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DEFINITION OF TERMS  

The following definitions are meanings of Arabic words used in the thesis. 

Baitul-mal- means state or country. 

Fiqh- is Islamic jurisprudence, the science of religious law, which is the interpretation of the 

Sacred Law, shari’a. 

Gharar- is uncertainty, speculation. 

Ijarah- is a leasing contract. 

Ijima- means consensus among jurists based on the Holy Qur’an and Sunna, and one of the four 

sources of law in Sunni Islam. 

Ististina- is a contract to manufacture. 

Maysir- means gambling, from a pre-Islamic game of hazard. 

Mudaraba- is a trustee financing contract, where one party, the financier, entrusts funds to the 

other party, the entrepreneur, for undertaking an activity. 

Mudarib- means an entrepreneur or a manager of a mudaraba project. 

Murabaha- is resale with a stated profit; for example, the bank purchases a certain asset and sells 

it to the client on the basis of a cost plus mark-up profit principle. 

Musharaka- is an equity participation contract, whereby two or more partners contribute with 

funds to carry out an investment. 

Qard- is a benevolent loan (interest-free). 

Rabb al-mal is the owner of capital or financier in a mudaraba partnership agreement (also sahib 

al-mal). 

Riba- is literally ‘excess ‘or ‘increase’, and covers both interest and usury. 

Salam- is pre-paid purchase. 

Sharia- is Islamic religious law derived from the Holy Qur’an and the sunna. 

Solollahu aleh wossollom (SAW)-  is dropping of peace and blessing on the prophet Mohammed 

all times his name is called. it can be used interchangeably with the word peace and blessing be 

upon him. 

Takaful- refers to mutual support which is the basis of the concept of insurance or solidarity 

among Muslims. 

Wadiah- means safe custody or deposit. 

Zakat- is a religious levy or almsgiving as required in the Holy Qur’an and is one of the five pillars             

of Islam. 
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Abstract. 

In Islamic economics, money is not things of value by itself. Its value is measured in relation to 

other things. Hence riba/interest has been prohibited in Islam. Due to this and other principled 

reasons Islamic finance in general and Islamic banking system in particular has developed. Since 

its scientific and organizational inception in 1970s, Islamic banking system has expanded in the 

world in both Islamic and non-Islamic states. Ethiopia has also, introduced interest free window 

in 2011 and fully-fledged Islamic banking system in 2019 stating that the demand of people is 

more than interest free windows provided in conventional banks. 

The aim of this research is to investigate legal and institutional frameworks necessary for operation 

and regulation of Islamic banking system in Ethiopia. Even if it cannot result in total hindrance for 

operation at starting stage, there are many gaps in Ethiopia’s legal and institutional frameworks 

for operation and regulation of Islamic banking system. By using doctrinal method of analyzing 

rules, this research has investigated and analyzed legal and institutional deficiencies. Author has 

found that, even if some products of Islamic banking system has governing provisions, products 

like musharaka, mudaraba, and salaam products have no governing laws as well as Ethiopian tax 

and investment laws have gaps in its application to Islamic banking system. There is also absence 

of institutions necessary for regulation of Islamic banking system. Therefore, author recommended 

that there shall be modifications in legal and institutional frameworks that may fit implementation 

of Islamic banking. 
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CHAPTER-1 

 INTRODUCTION 

1.2 Background  

In an economy market needs finance. Finance is the blood of the economy on which the circulation, 

regulation and calculation of economic development depends. The banking system is the lifeline of 

any modern economy which helps in the financial intermediation by mobilizing deposits and 

disbursement of credit.1 It can be concluded that finance (money) is the unit of measurement in 

economic development. The market place of finance can be either bank or other financial institutions 

like micro-finance, insurance and etc. Based on sources of philosophy and principles there are two 

major classes of banks in international financial market.2 These are conventional and Islamic bank3. 

Conventional banks are a financial market which is secular from religious dogma while Islamic 

banks are streams of finance which is based on sharia law. 

 Islamic finance, a complete rule based financial system, fundamentals of which are originated from 

revealed verses of the Holy Quran considered direct ordinance from the God and the practices of 

Prophet Muhammad (PBUH) commonly known as Hadith.4  

Unlike conventional banking system which deposits money and gives loan to investor based on fixed 

interest rate, Islamic banking system deposits money from its client, lends it to investors without 

fixing the rate it will receive after maturity date. Islamic bank shares profit with traders or investors 

by lending money to them without interest rate. It will work just like partners with entrepreneurs. 

Feasibility and profitability of prepared entrepreneurship will be studied and analyzed by the bank 

expert. The bank is directly interested in the success of a client and participates actively in managing 

a future company and it can generate greater profits than from interest income.5    

                                                           
1 Audil Khaldi,& Mohi-Ud-Din Sangmi, Islamic Banking; Concept and Methodology,   SSRN Electronic Journal ·. 1, 

(2011)  · https://www.researchgate.net/publication/272236489 last accessed 09-Nov-19. 
2 S Nayamath Basha The Hundred Differences between Islamic and Conventional Banking Systems, 5,  IJSRM  796,  

(2017)  ,  available: www.ijsrm.in  last accessed 25-jan-2020. 
3 Id.  
4 MD.AKTHER UDDIN, PRINCIPLES OF ISLAMIC FINANCE: PROHIBITION OF RIBA, GHARAR AND 

MAYSIR, https://www.researchgate.net/publication/272236489  21, (2015) last accessed 09-Nov-19.  
5 Ibid. 

https://www.researchgate.net/publication/272236489
https://www.researchgate.net/publication/272236489
http://www.ijsrm.in/
https://www.researchgate.net/publication/272236489
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Economic growth is the heart of development. According to  FDRE constitution every Ethiopian has 

the right to engage freely in economic activity and to pursue livelihood of his choice anywhere within 

the national territory6. State shall pursue policies which aim to expand job opportunities for the 

unemployed and the poor and shall accordingly undertake programs and public work projects.7 For 

economic growth inclusive financial market is inevitable and that is why Islamic banking system is 

introduced in Ethiopia.  

For Muslim communities Islamic bank is the single and major financial market place. For at least 

more than a decade, Ethiopian Muslim communities are raising about establishment of Islamic banks 

in Ethiopia as the conventional bank has principle of interest rate and that principle is contrary to 

Islamic doctrine of holy Quran. So far with in the same office commercial banks are giving interest 

free banking windows in parallel to conventional banking.8  In addition to riba (interest) there are 

other ground level principles of Islamic banking which makes different from conventional banking 

system. They are legal and operational principles. The current interest free window of conventional 

banking is unfit to principles of Islamic banking.  

Recently at millennium hall on 1440 (2019 G.C) Ramadan during iftar program, Muslim community 

has requested the prime minister Dr. Abiyi for the permission of establishment of Islamic bank in 

Ethiopia and green air has been replied9.After one month of an event, directive which allows fully-

fledged Islamic banking has been issued by NBE.10  Based on this around five Islamic banks (namely 

Hijira Bank, Najashi Bank, Zamzam Bank, Zad Bank and Ramis Bank) are on the way of 

establishment in Ethiopia. 11 

As Islamic banking system is new to our country, there is no such detail legal research on Islamic 

banking and   this research is concerned about admission of Islamic banking system in Ethiopia. In 

addition to interest free window which had been practicing for a decade, Ethiopia has admitted fully-

fledged Islamic banking by directive no. 72/2019. However, detail regulation is necessary through 

                                                           
6  FDRE Constitution art. 41(1). 
7  See article 41(6). 
8 Licensing and Supervision of Banking Business Directives to Authorize the Business of Interest Free Banking    

Directives Number SBB/51/2011. 
9 It was the first national Muslims solidarity and unity iftar program held in millennium hall in Addis Ababa on May 22, 

2019, where higher government officials including prime minister Dr. Abiy has attended.  
10  See  NBE directive no. 72/2019. 
11 Author has interviewed some of the board members of banks under formation. Accordingly, to the day of interview, 

Hijira and Zamzam bank has already finished selling of shares. 
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promulgation of detail law and establishment of relevant institutions which will fit Islamic banking 

principles. 

1.3 Statement of Problem  

In diverse societies many welfare questions can be raised. Similar to variety of culture, questions 

that may surprise the other group of societies may be demanded. Taking the situation of Ethiopia, 

the question of financial inclusion has been demanded by Muslims for more than decades. They 

requested government to allow establishment of full-fledged Islamic banking system in Ethiopia. So 

far even if it is not with in equal speed with the demand of people, positive move has been on going 

from the government side. In 2019 through directive enacted by national bank of Ethiopia, our 

country has indorsed introduction of fully-fledged Islamic banking. 

