylan, 2019).

Obvious that exclusion of interest from financial activities does not necessarily mean that
financier cannot earn a profit. If financing is mean for a commercial purpose, it can be based on a
concept of profit and loss sharing for which partnership and profit sharing have been designed
since the very inception of the Islamic commercial law. There are, however some sectors were
financing on the basis of partnership and profit sharing is not workable or feasible for one reason
or another. For such sector the contemporary scholars suggested some other instrument which
can be used for the purpose of financing. There was no legal framework that permits the
establishment of Islamic finance in Ethiopia before 2008. As a result, Ethiopian Muslims were

demanding for years, the establishment of Interest free banking service.



The present book is revised collection of different articles that aimed at providing basic about the
principles and precepts of Islamic finance with special reference to the mode of financing used
by the Islamic banks and non-banking financial institutions. The study tried to explain basic
concept underlining this instrument the necessary requirement for their acceptability from the
Sharia  stand point and the correct method of their application. study also deals with the
practical issues involved this humble effort, expect to facilitate and understands difference the
basic principles of Islamic finance and the main points of difference between interest charged
banking and interest free banking.

2.1.3 Development of banking in Ethiopia

In Ethiopia the history of Banking goes back to the year 1905 E.C, when the bank of Abyssinia
was established in Addis Ababa under the agreement made between emperor Minilik 11 and the
representative of the national bank of Egypt. However, this bank was liquidated in the year 1981
due to its in efficiency and poor profit oriented and was followed by the establishment of the first
indigenous Bank in Africa, bank of Ethiopia, which took over the commercial activity of the

former bank and on authorities to issue paper notes and coins.

However this bank itself was closed during the Italian invasion and many Italian banks such as
Bunco Di Roma Bunco D’inapoli Bunco national dellavouro and other were established in the
main towns of the country, after the end of the war, the state bank of Ethiopia was established in
1943.By the government of Ethiopia with a capital of 1 million Maria Theresa currencies, two
years later the agricultural bank of Ethiopia and investment bank of Ethiopia were also
established to finance agricultural and industrial projects respectively.

The state Bank of Ethiopia had a sole right issuing currency under the legal tender proclamation
of the year 1945. In 1948 the same bank was given sole authority to deal in foreign currency and
foreign exchange transactions in the country. All commercial activities like current accounts,
issuance of drafts, mail and telegraphy transfers, opening of letters of credits, mobilization of
savings and granting loans were done by the same bank this bank also introduced a system of
exchange control in 1949.Addis Ababa bank, Bunco D. iron man and Bunco Di’napoli were
merged and consolidated to form Addis bank SC January 1976; finally in line with proclamation
no. 184 of August 2, 1980 the Addis Ababa bank and the former commercial bank of Ethiopia

were again merged to form a sole and monopolistic commercial bank in the country.



It was after this long history of banking in Ethiopia that only the national bank of Ethiopia and
three government owned banks, i.e., commercial bank of Ethiopia, the Agricultural and industrial
bank of Ethiopia and housing and saving bank prevailed before the economic reform of the
country, with the coming in to being of the free market economy, ratios financial reforms have
been under taken to liberalize the financial sector. This marked the beginning of a new financial
sector in the nation. A year later the first private bank awash international bank went
operational in February 1995 ( TnHajela 2010)

2.1.4 Recent trends of interest free banking

In countries were interest free banking operating, its coverage and extent vary significantly from
situation where the sector is entirely Islamic (Iran and Sudan), to others were interest charged
and interest free system co-existed (Indonesia, Malaysia, Pakistan and United Arab Emirates), to
countries were one or two interest free banks. The current trends seem to be toward separation
between interest free and with interest banks, while others have allowed interest charged bank
setup in windows open the way for some of the largest multinational banks to participate. Even
large interest charged banks in United States and Europe have opened interest free banks as its
operations.

2.1.5 Features of interest rate

Interest rates are to as the cost of money; lenders that offer capital for investment are
compensated with interest payment from borrowers. Interest rate measures risk lenders demand
additional compensation for lending to riskier to earn a primitive that is higher than the rate of
inflation to make any transaction worth while.US Treasury bill, which have been as risk free

investments, are a bench mark for evaluating interest rate.

2.1.6 Banks and interest rates

Bank plays vital role in the development of an economy; it is rather its integral part. It is a
special type of organization where the credit and capital are supplied (Reilly brown, 2005). Such
a market people deal in short term loans; the price at which the money is bought and sold is
called rate of interest it is extremely help full in establishing the price by which facilitating the
transfer of capital and floating funds from time to time and place to place according to demand

and supply.