So far there is only single provision in banking business proclamation12 about interest free banking. 

Based on this National bank of Ethiopia  for the first time enacted interest free windows’ directive 

in 201113. Then it has substituted with directive no. 72/201914 , a directive which allows full-fledged 

Islamic banking in Ethiopian banking history. 

Despite its positive move for admission of Islamic banking system in the country for financial 

inclusion, Ethiopia’s legal frameworks are insufficient to govern fully-fledged Islamic banking 

business.  

Islamic banks have many products which have not regulating provisions under Ethiopian business 

laws. Some products of Islamic banks like musharaka, mudaraba, and  salam have no clear 

provisions under Ethiopian business laws. As a chance some of products like murabaha has 

provisions which may govern it.15 This research deals in detail about the nature of each Islamic 

banking and applicability of existing provisions that may govern it.  

Regarding taxation, there are different rules and principles between sharia law which is the source 

of Islamic bank and Ethiopian legal system on taxation. To particularize the problem the deduction 

                                                           
12 Banking business proclamation no. 592/2008 
13 National bank of Ethiopia (NBE) Licensing and Supervision of Banking Business Directives to Authorize the  

Business of Interest Free Banking    Directives Number SBB/51/2011.  
14 National bank of Ethiopia (NBE) Directive to license and authorize interest free banking business number 

SBB/72/2019. 
15 Commulative reading of Ethiopian commercial code and civil code provisions and nature of these Islamic banking 

products. 
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stated under Ethiopian tax proclamation cannot go with the tenets of zakat principles of sharia law 

in general and Islamic banking system in particular. Such difference shall be filled by amending the 

existing tax proclamation. This research critically deals with the provisions that have to be modified 

in a way to mitigate the gap of two legal systems on taxation. 

As Islamic banking business by its nature is more concerned on investment than earning interest, 

laws have not designed as such to enable the bank to engage in investment. Furthermore, it is not 

clear whether national bank has the power to regulate Islamic bank’s investment on non- financial 

investment like musharaka, mudaraba, salam  and etc.because  NBE has inherent power to regulate 

financial investments only. The followings are unsettled issues: From where it shall get license for 

non-financial investment with partners like musharaka or mudaraba? National bank or investment 

commission? This research will analyze these issues with Ethiopian investment proclamation as well 

as banking laws. 

Institutionally it is well known that Islamic bank needs strong institutions which will oversight 

weather business activities of Islamic banking are sharia compliant or not. With regards to this the 

new directive which enabled establishment of Islamic bank orders each bank to develop its sharia 

compliant oversighting board. It states ‘Board of directors of a bank engaged in interest free banking 

business shall develop detail policies and procedures on Sharia oversight.’16 Based on this provision 

conventional banks which are establishing subsidiary branch of Islamic banking has been recruiting 

individual persons to oversight bank’s compliance with sharia principles. Unless regulated strictly, 

such practice has the effect of devouring monolithically implementation of sharia principles in 

banking operation because each bank runs for profit than compliance to sharia principles especially 

those banks run by non-Islamic shareholders and managers. This research also deals with institutions 

necessary for regulation and supervision of Islamic banking systems. 

 Therefore, existing laws are not enough in regulating full-fledged Islamic banking business. Hence 

the author believes that there are both legal and institutional loopholes which have to be filled. 

Hence, the author has decided to write research on the topic.  

                                                           
16 See article 7/2 of directive no.72/2019 as cited above. 
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1.6 Objective of Study  

General Objective 

The general objective of this research is investigating legal and institutional gaps that have to be 

accomplished for admission of Islamic banking in Ethiopia  

1.6.1 Specific Objectives  

After completing the whole research, the reader will be able to:  

 Analyzing with the verses of Holy Quran, ascertain unique features, principles & its returns to 

economic development as well as operational models of Islamic banking system and appreciate 

its difference from conventional bank. 

 Clearly explore legal lacuna that has to be filled through reframing of the existing laws such as 

commercial code, banking laws and tax laws in order to make it applicable to Islamic banking 

in Ethiopia.  

 examine institutional organs necessary for Islamic banking in Ethiopia. 

 Forward solution for existing problem with regards to legal and institutional frameworks 

necessary for Islamic banking. 

1.4 Research Questions  

This research will answer the following questions   

1. Do Ethiopian legal regime sufficiently governed Islamic banking business? Which law 

governs Islamic banking products? What are limitations to legal framework? Are Ethiopian 

tax and investment laws sufficiently covered the tenets of Islamic banking system? 

2. Is there any institution that can best fit to oversight operational principles of Islamic banking 

in Ethiopia? Would separate institutions be necessary for Islamic bank and how? 
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1.5 Literature Review  

Internationally there are bulk of literatures on Islamic finance in general and Islamic banking in 

particular. However, the writer cannot discuss all literatures on the Islamic banking because the 

research is about Islamic banking in Ethiopia. Hence the author, if necessary, may use those 

literatures in the body of the thesis and it is not relevant here.  

Compared to international literatures, there is scarcity of literatures on Islamic banking in Ethiopia. 

As it is innovative and emerging financial market in Ethiopia, there is no comprehensive research 

on Islamic banking in Ethiopia. The available researches are also mostly business aspect research. 

So far writer has found only single legal research on Islamic banking in Ethiopia. However, all 

related existing literatures have been discussed below.  

This thesis is prepared on the research title ‘Treatment of Islamic Banking in Ethiopia: critical 

analysis on legal and institutional frameworks’. Internationally countless literature has been written 

on Islamic banking. As the concept and market is new-fangled for Ethiopia, there are few literatures 

written on the area.  The researcher has found around ten (10) articles written on Islamic finance 

including Islamic insurance. With exception of two researches done by lawyers, the rest of the 

researches had been done for master thesis on business courses such as business administration, 

accounting and etc.  

To begin with, Alyu Abate who wrote ‘The Regulation and Supervision of Interest-Free Banking in 

Ethiopia’ mostly concerned with how the window of interest free banking will be regulated and 

supervised.  He discussed Islamic economics, standard modes of operation, regulatory and 

supervisor system and dispute resolution mechanism of interest free banks.  It is not about fully-

fledged Islamic banking. As the scope of products in full-fledged Islamic banking is broader than 

interest free window critical analysis of legal and intuitional framework is needed. In addition to this 

unlike Aliyu’s research, this research discusses legal frameworks applicable between Islamic banks 

and clients who receives service of Islamic banking products. In other words, it discusses private 

relationship aspect of Islamic banking operation.  Furthermore, this research differs from Aliyu’s 

research in that, it critically deals with Islamic banking (interest free banking) and Ethiopian business 

laws, Ethiopian tax laws and investment laws. In addition to this this research deals with sufficiency 

of institutions available for regulation of Islamic banking in Ethiopia. Therefore, my research is 

different from the thesis written by Aliyu. 
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The other literature is an article written by Mohammed Muhumad Olad17 titled as ‘Islamic Banking:  

Prospects, Challenges and Opportunities in Ethiopia’. He has tried to express Impact of Lack of 

Islamic Banking on Muslim Community’s Welfare and concluded that the majority of the 

respondents did not know that Islamic banking is for all communities and is not something that is 

intended or used by only Muslims. He concluded that  nearly (38%) fully understood its sense its 

right sense.23 He raised that it is great opportunity to have more than 30 million Muslim population 

for introducing Islamic banking in Ethiopia.18 My research, as it is legal research deals with 

admission of Islamic banking in Ethiopia: critical analysis of legal and institutional frameworks. It 

is totally different from his research in both its content and methodology involved. Since my research 

uses doctrinal method of legal research it completely different from Mohammed’s research which is 

business in nature and used qualitative and quantitative social research. 

The other related literature available on Islamic banking in Ethiopia is a research written by Debebe 

Alemu19 on his master thesis. It is titled as Factors Affecting Customers‟ to Use Interest Free 

Banking in Ethiopia. In his thesis Alemu has examined the willingness of Ethiopian customers to 

use interest free banking. He concluded that perceived relative advantage, perceived compatibility, 

customers’ level of awareness and subjective norm have a significant positive impact on the attitude 

towards interest free banking.20  Jamal Nasir has also inscribed a research on Practices and 

Challenges of Interest Free Banking Windows of Commercial Banks in Ethiopia.21   

As both researches are for fulfilment of master of business administration both writers have tried to 

present their thesis as searching the performance of the market. Both are totally about business 

research which deals about opinion of customers regarding using of interest free banking in Ethiopia 

and hence it is different from my research. 

                                                           
17 Mohamed Muhumad Olad, Islamic Banking: Prospects, Opportunities and Challenges in Ethiopia 75, (2012) 

(unpublished MBA thesis, Addis Ababa University).     
18 Id.   
19 Debebe Alemu, Factors Affecting Customers‟ to Use Interest Free Banking in Ethiopia, (2015) (Unpublished MBA 

Thesis, Addis Ababa university school of graduate studies.) 
20 id  
21 Jamal Nassir, Practices and Challenges of Interest Free Banking Windows of Commercial Banks in Ethiopia, (2018) 

(Unpublished MBA Thesis, Addis Ababa University).                                                                                                                                                                                             
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Another literature available in connection to Islamic banking in Ethiopia is an article written by 

Nobel Demissie.22  In his article, he engaged in business market research by finding factors affecting 

implementation of interest free banking service in Ethiopia. His finding is that, except relative 

advantage, all the other variables: Awareness, compatibility, complexity, observability, perceived 

risk, religious beliefs and customer involvement were significant on the implementation of IFB 

services.23 It is not comprehensive legal research bout Islamic banking. It is oriented only on factors 

affecting implementation of interest free banking service. So far no fully fledged Islamic banking in 

Ethiopia. Therefore, Nobel has been discussing about interest free window and that is not fully-

fledged Islamic banking. In addition to this Noble has been talking about established interest free 

windows performance.  Hence it is a business oriented research only based on dealing of challenges 

of performance. My research is different from Nobel in that, it is legal research. It is about critical 

analysis of legal and institutional frameworks with regards to full-fledged Islamic banking system 

in Ethiopia. 

Another literature which has so far written on Islamic banking in Ethiopia is an article write  by Dr. 

Shaik   Abdul Majeeb Pasha, about evolution of Islamic banking in Ethiopia.24 He showed progress 

of development of Islamic banking in Ethiopia and Africa. He has explained the national bank of 

Ethiopia’s directive no 51/2011 on interest free banking service as positive move. His article is more 

of descriptive and not legal research. Hence it is different from my research.  

Another writing available on Islamic finance in Ethiopia (not Islamic bank) is one written on Takful 

(Islamic insurance). So far writer has found one literature which was written on LLM thesis. 

Abdulfetah has written the research on introducing Islamic insurance scheme to Ethiopia as a 

financial inclusion tool: operational models and regulatory frameworks.25  The  research has no 

connection with my research but I simply cite here as their basic principles are the same. As my 

research is about Islamic bank and its critical analysis of legal and institutional frameworks it is 

different from what Abdulfetah has addressed.  

                                                           
22 Nobel Demise, Factors Affecting Implementation of Interest Free Banking Service in Ethiopia: The Mediation Role 

of Customer Involvement (2019) (Unpublished MBA thesis Addis Ababa University). 
23 Id   
24 Dr. Shaik   Abdul Majeeb Pasha, Role and Progress of Islamic Banking in India, Ethiopia and Rest of the World- 

An Analysis,6(17) EJBM, 115, (2014).  
25 Abdulfetah Hussein Introducing Islamic Insurance Scheme to Ethiopia as A Financial Inclusion Tool: Operational 

Models and Regulatory Frameworks, (2019) (unpublished LLM thesis Haramaya University.) 
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1.7 Significance of Study  
This research has many important values. The first significance of this research is that it is helpful 

for Islamic bankers. The banks may use this research in its operation. Specially with regards to legal 

issues Islamic banks can use this research for its operation and expansion.  

The second significance of this research is that it is useful for regulators.  That means institutional 

gaps’ discussed recommendations have significant impact on regulators to establish institutions 

necessary to regulate Islamic banking in Ethiopia. In connection to this legislature as regulatory 

organ can use this research as a foundation to enact special laws for Islamic banking.  

The third significance of this research is that it is the foundation for legal researchers who interested 

in the area of Islamic banking and Ethiopian laws.  

1.8 Research Methodology  

This research mostly involved doctrinal method of doing legal research. The researcher used both 

primary and secondary sources. The primary sources used are Holy Quran, Hadith of prophet, 

consensus of sharia scholars, international Islamic financial standards such as Islamic financial 

service board, accounting and auditing organization for Islamic financial institutions, article of 

agreement on Islamic development banking groups, Basel III (standards for conventional banks), 

Ethiopian laws such as FDRE constitution,  commercial bank of Ethiopia, civil code of Ethiopia, 

banking business proclamation, proclamation to establish national bank of Ethiopia, pertinent 

directives enacted by national bank of Ethiopia, informal interviews made with Islamic 

scholars(oloma’ís), interviews made with priests, interviews made with founders of Islamic banking 

under formations, interviews made with sharia advisory board at head office, and mangers of 

subsidiary branches of Islamic banking.  Due to corona virus some interviews are made through 

telephone call. Secondary sources used in preparing this thesis are books, journals, published article, 

unpublished materials and different short notes. Thanks to technology (which brought to me far 

materials), most materials used in this research has been downloaded from internet. However, in 

using such materials, deep investigation of the authentic works and the authors thereof has been 

made by carefully selecting websites from which such materials have been downloaded and 

discussing with sharia scholars for its compliance. 

Data collected and information gathered in the form of both primary and secondary sources are 

organized based on merits and scientifically analyzed using qualitative method of data analysis. In 
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recognizing other’s works which is used in this paper, author has used rules of bluebook citation 

format for footnotes 19th edition.  

1.9 Scope of Study  

The scope of the research is limited to Islamic banking. As the title clearly depicted the scope, it is 

not about treatment of all Islamic financial market in Ethiopia rather Islamic banking only. Critical 

analysis has been made on operational and regulatory aspect of legal and institutional frameworks 

of Islamic banking laws in Ethiopia. In doing so both private aspect and public aspect of existing 

rules which may apply to Islamic banking has been searched for and analyzed.  It deals with Islamic 

banking and Ethiopian business laws, tax laws and investment laws. The research also deals with 

standards and institutions necessary for Islamic banking. 

1.9 Limitation of Study  

This research is conducted under many limitations. Among these, time and financial constraints are 

major ones. Both blocking of internet connection due to political instability as well as absence of 

hardcopy literatures on Islamic banking in library are another major constraint that had confronted 

the researcher. Furthermore, due to covid-19, author has conducted this research under countless 

constraints such as inability to get face to face a person who are necessary for interviews, closure of 

some libraries found in Addis Ababa which I am optimistic to get sources and etc. 

1.10 Organization of Study  

This research is divided into five chapters. Chapter one deals with introduction to the research. 

Chapter two is about concept of Islamic banking. In this chapter the definition, nature and special 

features of Islamic banking will be discussed. In addition to these, legal principles of Islamic banking 

and its difference from conventional banking will be discussed. Chapter three deals with Ethiopian 

banking business laws and its sufficiency in governing Islamic banking system.  Chapter four deals 

with institutional frameworks of Islamic banking in Ethiopia. The last chapter deals with conclusion 

and recommendations.  
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CHAPTER -2 

CONCEPTUAL FOUNDATION OF ISLAMIC BANKING 

Introduction  

Islamic banking is a financial market based on rule of sharia law. It is devoid of secularism. Its 

principles and operations are based on the dictation of holy Quran, Hadith and Fiqh. An Islamic bank 

may be defined as a financial intermediary whose objectives and operations as well as principles and 

practices must conform to the principles of Islamic law or  sharia law, and consequently, is 

conditioned to operate all its activities without interest.26 

 Its foundation is based on prohibition of riba and taking of risk in every service delivery operation. 

Islam only prohibits earnings through usury or interest in business as clearly mentioned in the Quran 

but not trading or investing.“ Taking interest on loan is prohibited for you but doing business is 

permitted for you” 27.  

Furthermore, in Islamic legal system trade and investments are invigorated. As investment is about 

taking risk and engaging in expenditure for future profit we can infer from the above verse that such 

kind of business have been encouraged in Islam. However, not all investments have been permitted 

in sharia law. Some form of investments had been prohibited.  For social or religious reasons some 

form of investments had been prohibited in sharia law and 

any methods of earning which are morally or socially harm have been declared unlawful under the 

Islamic Law.28 

This chapter deals with legal principles and operational models of Islamic banking. In doing so 

prohibition of riba (interest), why and what prohibitions in Islamic banking transactions, as well as 

mode of operation (business form of Islamic banking products) will be dealt with. Furthermore, brief 

accounts of the difference between Islamic banking and conventional banking will be dealt with.   