The demands for such funds arise from business men government for their various operations.
The supply comes from the bank which obtains it from people in the form of deposit. In
consideration of banks as money market to be tight when the supply of money fails short of the
demand the interest rate fails. Such bank wishes to holding of cash increased (Abdullah Saeed).

2.1.7 Determine size of loan
1. Credit Score
Lenders determine loan amounts based on a borrower’s credit score. Important criteria are taken

into consideration while calculating one’s credit score, including frequency of credit utilization
and payment history.

2. Credit History

A person’s credit history is connected to their individual credit score, which is analyzed before a
loan can be approved. Lenders will analyze a borrower’s credit report for alarming or suspicious
activity. This activity could indicate to the lending institution that the individual is high-risk.

3. Debt-to-Income Ratio

Lenders and banks use debt-to-income (DTI) ratio to determine a borrower’s repayment
capacity. This is important for all loan types, but especially applies to major loans like
mortgages. Mortgage lenders expect a borrower to spend 28% or less of their monthly gross
income on a mortgage payment. Money in deposit account like saving account is used to provide
loan for a wide range of project to people and business. Mortgages, car and student loans are
financed largely by deposit in banks, saving institutions and credit union. Generally, to facilitate
the development of financial system the role of interest in the financial system is crucial in order
to attain.

2.1.8 Emergence of interest free banking

The second half of 20" century witnessed a distinctly separate line of thinking on banking this
was institutionalized at end of 3™ quarter and subsequently emerged as a new system of banking
called interest free banking based on profit and loss sharing banking. The world is now
experiencing operation of as many as 250 interest free banks and financial institution in more

than 50 Muslim and non-Muslim countries (Elain Housby2011).

There are economic and religious reasons, which have contributed to the emergence of private

limited banking as an alternative to its interest charged counterpart. The economic reason derived



from providing inspiration to devise an interest free financial system has been substantiated in
the way that interest concentrates wealth in the hands of few. It is the prohibition of interest
which traced to religious reason. The basic intention behind establishing interest free bank was
desire of Muslim to recognize their financial activity in an away that do not contradict the
principle of Islamic law and enable them to conduct their financial transaction without
connection into interest. Thus, interest free banking emerged as a response to both economic and
religious factor (Mohammed Taqi Usmani Karachi, 1996).

2.1.9 Practical experience of some countries

1) Pakistan

Pakistan adopted a policy of gradual transformation of its banking system from February 1979,
after several years of study and preparation by the government appointed council of ideology.
The process started when the president of Pakistan announced that interest was to be removed
from the economy with in period of 3 years. Three of specialized credit institutions are the house
building corporations, national investment trust and mutual trust funds of Investment

Corporation of Pakistan where to remove interest from their financing operation immediately.

In June 1984 the government announced discontinuation of dual window of operation on the
banking and financial system, except the foreign currency deposit which continuo to earn fixed

interest, where brought under non-interest-based modes of financing.

Interest free banking in Pakistan appears to be cross road and if there to be further progress the
regulatory and legal condition must be such that system will have a fair chance to perform as

expected (HTTP//www.financeinislam,com).

2) Iran

The processes of transformation of interest free banking in Iran have proceeded in the three
distinct phases. Nationalization restructuring and re -organization of entire banking system
characterized phase one taking place between 1979 and 1982.External and internal developments
did not allow the policy makers to develop coherent plan for interest free banking system

although various piecemeal attempts were made towards this objective.

The second phase began in 1986,it was a phase primary characterized by adoption of legislative

and administrative steps in order to implement a clear articulated model of interest free banking
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The third phase which continue until now, began in 1996.This phase define the roll of interest
free banking system differently from the earlier phases .The banking sector has been used an
instrument to restrict Iranian economy the restriction was essentially direct the shifting financial

resources from services and consumption to the production sector in four ways.