 2.1 Principles of Islamic banking  

Critically reading nature of Islamic banking from different literatures show that, In Islamic banking, 

there are two pillar principles and (modus operandi). These principles are prohibitory principles and 

                                                           
26 H. Mustafa Paksoy, Relation Between Islamic Bank and Central Bank 2(2), JSHSR 57, (2015). 
27 chapter 2 ,suratul baqara ,verse 275 of holy Quran. 
28 Id, 7. 
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operational models. Prohibitory principles are forbidding riba(interest), maysir (speculating 

business), gharar (conditional or uncertainty contracts) and engaging in haram activities.29 Whereas 

principles of modus operandi for Islamic banking’s are basically profit and loss sharing principles 

of financing as well as interest free based transactions and they are musharakah (partnership), 

mudaraba (finance in the way of trust), murabaha (cost-plus financing), ijara (leasing), salam 

(advance purchase), istisna (commissioned manufacture), wadi’a (safe custody, and sukuk 

(participated securities).30 Note that the modus operandi of Islamic banking are not limited only to 

what are listed above. But they are major and mostly being in practice and that is why the author has 

opted them. Detail will be analyzed in section two of this chapter.  

2.1.1. Prohibitory Principles  

2.1.1.1 Ban On Ribà (Charging of Interest);  

 Riba is an Arabic word derived from the verb raba that literally means ‘to grow’ or ‘ expand ‘ or’ 

increase’ or ‘ excess’ or ‘inflate’.31 Prohibition of riba is reduction of the power of creditors not to 

economically exploit debtors.  Prohibition of riba has been repeatedly cited in holy Quran. In chapter 

30 verse 39; chapter 23 verse 50; chapter 2 verse 265 and 276 of Holy Quran riba have been 

prohibited for Islamic community. 

Those who benefit from interest shall be raised like those who have been driven to madness by the 

touch of the Devil; this is because they say: “Trade is like interest” while Allah has permitted trade 

and forbidden interest. Hence those who have received the admonition from their Lord and desist, 

may have what has already passed, their case being entrusted to Allah; but those who revert shall be 

the inhabitants of the fire and abide therein forever.32 

 Riba,( interest, or usury) is strictly prohibited in Islam as dealing with Riba-based transactions 

means declaring war with Allah Almighty and His Messenger (Muhammad, peace be upon him).33 

Riba (interest)  and usury is two similar but different terms. While riba (interest) is money imposed 

on borrower of money based on money he/she/it  borrowed and time allowed, usury is an  illegal, 

                                                           
29 Id, 4. 
30 Id, 1. 
31  Abu Umar Faruq Ahmad and M. Kabir Hassan, Riba and Islamic Banking 2, JIEBF  2. Author has found no publishing 

year in the article. But it is available at www.researchgate.net>publication   
32  See Surah al-Baqarah (2): 275, see also verses 276-281. 
33 Ashfaq Ahmad, Islamic banking and prohibition of Riba/interest, 5, (5) AJBM  1763, (2011),   Available at 

http://www.academicjournals.org/AJBM last accessed 30-Nov-19 

http://www.academicjournals.org/AJBM
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according to the law enacted by states, high rate of interest imposed by lenders on borrowers.34 

However, in Islamic economics both are prohibited.35 

As has been depicted in Abu Umar Faruq and Dr. Kabir Hassan The term riba is, however, used in 

the Shari`ah in two senses. The first is riba al-nasi’ah  (interests charged on money) and the second 

is riba al-fadl.(interests charged on goods).36 Riba al-nasi'ah is the riba which the Prophet (PBUH) 

referred to when he said:  

“There is no riba except in nasi’ah” or waiting While the authority for the definition of Riba al-Fadl 

lies in what the Prophet said in more than one occasion: “Gold for gold, silver for silver, wheat for 

wheat, barley for barley, and salt for salt – like for like, equal for equal, and  hand to hand; if the 

commodities differ, the you may sell as you wish, provided that the exchange is  hand-to-hand”37 

In the tradition of prophet Muhammad (PBUH) as depicted in Mehboobul Hassan’s dissertation Abu 

Said Al-Khudri has reported as follows:  

“The Messenger of Allah (peace be upon Him) said, ‘do not sell gold for gold, except when it is like 

for like (equal in quantity), and do not misappropriate one through the other, and do not sell silver 

for silver, except like for like, and do not misappropriate one through another ; and do not sell those 

that are absent for those that are present”.38 

The former is Specified, predetermined repayment in excess of loan/capital. (Fixed, Guaranteed, 

Increases with the increase of time) E.g. Simple & Compound interest whereas the latter is When 

specified items are exchanged for the same kind at unequal measures or on deferred basis, this is 

Riba. E.g. One Kilogram of salt is exchanged for two kilograms. 

Riba/Interest/ is an additional amount paid or received on principal amount according to prior fixed 

rate of return or percentage ratio.  In Islam it is prohibited for it is similar to entering in war with 

Allah the Almighty Allah. It has been prohibited for different reasons. Literature advocates that 

prohibition of riba and encouraging of interest free business has advantage much higher than 

engaging riba (interest based) transaction. Considering from an angel of economics Islamic bank has 

advantage of producing economic growth than conventional banking. After great financial crises of 

                                                           
34 BLACK’S LAW DICTIONARY 885 (7th ed. 2004). 
35 See holy Quran’s verses at 33. 
36 id, 32. 
37 Id 32. 
38 Mehboobul Hassan, An Explanation of Rationale Behind The Prohibition of Riba in The Doctrines of Three Major 

Religions : With Special Reference to Islam, paper altered and uploaded from writer’s Ph. D. thesis dissertation titled 

“Evolution, Performance and Market Sharing of Islamic Banking”,80,(2005),  www.core.ac.uk    last accessed 26-Apr-

2020..  

http://www.core.ac.uk/
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2006-2008, world economists are in unanimity that it is better to have conventional banking in 

financial market but it is best to have Islamic banking to avert risk of crises.39 Prohibition of Riba 

(interest) increases saving and investment. 

As bankers are a group of experts in market assessment and determining of profitability of business 

it is better to involve in profit sharing than simply receiving fixed interest. In recognition of this, 

scholar of Islamic economics Joni Tamkin B. Borhan portrayed the following argument. 

In an interest-free Islamic economic system savings are likely to be promoted. The reasons are, among 

others, first, in the profit sharing arrangement the return to capital will include “reward for both 

savings and risk-taking” which means a high return to financiers than in an interest based system. 

This mean, if higher returns or higher income determine the level of savings, people will save more 

in a share economy than in an interest based economic system. The second reason is profit-sharing 

in mass production between banks and  employer and will recruit more employees that will on the 

average give higher income to the employees who constitute the majority of the population.40 

Prohibition of riba spreads risk. Since the bank is also partner in investment and expert as well, the 

risk of loss is lesser and the may be available risk will also be shared between bank and other partner 

in investment.41  Such kind of business will surely reduce moral hazards on the part of entrepreneur 

which may be a good in business. This may create for the Islamic firm both incentive and feasibility 

for taking more risk compared to the conventional system under the similar circumstances. 

Prohibition of riba also contributes to Socio-economic Justice and allocates resources through 

narrowing of gaps between rich and poor.42 

2.1.1.2 Prohibition Maysir (speculating business) 

Islamic bank prohibits speculating business and gambling.   It can also be regarded as a transaction 

in which there is a possibility that one party can suffer a total loss.  It must be noted that while 

                                                           
39 Payam Hanafizadeh and · Seyedali Marjaie, Trends And Turning Points Of Banking: A Timespan View, RMS, 19, 

(2019). https://doi.org/10.1007/s11846-019-00337-4 last accessed 4-Dec-2019. 
40 Joni Tamkin. Borhan, Rationale and Consequences of the Prohibition of Riba in an Islamic Economic System, 

University Malaya, Kuala Lumpur Innovation, VIII, .2. 298,(2009) available  at: 

https://www.researchgate.net/publication/313798147 last accessed 30-Nov-2019. 
41 MOHSIN S. KHAN AND ABBAS MIRAKHOR THEORETICAL STUDIES IN ISLAMIC BANKING AND 

FINANCE, WASHINGTON, 130; (1987). 
42 id 

https://doi.org/10.1007/s11846-019-00337-4
https://www.researchgate.net/publication/313798147
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gambling has an element of uncertainty, not every type of uncertainty is gambling. It should be noted 

that maysir is one of the key elements in the prohibition of conventional insurance.43 

Products & Services invested in, must be permissible. Trading in Pork, dead animals, alcohol, 

pornography, and brothels (building or business where prostitutes work their trade) for example 

would not be financed by an Islamic banking; property financing could not be made for the 

construction of a nightclub; and an IFB could not lend money to other banks operating with interest. 

2.1.1.3. Ghàrar (Uncertainty in Contracts) 

Thus, gharar refers to any transaction of probable objects whose existence or description are not 

certain because of a lack of information and knowledge of the final outcome of the contract or the 

nature and quality of the subject matter of it.44 For example, the Prophet has forbidden the purchase 

of the unborn animal in the mother’s womb, the sale of the milk in the udder without measurement, 

the purchase of spoils of war prior to distribution, the purchase of charities prior to their receipt, and 

the purchase of the catch of a diver.45 

There are several types of gharar, all of which are haram. The following are some examples: Selling 

goods that the seller is unable to deliver. Selling goods without proper description, such as shop 

owner, selling clothes with unspecified sizes, selling goods without specifying the price, such as 

selling at the 'going price', Making a contract conditional on an unknown event, wherein the time is 

not specified, selling goods on the basis of false description, selling goods without allowing the 

buyer properly examine the goods. 

Gharar is present in contracts where the object of the sale is not in the possession of the seller or 

does not exist at the time the parties enter into the contract. However, Islamic  jurists have been more 

lenient to varying degrees with the prohibition of Gharar since no contracts can ever be totally devoid 

of uncertainty.46 That is why ististina and salam financing is allowed in  Islamic banking. 

                                                           
43 Conventional and Islamic insurance are two different business. for further a reader can refer research written by 

Abdulfattah cited under chapter one of this paper.   
44 Buerhan Saiti & Adam Abdullah, Prohibited Elements in Islamic Financial Transactions: A Comprehensive Review, 

Alshaj.Jo.Thou.Civ. 148,(2016,) available at: : https://www.researchgate.net/publication/281643556 last accessed 28-

Apr-2020. 
45 ibid 
46 MAHMOUD AMIN EL-GAMAL,  A BASIC GUIDE TO CONTEMPORARY ISLAMIC BANKING AND 

FINANCE, RICE UNIVERSITY, 4, (2000), available at http://www.ruf.rice.edu in pdf last accessed 26-June-2020 

https://www.researchgate.net/publication/281643556
http://www.ruf.rice.edu/
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2.2 Major Islamic Banking Products  

Similar to conventional banking, Islamic banking has its own modes of operation (operational 

principles). There are different modes of operation in Islamic banking.  

Generally, it can be classified into fixed-return (such as murabaha, ijara, salam and istisnaa) and 

variable-return (mainly mudaraba and musharaka). The two classes provide different sets of 

incentives to providers of capital and its users in Islamic financial arrangements. Fixed-return modes, 

for example, offer residual rights of control and management to users of the capital or funds made 

available by investors.  

Consequently, Islamic financial institutions are inclined to offer financing based on fixed-return 

modes of financing like murabaha and ijara (the two most widely used contracts in Islamic banking 

and finance the world over) because they offer built-in incentives to the users of funds to maximize 

their economic interests by keeping on honoring their financial commitment to the financier. 47 

The following section will discuss these modes of operations. These ways of operations are 

musharakah (partnership), mudaraba (finance in the way of trust), murabaha (cost-plus financing), 

ijara (leasing), salam (advance purchase), istisna (commissioned manufacture), wadi’a (safe custody, 

and sukuk (participated securities). 

 2.2.1 Musharakah  

Musharaka contract is an equity participation contract, whereby two or more partners contribute with 

funds to carry out an investment.48  Partners contribute capital to a project and share its risks and 

rewards. Profits are shared between partners on a pre-agreed ratio, but losses are shared in exact 

proportion to the capital invested by each party.49 In musharakah both Islamic bank and partner has 

the right to involve in the management of the project investment. In principle it is duty of borrower 

who has obligation to manage the financed project but bank has also the right to engage in 

management because both profit and loss will be shared.50 Musharaka can be classified as normal 

and diminishing mushharaka. In normal musharaka investment is owned by both parties so long as 

                                                           
47 M. KABIR HASSAN & MERVYN K. LEWIS, HANDBOOK OF ISLAMIC BANKING, Edward Elgar Publishing 

Limited, 85, (2007). 
48 Id  
49 Roba Adan and Abdi Boyante, The Effect of the Islamic Financing Modes on The Profitability of Commercial Banks 

in Kenya (Unpublished MBA Thesis, university of Nairobi,).3 , (2017), available https://pdfs.semanticscholar.org> last 

accessed 07-Feb-2020 
50 Ibid. 

https://pdfs.semanticscholar.org/


18 
 

the project exists. In diminishing musharaka, the share of Islamic bank decreases with increase of 

duration and vice versa for partner of project. At the end of the day partners obtain ownership while 

bank loses because its share has been paid up. 

2.2.2 Mudaraba  

Mudaraba contract is a trustee financing contract, where one party, the financier, entrusts funds to 

the other party, the entrepreneur, for undertaking an activity. Mudarib means an entrepreneur or a 

manager of a mudaraba project.51 Mudaraba is a partnership where capital is provided, in cash or 

assets (no debt is accepted) by one party- fund provider, and labor is provided by other party called 

mudarib.52 Mudaraba may be conducted between investment account holders as fund providers and 

the Islamic bank as a mudarib. It may also be conducted between the Islamic bank, as fund provider, 

on behalf of itself or on behalf of investment account holders, and business owners and other 

craftsmen or traders. 

Both parties can appoint agents on their behalf.  A mudaraba contract could be terminated unilaterally 

except when a term has been agreed by both parties, in which case the mudaraba could only be 

prematurely terminated by mutual agreement.  In addition, if the mudarib has already started the 

business, in the mudaraba contract, it becomes binding until actual or constructive liquidation.53  

As mudaraba is a trust-based contracts, the mudarib is not liable for losses except in case of breach 

of the requirements of trust or misconduct because he/she has nothing contributed except skill. 

Guarantees against negligence or misconduct could be taken from the mudarib as long as they are 

not excessively used by the capital provider.  The contract should specify whether the mudaraba 

instrument is unrestricted or restricted (to specific location or type of investment as agreed between 

parties).  It should also indicate the distribution ratio of profit between both parties.  The distribution 

ratio could be revised at future dates by agreement of both parties. Hence the parties have full 

freedom of contract with regards to determination of distribution ratio. 

                                                           
51 Id, 52. 
52 Id  
53 IFSB, Guiding Principles On Conduct of Business for Institutions Offering Islamic Financial Services ,16 ,(2009)  

available at www.ifsb.org 

http://www.ifsb.org/
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2.2.3 Murabaha  

Murabaha is resale with a stated profit; for example, the bank purchases a certain asset and sells it 

to the client on the basis of a cost plus mark-up profit principle. Regarding the concept of Murabaha 

Audil Khaki and Mohludin Sangmin has put it as follows. 

In this mode, the bank, at the request of its client, purchases the specified goods from a third party 

against payment. Immediately on the transfer of ownership of the goods as also obtaining its physical 

or, in most cases, the constructive possession, the bank sells these goods to the client at cost plus an 

agreed fixed profit margin. The client then takes physical possession of the goods and undertakes to 

pay the price to the bank either in installments or in lump sum, at an agreed later date.54  

An article written by Istanbul International Center for Private Sector in Development under the guise 

of United Nation Development Program has defined murabaha as: 

Murabaha is the most widely offered Sharia-compliant contract. It is an asset-based debt structure 

used to finance goods needed as working capital structured as a cost-plus-market sales contract. The 

financed asset remains owned by the financier until full payment is made by the buyer. The ownership 

is fully transferred after full payment is made by the buyer. It is not a loan, but a sale.55 

Generally, Murabahah is a sales transaction. The customer can pay the bank either in instalments or 

in a lump sum.56It is currently implemented in three forms; they are: True-trade Murabahah, 

Commodity Murabahah, Bai al Inah57. 

In True-trade Murabahah the bank buys a tangible asset and sells it to the client, who wants to own 

this asset whereas in Commodity Murabahah The bank buys a commodity from a broker and sells it 

to the client, who does not want to own the commodity, so the client sells it to another broker to get 

cash.58 In bai- al-Inah The bank sells its asset to the client (on credit), who immediately sells back 

the same to the bank (on cash basis) and obtains the sought sum.59 Bai al Inah involves only two 

parties, while commodity Murabahah involves more than two. 