First credit to the service sector second, it creates incentive for the development of cooperative
sector planning agriculture industry and trade. Third the banking system in partnership with the
government under takes to finance large industrial project and investment in social overhead
capital. Fourth using all available model of finance to help farmers to improve and expand
production encourage growth of agriculture sector

3) South Africa

The Muslim population in South Africa is relatively small but both affluent and influential.
Interest free bank was introduced in South Africa in 1989 by Alabama Antioch bank operating
with a. limited branch foot print. This only interest free offering until 2002 when first national
bank in the country launched an interest free finance product followed by an interest free cheque
account most recently interest free banking started offering its service compliant products
through its branch in Botswana in 2006,Absa the largest retail bank including group in south
Africa launched, the first comprehensive interest free offering this d cheque account vehicle
finance ,transactional saving account and interest free wills. This offering was supported by the
full range access support from the ATM and branch network in the country, as well as sale
phones and internet banking

4) Nigeria

Nigeria with population of 140,000,000 people is not only the most populous country in Africa
but it is also the largest economy in west Africa.60 percent of Nigerian Muslims and in response
to their demands to have a bank that meets their religious moral and ethical aspirations the efforts
are in progress by a number of corporate bodies, individuals and Islamic organization to achieve
these goal and with their regulatory frame work of interest free banking by the central bank of
Nigeria in feb.2009,all is now set for jazz, the first interest free bank in Nigeria to commence full

commercial operation.

10



2.1.10 Challenges of interest free banking
2.1.10.1 Legal and regulatory challenges

It is fact that Islamic banking is not well regulated at the moment because they have not a strong
branch network. (www.islamic-bank.com). And as same, what’s most challenging about working
in this area is that interest-free banking is not progressing at the same pace as market demand.
This is due to a lack of knowledge around regulations. Banks are unclear how to solve legal
disputes that arise from interest-free finance, and there is a still a gap in knowledge about how to
design appropriate products. It is under working to build the capacity of staff to design financial
products and how to evaluate the market and, working with the Ethiopian government to
establish an interest-free finance advisory board that will assist the industry to navigate
regulations. Currently Islamic banking is facing the challenge of the new mode of conventional

banking in opening of Islamic banking window.

It will improve the services of Islamic banking but there is a need that Islamic scholars work
hard to maintain the priority of Islamic Shariah Islamic banking is still highly promising as
compared with conventional banking, and this is an immense factor contributing to the range of
challenges IFB are currently facing; Due to the novelty of Islamic banking systems, their legal
and regulatory frameworks are still quite complex and in-standardized. Therefore, they tend to
follow varied accounting and other practices with no universally recognized standards. Some of
them follow International Accounting Standards (IAS), others adhere to standards issued by
Accounting Auditing Organization for Islamic Financial Institutions (AAOIFI), while some

adopt accounting standards prevalent in their local markets (Khalid and Amjad, 2012).

2.1.10.2 Shortage of sharia ‘an experts and human capital resources

The sustainability of Islamic banking depends adequately on qualified human personnel,
training, and above all research on Islamic finance. This is due to the increasing challenges that
continuously rock the banking industry especially with the advent of technology. However, the
personnel and managers of Interest free banks are recruits from conventional banks who are not
really conversant with Interest free banking operations. Thus, there is low understanding of
moral and religious implications of their investments with the business ventures. Furthermore,
very few training centers on Islamic finance exist in the Country and no refresher courses for

professionals to improve their skills. The implementation of financial products and adaptability
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to technology is low and above all, the necessary expertise and institutional capacity for
Research and Development (R & D) that is not only necessary for the realization of their full
potential, but also for its very survival in this age of fierce competition, sophisticated markets

and an informed public is absent.

There is still an acute shortage of skilled human resources in Islamic banks and inadequate
training is given to staff on how to incorporate fundamental Sharia's complaint Islamic banking
principles. Most importantly, there is an evident scarcity of competent Shari'a experts in the
Islamic banking industry, with a small group of experts serving on several Sharia boards of
Islamic banks worldwide. On the other hand, Shari'a scholars at small Islamic banks have little
insight into the complexities of present-day financial markets. Nevertheless, Islamic banks are
urged to build up a strong base of research &training to develop a corps of Shari‘a experts with
high moral and professional integrity. They should also establish a central Shari‘a board and an
external audit committee to provide a truly independent scrutiny of their adherence to Shari‘a
principle (Mani Manhood Al Gazzar,2015).

2.1.10.3 Cash requirements/profit sharing challenges

Though the notion of Islamic banking in Ethiopia had resonated within the 2011s and has
ramified to some part of the country in Ethiopia, its practice is still very new to their entire public
and as such, individuals are risk averse in investing in such a venture. This has also been fueled
partly by the national bank of Ethiopia. For instance, NBE require initial capital or cash
requirement for License of banks is birr 500 million. Hence, one would see hardly business
men/money lender putting such money on uncertainties just in name of Quaran’ and Hadith of
the Prophet (Momoh, est al 2011).