                                                           
54 Id,4. 
55UNDP ISTANBUL INTERNATIONAL CENTER FOR PRIVATE SECTOR IN DEVELOPMENT, ISLAMIC 

FINANCE AND IMPACT INVESTING, 12,(2014) available at www.undp.org last accessed 23-Aug -2020. 
56  MUNAWAR IQBAL & PHILIP MOLYNEUX, THIRTY YEARS OF ISLAMIC BANKING, available at 

www.palgraveconnect.com  las visited 20-Aug-2020. 
57 Ibid. 
58 id 
59 id 

http://www.undp.org/
http://www.palgraveconnect.com/
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The bank can agree with an agent for sale of property or an Islamic bank, in addition to its normal 

banking business, separately establishes a Merchant Banking Division wherein various types of 

goods are purchased and then offered for sale to other prospective buyers at a profit.  In recognition 

of this scholars had elucidated as depicted below. 

It is however, felt that there would be no objection if an Islamic bank, in addition to its normal banking 

business, separately establishes a Merchant Banking Division wherein various types of goods are 

purchased and then offered for sale to other prospective buyers at a profit. There are however, serious 

reservations to the widespread use of Murabaha technique as a mode of finance where the bank 

purchases the commodity only after the customer has agreed in principle to purchase it from the bank 

at a profit - mark-up. It must therefore, be appreciated that under Murabaha, a trading transaction is 

being transformed into a mode of finance just to meet the Sharia requirements.60 

Legal issues involved in murabaha contract and the Ethiopian business law will be dealt in chapter 

three of this research.  

2.2.4 Istisna   

Istisna is a type of sale contract where a subject matter is transacted before it comes into existence.61 

It ` refers to a contract to sell to a purchaser a non-existent asset that is to be constructed, built or 

manufactured according to the agreed specifications and delivered on a specified future date at a pre-

determined price62. Istisna is a contract whereby a party undertakes to produce a specific thing which 

is possible to be made according to certain agreed-upon specifications at a determined price and for 

a fixed date of delivery.63 Hence, it is important that the selling price and the specification of the 

subject matter be determined and agreed by contracting parties upon entering into istisna` contract. 

It is an exception to prohibitory principles of uncertainty in contracts (ghàrar). In the context of 

Islamic financial transaction, an Islamic bank may enter into istisna` contract with a customer who 

requires an asset that needs to be constructed or manufactured based on a given specification. As a 

seller, the Islamic bank undertake to construct or manufacture the asset and deliver the completed 

asset to the customer on the agreed delivery date. The customer (purchaser) may pay the selling price 

                                                           
60 MOHIUDDIN SANGMI & AUDIL RASHID KHAKI , ISLAMIC BANKING: CONCEPT & METHODOLOGY, 7, 

(2011),  available at: http://ssrn.com/abstract=2184856 last accessed 07-12- 2019 
61 CENTRAL BANK OF MALAYSIA, ISTISNA CONCEPT PAPER, 6, (2014) available in pdf. 
62 Ibid 
63 ISLAMIC DEVELOPMENT BANK, ISTISNA' MODE OF FINANCING, 2, (2002) available at 

www.idb.org/englishdocs last visited 28-Jul-2020. 

  

http://ssrn.com/abstract=2184856
http://www.idb.org/englishdocs
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on deferred basis, either in lump sum or instalments basis.  Validity requirements and other legal 

issues will be discussed under chapter three of this paper. 

2.2.5. Salam  

In Islam, in principle it is forbidden to sale property not in possession of the vendor. However, salam 

(advance purchase) is an exception. It has used to be in agricultural products during the time of 

prophet64. Salam financing is a Sharia compliant transaction, approved from the sayings of the 

Prophet (SAW).65 It is a special sale contract in which the subject matter does not exist or has not 

come into existence at the time of payment of the price. However, since this mode has an important 

position in everyday dealings, Sharia has considered it as an exception to general rule.  

The Messenger of Allah (SAW) came to Madinah, and found its inhabitants entering salam contracts 

(with the price paid in advance) in fruits for one, two, and three years. He (SAW) said: whoever 

enters into a salam contract, let him specify a known volume or weight, and a known term of 

deferment.66 

 The testimony to its legitimacy is provided by the Holy Quran and Sunnah, and also from the sayings 

of companions of Prophet (SAW) and Ijma (consensus of the jurists).  

2.2.6 Ijara  

It is defined by jurists of sharia law as Possessing of a usufruct for a consideration.67 As it’s clear 

from the meaning, an asset is given for to be leased out for rental purpose. After ending of the 

contract arranging of ijarah can be shift to the sale that an asset can be sold to the lessee at the end 

of the period.68 Ijarah is a contract of lease whereby the lessor entered into contract for transferring 

property right to the lessee usually usufructuary rights.  In Islamic banking operation such kinds of 

transactions are allowed. Ijarah is a leasing contract used for equipment financing, vehicles, 

construction or mortgages, with specified duration and related payments.69 Ownership of the asset 

                                                           
64 As reported in Ibne Abbas in Sahih Al Bukhari; Book of Salam, Bab: A Salam contract on a specified weight) Dates, 

barley, wheat, and grapes were initially allowed in the time of Prophet Muhammad (SAW). Later, olives and dry grapes 

were also included 
65 Ibid. 
66 Id, 51. 
67 DR. ABDUL SATTAR ABU GHUDDAH, IJARAH (LEASE),  ABG , 14. 
68 SAVALAN ISMAYILOV ISMAYIL, THE PRINCIPLES OF ISLAMIC FINANCE, ITS CHALLENGES AND 

POLICY SUGGESTIONS FOR AZERBAIJAN, Eastern Mediterranean University September .21, (2012).  
69 UNITED NATIONS DEVELOPMENT PROGRAMME, ISLAMIC FINANCE & IMPACT INVESTING , 23,  

available www.undp.org/  last visited 08-12-2019 

http://www.undp.org/
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remains with financier until the obligations of the contract have been fulfilled. 70 Ijarah contract is 

mentioned in the Financial Accounting Standard No. 8 (FAS 8) - Ijarah and Ijarah Muntahia 

Bittamleek issued by the AAOIFP as follows:  

“The basic rule behind Ijarah contract is that it is permissible and its supporting evidence is present 

in Quran, Sunnah, Ijma (consensus) and common sense”. In the Quran, the evidence of lease contract 

is shown on verses 26-27 in Surah Al Qasas about the agreed payment and time period of that service 

contract. Also, in the Sunnah of Prophet Muhammad S.A.W, the evidence is shown in the Hadith 

narrated by Ahmad, Abu Dawud, and Al-Nasa'y as follows: "The farmers during the time of the 

Prophet (PBUH) used to pay rent for the land in water and seeds. He (PBUH) forbade them from 

doing that, and ordered them to use gold and silver (money) to pay the rent.71 

Lease payments are agreed to in advance over a specified period of time. It has been reported in the 

hadith of prophet (peace and blessing be up on him) that the farmers during the time of the Prophet 

(PBUH) used to pay rent for the land in water and seeds. He (PBUH) forbade them from doing that, 

and ordered them to use gold and silver (money) to pay the rent.72 Care must be taken by the financial 

institutions to ensure that the contract abides by all the restrictions set in the Shariah like; sub-leasing 

requires the permission of the lessor, late payment penalties must be handled very carefully to avoid 

riba, etc.  

Recently, Muslim jurists have provided an Islamic alternative to conventional leasing purchase 

agreements.73 In this contract, a lease is written as discussed above, with an additional promise by 

the lessor that he will agree to sell the leased object at the end of the lease at a pre-determined residual 

value. The promise is binding on the lessor only, and the lessee has the option of purchasing the item 

at the end of the lease, or returning it to the lessor. 

2.2.7 Wadia  

Wadia  is an Arabic word which  means safe custody or deposit and is derived from the verb wadiah, 

which means to leave, lodge or deposit.74 Legally, the Hanafi scholars define it as an empowerment 
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to someone for keeping the owner’s property explicitly and implicitly; Whereas according to shafi’i 

and Maliki scholars, wadiah is presentation in keeping possession of respectable private goods in 

specific way.75  Hanbali scholars add the element of charity when they define wadiah as 

representation in keeping (other’s property) and it is done (by the keeper) as charity .76 With regards 

to legality of wadiah in Holly Quran it has been provided that, “Indeed, Allah commands you to 

render trust to whom they are due and when you judge between people, to judge with justice.” 77  

Furthermore, holy Quran  in chapter one prescribes that  “If you trust one another, then let him who 

is trusted fulfil his trust, and let him be conscious of God, his sustainer”78 The prophet (SAW) as 

reported in Bhukhari ordered that And perform the trust to those who entrusted you and do not betray 

those who betrayed you.79 

From these verses and its translation, we can understand that wadiah (trust financing) is allowed in 

Islam. Islamic jurists broadly interpreted it ( which of course is good for all social, economic and 

political engineering) so as to use it as one of the financial instruments in Islamic banking.80  

Two types of wadiah are available in Islam. The first is Safe custody based on trust (Wadiah yad Amanah) 

whereby the custodian shall keep the deposit as his keeping and taking care of his own property and also 

s/he is not responsible for any damages except due his negligence. Whereas Guaranteed Safe Custody 

(Wadiah yad Damanah) is the situation where custodian is responsible for property entrusted to him/her 

without consideration of negligence keeping. s/he can use profit gained form deposited property. Most of 

Islamic bank uses the second type of wadiah whereby they will derive profit from deposited property.81 

In Ethiopia, the most commonly practiced Islamic banking product in all interest free windows of 

all conventional banking which have such windows, is wadiah.82 

                                                           
75ibid 
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77 Holy Quran chapter 4: verse 58. 
78 Id chapter 2: verse 283. 
79 Sahih Al Bukhari as cited at 64. 
80 Id, 73. 
81 Ibid. 
82 Looking all advertisement of Islamic banking at media outlet, especially banner found in front of all conventional 

banking shows that all interest free banking windows apply wadiah. However, due to covid-19 author is unable to get 

sources on which form of wadiah has been in practice in Ethiopia. 
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2.2.8 Qard 

It is an amount lent to a person to be paid back at a later date in full or in installments. Islamic loan 

is different from conventional loan whereby the conventional loan is tied to interest payment plus 

principal while the Islamic loan is not, that is it operates at zero interest. Marifa Academy has defined 

it as follows.  

 Loan/Qard is the transfer of ownership in fungible wealth to a person on whom it is binding to return 

wealth similar to it. Important Principles of Qard Contract is that qard can be for a specific period of time 

or it can be given without a specific time period stipulated for repayment.  It is not permitted for a lender 

to stipulate or a borrower to extend, any excess in finance, irrespective of whether the excess is in terms 

of quality or quantity, or tangible or intangible, and whether the stipulation is at the time of contract or at 

a later stage during the contract. 83 

 An excess over Qard is permitted only at the time of its repayment when it is not stipulated in; 

irrespective of the subject matter of Qard being cash or kind. It means that borrower has to give 

excess with full happiness and free and full consent without pressure. The Creditor is allowed to 

charge the debtor all the actual cost it incurred to disburse the Qard amount like remittance charges 

when debtor is at default. 

2.2.9 Sukuk  

Sukuk is Islamic financial instruments similar to both share and bonds in non-Islamic financial 

instruments.  Sukuk is a freely tradeable Islamic participation certificate based on the ownership and 

exchange of an approved asset.84 It has been defined by Accounting and Auditing Organization for 

Islamic financial institutions as Certificates of equal value representing undivided shares in the 

ownership of tangible assets, usufructs and services or (in the ownership of) the assets of particular 

projects or special investment activities.85 

Sukuk is a financial instrument that shares characteristics with bond and stock which are issued to 

finance trade or the production of tangible assets. Similar to a bond, Sukuk has a maturity date and 

in some of them the holder will receive a regular income over the period and a final payment at the 

maturity date. While the conventional bonds price is determined only by the creditworthiness of the 
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issuer, Sukuk price is determined by the creditworthiness of the issuer and the value of the asset. 

Although Sukuk is also similar to stocks in the sense that it represents ownership and no guarantee 

of a fixed return (at least theoretically and in the standard model of Sukuk) but stocks have no 

maturity date. Sukuk also has to relate to a specific asset, project or service. Sukuk is a relatively 

infant financial instrument, designed to be a Shariah compliant alternative to conventional bonds, 

however much debate has been raised on the nature of the instrument, particularly in cases of default, 

where Sukuk holder designation was confused between equity holders and debtors. There are many 

reasons behind the confusion; however, some people say that, Sukuk is indeed equity and not a bond. 

A Sukuk can be structured on a debt based model such as Ijarah or Murabaha, yet certificate holders 

still are owners of the underlying asset that is leased to the beneficiary. So either the Sukuk is 

structured on an equity based model where Sukuk holders partner with the originator in a completely 

new venture or in already existing business or based on a debt based model, the Sukuk holders are 

always and surely equity holders and not debtors.86 

2.3 The Difference and Similarities Between Islamic Banking and Conventional Banking  

Islamic banking is a financial institution based on Islamic law called sharia law. Basically it is 

governed by principles enshrined in Holy Quran, hadith of prophet Mohammed (SAW) and 

teachings of Islamic scholars called fiqh. Whereas conventional banking is secular financial 

institutions governed by man-made laws. It borrows money from depositors at a lower pre-fixed rate 

and lend that deposited money to investors and other borrower at higher interest rate. 

In order to understand how the Islamic system differentiates between profit and interest, one has to 

look at the differences in the economic ideology. In a capitalist system, capital and entrepreneurs are 

treated as two separate factors of production. The return on capital is interest, whereas the 

entrepreneur, who risks losing money, earns a profit. While interest is a fixed return for providing 

capital, profit can only be earned after distributing the fixed return to land, labor and capital (in the 

form of rent, wage and interest). Thus, the capitalist system seems to favor those who lend capital to 

entrepreneurs by providing them a secure return, entrepreneurs bear the risks of incurring losses and 

still making interest payments on borrowed capital.87 

                                                           
86 PEGAH ZOLFAGHARI, AN INTRODUCTION TO ISLAMIC SECURITIES (SUKUK) , (Uppsala Faculty of Law 
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87 Rammal, H.G. Financing Through Musharaka: Principles And Application, 2, (2004), available at: 

http://www.westga.edu.  

http://www.westga.edu/


26 
 

 In conventional banking the main business of the bank is searching and attracting depositors and 

borrowers by increasing or decreasing interest rates. Recognizing these Da Jia Qian, Siva Kumar 

Velayutham provided that,  

The major financial objective of the conventional banking system is to achieve maximization of the 

shareholder’s wealth through interest differential. Although interest is not used in banking 

transactions, Islamic banks have products and services that are similar to conventional banks, i.e., 

saving and deposit accounts, loan, credit card and other financial products. All these products and 

services must abide with the Shariah.88 

Islamic banking does not depend on interest rate to increase its revenue. It inherently focuses on 

profit and loss sharing principles.  It prohibits investing on proscribed investments like financing of 

alcoholic beverage, gambling and other forbidden investments. As Islamic banking is traced from 

Sharia law, everything prohibited under Holy Quran is also mutate-mutandis prohibited Islamic 

banking. However, conventional banking will not bother about such non-secular values. Anyone can 

borrow money from conventional bank and invest on gambling or alcoholic beverage. Islamic and 

conventional banking, even if both are financial institutions, they are different. The following are 

their points of difference which the author has collected from different literatures. 

A. Difference in assumption. 

With regards to Islamic banking there is double standards whereby banks are prohibited from 

financing business which are forbidden by sharia law and laws made by legislature. In conventional 

banking no such kind of double standards. A bank can finance any business so long as it is not 

prohibited by laws of such country.   

This features of both banks have advantages and disadvantages. Looking from the perspective of 

corporal social responsibility Islamic banking has the effect of discouraging engagement of business 

like alcoholic beverages and cigarette production which is also the main purpose of excise tax. As 

drinking alcohol and smoking of cigarette will have an effect of damaging health prohibition of 

financing such business will have an effect of discouraging their production which has advantage of 

helping in implementation of government health policy. In Islamic banking system social, ethical 

and moral methods of wealth creation are first priority. Economic attractiveness of business is the 
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next priority. The reverse is true for conventional banking as it can finance any kind of business 

without limitation so long as it is legal in the country. The responses from convectional bankers are 

that the main business of bank is profit and financial growth.89 They argue that as there is no agreed 

prohibitory rule (whether customary or positive norms) of financing alcohol, games of chance, 

cigarette industries or similar investments, we have to attract customers and earn profit. 

Nevertheless, the author of this thesis has the view that at least protection of public health is universal 

custom which everyone has directly or indirectly responsibility. As conventional banks run for only 

economic needs of the society it is better to opting for socio-economic needs of the society (which 

is one of the main goals of Islamic banking system) than only for economic needs. Socio-economic 

needs are broader than economic needs of the society and hence better to choose the former than the 

later.  

In conventional banking money is the store of value, medium of exchange and product.90 Hence 

trading in money is permissible. Whereas in Islamic banking money has two features but not product. 

Since money is not product in Islamic banking it is prohibited to trade it.91 It is only trading with 

money which is allowed not trading in money. 