2.1.10.4 Misunderstanding and lack of standardization of interest free

banking concept

Islamic financial institutions are compliance to Shariah Law; it is not only applicable for
Muslims. Under the study of Gerrard and Cunningham (2003) there are only few numbers of
Muslims aware to the Islamic banking operation while there is almost none of non-Muslims have
a clear concept for the Islamic finance culture. It proves that the customer awareness on Islamic

finance sector is unfavorable, the education provided to customers regarding to the Islamic
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banking products are still insufficient. According to the research done by Doraisamy,
Shanmugam and Ramon (2011), the number of residents in Sungai Petani who are familiar with
Islamic banking operation are still low and the promotion about Islamic banking still un
optimistic. Some peoples may not differentiate the operation concept between conventional and
Islamic financial institutions and they deemed that Islamic banking is merely a change in name

without any others special features.

They argue that the ‘‘profit rate’’ used under Islamic banks is just a substitution for ‘interest
rate”’ under conventional banks. Usually, most of the conventional banks offered the Islamic
product based on different terms for example Wadiah or saving account. Most of the window or
subsidiaries will use the familiar terms for market the products. One of the major reasons that
causing the concept of Islamic financial system become ambiguous is because of the inconsistent
point of view among different scholars. Based on research of Venardos (2012), there are four
common methodologies applied under Islamic financial institutions, which are: ijtihad
(interpretation by using existing sources), ikhtiyar (choice), darura (necessity) and hila (legal

artifice).

The application of different methodology will lead to the inconsistent of figh rulings. Due to the
ambiguous concept for Islamic financial institutions, there are insufficient experienced
professional in Islamic finance sector which retard the development of Islamic financial
institutions. Research paper of Igbal, Ahmad and Khan (1998), stated that there is an extreme
insufficient of scholars available, who obtain working experience of both Islamic figh and
modern economics and finance. In addition, many existing employees under Islamic banking are
not been trained well in the use of Islamic financing modes. This leads the development problem
of Islamic financial institutions occur. ( Nur Agilah Zainordin,2016)

2.1.10.5 Lack of supportive institutional and market links

Islamic banking is at an early stage of learning and experience, lacking the flexibility to choose
arrangements which best suits their need in reacting to structural shifts in the economic setting as
well as changes in consumer preferences. For example, Islamic banks, without having an
interest-free money and capital market, will not have adequate instruments to meet the pre-
condition for liquidity management and effective maturity transformation. So, adequate financial

mechanism still has to be developed, without which financial intermediation, especially the risk
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and maturity transformation, will not be performed properly Moreover, however well integrated
it may be, any system cannot thrive exclusively on its built-in elements. It has to depend on a
number of link institutions and Islamic banking is not an exception to this rule. They also need
research and training forums in order to promote entrepreneurship amongst their clients. Such
support services properly oriented towards Islamic banking are yet to be developed in many

countries.

2.1.10.6 Opportunities of interest free banking

According to a recent study by the IMF in the year 2010, which compares the performance of
Islamic banks and conventional banks during the recent financial crisis, it was discovered thatthe
Islamic banks, on average, showed strong resilience during the financial crisis over its
conventional counterparts. Broadly, IFB offer opportunities for flow of cross border capital,
financial market deepening, financial inclusion in both Muslim minority and majority
countries, enhancing product offering, promotion of monetary policy effectiveness, employment

opportunities, etc.

The prospect of Islamic Banking looks very bright. Ethiopian Muslims and non-Muslim
community everywhere want Interest free Banking. In addition, Ethiopia having more than 35
million Muslims offers huge opportunities to exploit. The size of the market will be very
large as majority of Ethiopian Muslims, in the name of religious faith, are looking for interestfree
financial services. It is pertinent to mention here that Islamic banking is not meant for Muslims
only but non-Muslims may also avail the benefit of it. And it is feasible to have a parallel
banking system: one based on Sharia along with a conventional one.

It strictly avoids interest which is the root all exploitation and these responsible for large scale

inflation and unemployment; some functions are:

1) The Growth and Transformation Plan, third five-year economic plan, envisages inclusive
growth with development in all sectors of the economy. Islamic banking is an effective
mechanism to subjugate the liquidity and inflation problems while allowing inclusive growth.For
real inclusive growth, which requires increase in income and employment should be en- sured
for all segments of the society.It promote risk share between providers of capital and the user of
fund.
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2) It also aims as maximizing profit but subject interest free modes

3) In modern interest free bank to be tax collection and they also payout their tax.
4) Since the share of profit and loss, the interest free bank pays greater attention to developing

project appraisal and evaluations.

2.2 Empirical review

There are many studies undertaken relating to challenges and opportunities of interest free
banking. The Islamic finance and banking literature shows that many scholars have tackled the
subject matter of the Islamic finance challenges and opportunities.

The study of John Wiley and Sons (2011) proved this challenge. He found that Islamic financial
intermediaries expose themselves to liquidity problem due to the lack of developed money
market and the shortage of short-term investment securities such as treasury bills and marketable

securities which offer limited capital risk with optimum returns.

Kalahari, Nasser, and Shah in (2004) claimed that the difference Islamic cultures and societies
within different country causing the interpretation of Shariah principles goes inconsistent among
each of the Muslim schools. The in conformity towards the Shariah views and differ- ent
methodologies make the concept of Islamic financial institutions become unclear. Archer and
Karim (2006) also proved that the development of Islamic financial institutions is challenging
due to the incompleteness of traditional financial instrumentswhich applied to the Shariah Law.
Unlike conventional banks, Islamic banks are prohibited toissue treasury securities to maintain
liquidity. There are still no other corresponded alternatives to substitute treasury securities to

carry out the liquidity function.

Tashoma (2017) supported the statement of “Misunderstanding of Islamic financial concept.”
They stated that the first impression of Islamic banking is the fixed rate concept of a “halal” loan
serves as the substitution for conventional loan. Mohammed in 2012 has studied the Prospects,
Opportunities and Challenges of Islamic Banking in Ethiopia™ in his work discuses the potential
challenges as: lack of awareness, regulatory, supervisory and institutional challenges, lack of
support, gap in research and development in Islamic studies, lack of qualified human resource as
well as wrongful association with specific religion and the global terrorism but This study was

conducted before the practical introduction of the interest free banking in Ethiopia.
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2.3 Conclusion and knowledge gap

The study attempts to examine operational challenges and opportunities of Interest free Banking
service Dashen bank Wolkite branch. Although various survey studies have been conducted to
assess the challenges and opportunities of interest free banking, most of the studies have been
carried out on the overall opportunities and challenges and its competitiveness with that of
conventional banks. Even though interest free banking seems to be familiar and highly
demanded, the empirical study that examines the challenges and its opportunities in Ethiopia
generally.no one of prior study has focused on Dashen bank Wolkite branch, thus currently study

tries to fill this left research gap.
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CHAPTER THREE
3.1 Description of the study area

This study was conduct in Wolkite town, which is located in the southern part of Ethiopia.

3.2 Sources and types of data

The researcher was using two types of data, these were primary and secondary data. The sources
for primary data were questionnaires and interviews from customers and employees of Dashen
bank Wolkite branch.

3.3 Method of data collection

For this study the data was collect from both primary and secondary types. The primary data
collection method includes questionnaires, personal interviews. On the other hand, secondary
data collection methods include: books, internet materials, published materials are employed.

3.4 Target population and sampling technique

3.4.1 Target population

The researcher was collecting data from customers and employees of Dashen bank Wolkite
branch.

3.4.2 Sampling technique and sampling size

The study population was customers and employees of Dashen Bank who use products of
Interest free banking and work at Interests free banking windows respectively which are located
in Wolkite town. The total population of Dashen bank Wolkite branch, is 20 employees, since it
is small size of population the researcher taken all employees and selected 15 customers through
purposive or judgement samplings. Questionnaires distributed for those employees who are
declared to deliver interest free banking service for those sample branches and customers of the
bank.

3.5 Method of data analysis

The researcher was using descriptive method of data analysis to draw conclusions and
inferences. This descriptive type is proffered due professional using table, percentages are used

to make comparisons and interface.
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CHAPTER FOUR
4. DATA PRESENTATION AND INTERPRETATION

This chapter presents and describe summary of data collected from the sample respondents i.e

the sample of thirty-five (35) respondents. The first section of the chapter describes About

demographic characteristics of respondents followed by interpretation about interest charged

banks and its service, about interest and interest free banking.

4.1 Demographic characteristics of respondents

Table 1:- Gender respondent (gender) in percentage (%)

Gender Frequency percent

valid Male 22 62.9
Female 13 37.1
Total 35 100

respondents.

Source: questionnaire results, 2023s
As shown the analysis table 1 is 22(62.9%) male and 13(37.1%) females, which gives 35

Table 2:- Age respondent (grouping in year) in percentage

Gender Frequency percent
18-21 4 11.4
21-26 7 20
26-30 9 25.7
31-35 13 37.2
35-45 2 5.7
Total 35 100

Source: questionnaire results, 2023
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The above Table 2 shows the age distribution of the respondents. Most of the respondents are

at an age group 31-35 and takes 37.2% of the total respondents 35, it was followed 26-30

grouping years (20%) is the total respondents are 7 and 18-21 age group 11.4%, and the

respondents are 35-45 years each aged group the result 2 respondent (5.7%).

Table 3:- Educational level of respondents

EDUCATIONAL RESPONDENTS
CHARACTERSTICS
Educational level NUMBER PERCENTAGE(%)
IHliterate 1 3
Primary education 2 6
High school complete 7 20
Certeficate 1 3
Diploma 4 11
Degree and above 20 57
TOTAL 35 100

Source: Questionnaires. result, 2023

From the above table 3 clearly indicated out of 35 respondents 20(57%) of respondents are

degree and above degree, 2(6%) of respondents are for each of primary education, 7(20%) of

respondents are high school complete,1(3%) of respondents is certificate. the remaining are

diploma respondents are 4(11%).

completed their degree in order to facilitates and accurate service to the customer.

Generally, from the indicated table 57% of respondents
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Table 4:- Occupation backgrounds of respondents

OCCUPATIONAL RESPONDENTS
BACKGROUND
NUMBERS PERCENTAGES (%)
Business men 8 22.8
Governmental employees 20 57.1
Privately employed 1 3
others 6 17.1
TOTAL 35 100

Source: Questioners resuts,2023

From the above table 4 clearly indicated out of 35 respondents 8 (22.8%) business men,

20(57.1%) of respondents are govern mentally employed, 1 (3%) are privately employed and the

rem aiming 6(17.1%) respondents are others.
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Table 5:- Current usage of respondent and reason of choose the bank

Serial NO Questions Respondents
1 | Currently do use bank | NUMBER PERCENTAGE
services
YES 35 100
NO 0 0
TOTALS 35 100

2 Why did you choose
Dashen bank?

Location accessibility | 22 63
Variety of number of | 11 31
services

Absence of option 2 6
TOTAL 35 100

Source; questionnaires result,2023

For question number two criteria for choosing Dashen bank Wolkite branch from given
alternative 22(63%) of respondents saying due to location accessibility ,11(31%) of respondents
due to variety number of serves and 2(6% ) other respondents saying due to absence of option.

Therefore, customers preferred Dashen banks mostly for location accessibility.
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Table 6:- Bank services set up

NO | QUESTIONS RESPONDENTS

NUMBERS PERCENTAGE

1.What type of interest free service do you currently receive from bank?

Deposit service 20 57
Transfer and payment 11 31
Loan service 2 6
All of the above 2 6
TOTALS 35 100

2.Do you have deposit or saving account?

YES 35 100
NO 0 0
TOTALS 35 100

3.If Yes why do you deposit or save?

For emergency or security 17 49
For future consumption 18 51
For earning interest income 0 0
Total 35 100

Source: Questioners result,2023
From the above table 6 question number one 20(57%) respondents are deposit service set up
11(31%) set transfer and payment, the remaining 2(6%) loan and 2(6%) respondents are all of

the above services.
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For question number two 35(100%) of respondents have deposit and saving accounts.

For number three why did you save or deposit 17(49%) for emergency or security and the

remaining 18(51%) future consumption.

Table 7:- Questioners about interest and interest free banking

NO | QUESTIONERS RESPONDENTS
NUMBER PERCENTAGE
1 Have you ever taken loan from bank?
Yes 11 31
NO 24 69
TOTAL 35 100
2 What is your opinion concerning interest?
3 Do you support if banking continues with interest free
lending borrowing?
YES 10 100
NO 0 0
4 In your view what is the benefit to establish interest free
banking?
Because it is prohibited to use interest in holy quran? 29 83
Because it have a role in economic development of | 6 17
Ethiopia?
TOTAL 35 100
5 Do you think that establishment of interest free service
have any socio-economic development(advantage)for the
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society?

6 From those who use interest free service and from those
who does not use the service, which group do you think
larger?

Source: Questionnaire

From the questioner the researcher identified 11(31%) respondents took loan from Dashen bank
interest free service and 24(69%) respondents were did not take loan from banks. And about 85%
Muslim respondents asked and answered their opinion regarding interest as forbidden (haram) in
holly Quran and also the respondents appreciate and supports the interest free banking service for

their socio- economic developments.

From the questioner the researcher recognized that about 29(83%) respondents would be
establishing interest free banking service for the sake of using interest is prohibited in the holy
Quran. And about 6(17%) respondents were also benefits from interest free banking service for

its role in socio-economic development(advantage) of our country.

As we know the main motive of the Dashen banks is deposit mobilization.so because of the
opening of interest free banking service, commercial banks of Ethiopia get new customer that do
not comes ever. So, the mobilized deposit has advantages in socio- economic developments for

our country.

Before the emergence of interest free banking service, a lot of peoples digging the grounds and
puts their money or accumulates in another unnecessary place. Especially Muslim community
have miss understanding and regarding banking industry as it does not concern them.

4.2 Data analysis

This analysis focuses on establishment and challenges of interest free banking service in Wolkite
town at Dashen bank. To make this analysis the researcher has conducted questionnaires and
interview to the concerned person i.e., to the different business men and some other peoples.
While analyzing prospects of interest- free banking in Ethiopia in the case of Dashen bank
Wolkite town. This part of the study tries to analyze and address the questions through which

conducting a simple research survey aiming at assessing the possible response of sample 35
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respondents of with regard to their use of interest free banking service and look for their outlooks

for why they need to participate in interest-free banks as it established here.

4.2.1 Habit of using conventional banking service

The questioner is also including simple short interviews with respondents to enable for analysis
of some variable which are not included in the questioner or something looks vague for
respondents therefore, almost all of them used bank services in one way or another, these is
however only few respondent answers that did not step to the door of the bank.

With regard to the use of interest free charged banking service the majority of 30(87.5%) of
respondent responded as used banking service but there is no interest related service. when they
justify their reason why not use of interest base in the money deposit amount not allowed by

holly Quran.

Among the respondents which interest charged bank the major of them are use deposit service
20(57%), transfer and payment services 11(31%), loan service 2(6%) and remaining 2(6%) use
all of the above accounts.

Out of 35 respondent’s majority of the respondents do not use loan service from banks. the
reason of the respondents who did not use loan service from the interest bank. The majority of
them say that interest is prohibited in religious law. Interest receiving is not only prohibited but
also interest free loan services have socio- economic development by removing accumulation of
capital to individual owners. The respondents also say that we do not need to fight with Allah
and his prophet Sun-nah.

4.2.2 About the perception of interest by the respondents
With regard to use of interest, majority of respondents says that interest has very high problem.

The some of the respondents says interest has so match exaggerated problem. From 35 clients no

one says interest has no any problem.

Generally, the researcher understood most of the respondents away from bank services, most of
the respondents fail to apply their project and most of the respondents see interest as very sinful

act that open war with religion.
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Therefore, most of the productive money of societies is idle and it is not part of money
circulation. In another side the project ideas which can contribute for the development of our

country is not on work.

4.2.3 Attitude of respondents towards interest free banking
Of the questioner provided for respondent’s regard to about interest free bank and their
contribution if it established in Wolkite and know how about interest free banking and their

ambition to participate if interest free bank is established in the country.

With regard to know how about interest free banking the majority 95% respondents as have a fair
understanding of its information and 5% of the respondents write as no good knowledge about
interest free banking.

The final question is about the respondents’ attitude towards their support and participation if

interest free banks are established over all banks founds in Wolkite.

So accordingly, to the respondents 85% of them are show strong need for participation and eager
for its establishment while 15% of them respond as it does not affect their current use of banks.

but they effectively and sufficiently aware of the interest free banking service.

Generally, the researcher understands that most of the society have fair knowledge about interest
free banking and majority of the society need to participate in establishment of interest free
banking service in Wolkite city.
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CHAPTER FIVE
5. SUMMERY, CONCLUSION AND RECOMMENDATION

5.1. Summary

The sample respondents show a great interest for the establishment of an interest-free bank with
a believe that it can avoid problems which connected with the use of interest charged banking for
instance 80% of the respondents answers the existing interest charged banking makes them not to
use the loan and interest charged deposit service account because of the bank based it’s operation

on interest

The researcher assured this by 80% of the respondents puts the prohibition of interest for not
using the loan and deposit account respectively, which are in fact the most essential operations of
interest charged banking believed to take the country’s economy one step ahead but without
accommodating such a huge part of the society an attempt of success with regarded to the
channeling of funds by using only the interest charged bank will be difficult if not impossible.

There is no hope to take this people to the circle of serving with the interest charged banking
because 80% of them aware the great problem with the use of interest and turn their heads for a

better alternative.

The establishment and the desire of the community for participation in interest-free banks is

ascertained by 80% of the respondents and nobody is doubt about its necessity.
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5.2 Conclusions

From the analysis the researcher concluded the gathered data. It is important to appreciate that,
the pre requisite for total establishment of interest-free banking in a country includes re-shaping
the society, re-structuring of the financial system and re farming of the laws according to the
dictates of religion. Unfortunately, the development of banking sector in Ethiopia highly under
developed despite its century old presence in the country.

The under development of the sector could easily be manifested by looking at its limited

outreach, courage and its non-accommodative of all community in the country.

On the other hand, the overwhelming majority of the poor in the country are left behind the
access to bank service because of interest payment for the banks is quite high and their collateral
requirement is un bearable to most and some of them not requiring to engage in interest affairs,
the poor who have been denied access of financial service usually, turn their hands towards

informal money lenders.

From playing their fair and legitimate share in their country’s development, this means that this
section of the society has been denied access to credit on religiously acceptable basis on
expansion of existing projects therefore it would be possible to conclude that the country has lost
a great opportunity of using the ample experience of this business oriented part of the society,
who has the know-how and capacity to conduct business because of inefficiency of financial
institutions who failed to provide it with religiously acceptable way.
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5.3 Recommendations
Even if in Ethiopia there are many private and public banks and expand in to different part of the

country to provide satisfied services for the society, they did not concern some group of the
society who do not need interest base banking activity service. Since large amount of those

societies” money is ideal because of away from interest the researcher recommends as follows.

v In addition to the existing interest free deposit and checking account currently given by
Dashen bank, the government should establish interest free bank in different cities of the
country, including Wolkite town administration.

v" National Bank should make detail study on this alternative banking service to the
establishment of interest free banking services

v' The society should participate in formation of corporation for the establishment of
interest free bank.

v The policy of National Bank should consider the society perception.

v" Since establishment of interest free bank is one part of investment which contribute to
the development of the country, government should appreciate and create awareness in

the society to establish interest free bank.
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APPENDIX

WOLKITE UNIVERSITY

COLLEGE OF BUSINESS AND ECONOMIC

DEPARTMENT OF ACCOUNTING AND FINANCE
The purpose of the questionnaire is to collect primary data for conducting a study on challenges
and opportunities of interest free banking service.
INSTRUCTION:
Put thick marks in the appropriate box for questions.
1. Sex male ] female [ ]
2 Age 18--20_] 21—26[_] 26—30 [_131—38 [_135--45 [_]
3. Educational level
grade 10—12 [ 1diploma ] certificate [__Idegree 1 >degree [ |
4.Years of service 1year[_]2years[ ] 2--5years[__] >5yearsL__] noservice[]
5. Currently do you use bank services?
A.yes[] B.no 4
6. Based on your judgment what are the criteria for choosing Dashen bank?
Locational accessibility [ ]
Variety of number of services [
Absence of option [ ]
7. What type of interest free service do you receive from bank?
Deposit service[ ] Transfer and payment[ ]
loan service ]
8.Do you have deposit or saving account?
A.yes[] B.no
9. If yes why do you deposit or save?
For emergency [ |
For future consumption [}
For earning interest income 1
10. Have you ever taken loan from bank?
A. yes[ B.no O
11. Does the society in Wolkite town need the establishment of interest free banking?
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A.yes[ B.no O

12. Does the establishment of this service motivate the society for saving and investment?
A.yes[] B.no O

13. What do you think the role of interest free service for the society around wolkite?

14. What’s your opinion concerning interest?

15. Do you support if banking is continuing with interest free lending and borrowing?
A.yes[] B.no

16. In your view what is the benefit to establish interest free banking?

Because it is prohibited in holy Quran[ ]

Because it has a role in economic development ]

Other reasons [__|

17. Do you think that the establishment of interest free banking have any socio-economic
development (advantage)for the society?

A.yes[ B.no O

18. From those who use interest free service and from those who does not use the service which

group do you think more larger?
Those who use the service [ ]
Those who does not use the service[ ]

19. Explain the reason you think on question number 19
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