B. Different in operation 

In Islamic bank there is profit and loss sharing agreement between the bank and depositors. Hence 

money deposited in the bank is not treated as debt. It is like having quasi-equity for depositors. Bank 

is an agent of the depositors whereby it mediates between investors who need money for investment 

and depositors who saved money. Clearly looking the practice of Islamic banking, it is partners of 

both depositors and investors. With investors, the bank enters into contract whereby it will engage 

in management of an investment to the agreed degree and hence share both profit returns and loss 

risks.  When collecting the deposits from the public, the bank acts as Agent on behalf of the 

depositors to disburse the money to the users. Only deposit accounts which are based on al-wadiah 

principle are guaranteed.92  In Guaranteed Safe Custody (Wadiah yad Damanah), the custodian (most 

of the time Islamic bank) is entitled to use the deposit property for trading or any other purposes and 

hence, it has the right to gain some profit derived from the utilization of the property and the 

                                                           
89  With regards to comments the author has interviewed the manager of commercial banks at Babbile branch. 
90 Id, 3.  
91 id 
92 ALIMSHAN FAIZULAYEV, COMPARATIVE ANALYSIS BETWEEN ISLAMIC BANKING AND 

CONVENTIONAL BANKING FIRMS IN TERMS OF PROFITABILITY, 206-209: (2011).  
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sometime it is fully responsible for the damage.93 However, in wadiah yad amanah (safe custody 

based on trust) is basically a trust to keep and therefore, the custodian shall keep the deposit as its 

keeping and taking care of its own property94. It/she is not responsible for any damages except due 

her negligence95. It/she does not gain any profit from the contract. The permission will be required 

of the utility of the property. Last, it/she must return the property at any time upon demand of the 

owner. 

C. Different in impact of banking systems in economic development. 

Economic growth can simply be defined as a rise in GDP or GDP per capital. Islamic banking 

promotes entrepreneurship and emphasizes the sanctity of contracts, discourages speculative 

behavior and encourages risk sharing. It eliminates the concept of interest and precludes the use of 

debt-based instruments.96  The Profit and Loss Sharing financing are more focused on projects 

profitability than on creditworthiness like in the conventional system.97 Then, the process of capital 

accumulation is accelerated; this fact reinforces the process of real wealth creation and strengthens 

growth . Islamic banking Finances morally acceptable projects. Islamic banking is based on a moral 

system of Islam, which only allows for the financing of assets that are not harmful to society. Islamic 

banks are not allowed to finance casinos (night-clubs) and other activities that are deemed harmful 

to society and the poor in particular. 

D. Zakat and Al-Qard Al-Hassan:  

Islamic banking, as one of the Islamic financial tools, aims at contributing to the fulfillment of the 

socio-economic objectives and the creation of a just society. Islamic banks, like any other Islamic 

institutions or even Islamic individuals, should pay Zakat, and, in some times, are required to provide 

qard  al-hassan. Zakah is defined as an obligatory periodic levy on all Muslims who have wealth or 

income above a certain minimum, to be directed to specific categories of poor and needy people. On 

the other hand, al-qard al-hassan is simply defined as interest-free loan. No such obligation is 

imposed on conventional banking. 
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CHAPTER-3 

CRITICAL ANALYSIS OF ETHIOPIAN LEGAL AND INSTITUTIONAL FRAMEWORKS ON 

ISLAMIC BANKING 

Based on introduction of Islamic banking in our country, some conventional banks have opened full-

fledged Islamic banking branches as subsidiary while more than five independent Islamic banking 

has been under formation.  

This chapter deals with critical analysis of Ethiopian legal and frameworks with regards to Islamic 

banking business. In doing so the chapter has been divided into two major sections.  

Section one deals with Ethiopian banking business laws and its sufficiency in governing Islamic 

banking system.in doing so both operation aspect and regulatory aspect of legislation that may be 

applicable to Islamic banking products have been discussed in detail.  Section two deals with critical 

analysis of whether available institutions are sufficient to regulate Islamic banking or not. 

3.1 Ethiopian banking business laws and its sufficiency in governing Islamic banking system 

The section deals with the private aspect of the relationship between Islamic bank and its clients. 

Analysis has been made based on touching of major Islamic banking products described in chapter 

two such as profit-and-loss sharing (Mudaraba and Musharaka), cost plus mark-up (murabaha, 

salama, iststina), leasing (ijara,) with available rules governing it.  In all Islamic banking products 

sharia law prescribed that all contracts shall be in writing. Allah Almighty Says in the Holy Quran: 

“O Believers! When you contract a debt for a fixed term, you should put it in writing.”98Hence in 

reading this chapter’s all contract with regards to Islamic banking products, author advise the reader 

to keep in mind that written form is validity requirement. 

3.1.1 Musharaka and Ethiopian Business Laws. 

Musharaka can take the form of an unlimited, unrestricted, and equal partnership in which the 

partners enjoy complete equality in the areas of capital, management, and right of disposition. Each 

                                                           
98 Chapter 2, verse, 282, of Holy Quran. From this ordinance all Islamic banking financial transaction contracts which 

lasts for fixed or indefinite period of time shall be in writing therefore in analyzing all Islamic contract, one of the 
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resembles article 1720 of civil code which prescribes unless contracts required by law to be in written form is in writing 

it is mere draft. Therefore, the author advises readers to think that in all banking contracts written form is validity 

requirement. 
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partner is the agent and guarantor of the other. Another more limited investment partnership is also 

available. This type of partnership occurs when two or more parties contribute to a capital fund, 

either with money, contributions in kind, or labor. Each partner is only the agent and not the 

guarantor of his partner. For both forms, the partners share profits in an agreed upon manner and 

bear losses in proportion to the size of their capital contributions. 

Musharaka product  is Islamic banking service delivery model to its client which is called   an equity 

participation contract, whereby two or more partners contribute with funds to carry out an 

investment.99  Partners contribute capital to a project and share its risks and rewards. Profits are 

shared between partners on a pre-agreed ratio, but losses are shared in exact proportion to the capital 

invested by each party. 100 The sharing and participation between these partners can be in the form 

of capital financing and management of the undertaking. The parties will share in the profits and 

losses arising from the business undertaking. The bank collects funds from customers, most of the 

time from investment account holders. There are two models of musharaka. They are musharaka as 

full partnership and diminishing musharaka. In full time musharaka(partnership) the bank and 

investor partner are agreed for indefinite period of time. 

When used in home financing, Musharaka is applied as a diminishing partnership. In home 

financing, the customer forms a partnership with the financial institution for the purchase of a 

property.101 The financial institution rents out their part of the property to the client and receives 

compensation in the form of rent, which is based on a mutually agreed fair market value.102 Let us 

elaborate this point with example.  

Suppose that Mr. Megarsa (an individual) and a branch of Hijira (Islamic banks under formation) 

has agreed to form musharaka to finance G+3 business building for Mr. Megarsa. They agreed that 

bank will contribute 70% of contribution and 30% will be contributed by Megarsa. The home cost 

takes 4000000 ETB. First they have to build home and make market research of monthly renting 

price for constructed home. From the fact Megarsa contributed 1.2 million (30% of 4000000) while 

the bank financed 2.8 million (70% of 4000000). 

                                                           
99 see chapter 2.  
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101 SAEED A., MUSLIM COMMUNITY COOPERATIVE OF AUSTRALIA AS AN ISLAMIC FINANCIAL 

SERVICE PROVIDER, 3, (2001). 
102 Id, 85.  
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Assume again that the last period of payment is within 15 years and they have agreed on market 

value of monthly renting price of constructed building as 30000 ETB. Therefore, Megarsa will only 

pay 21000 ETB monthly for fifteen consecutive years.   

In this example the cost of rent Mr. Megarsa pays to the bank will always constant. In addition, as 

he pays more he secures more shares in the building and once he finalized payment he will be the 

owner of the home. In Islamic economics this is called musharaka mutanaqisah ( diminishing 

musharaka).103  Furthermore, it is common sense and does not need to be economist that the renting 

price of the building increases yearly and Megarsa is in advantageous position in using Islamic banks 

than conventional banks for home finance. In the event of non-payment of rent from the client, the 

financial institution has to take into consideration the reason for the non-payment.104 If the client has 

a valid excuse for nonpayment, the financial institution has to show leniency so that the client does 

not feel overburdened, and the client should give more time to make the payment.105 Musharaka is 

sometimes criticized as being an old instrument that cannot be applied in the modern world.106 

Since Islamic bank is the financial institution that has a role in contributing its role and enforcing 

monetary policy of the country, its regulation and supervision shall be different from other 

businesses and hence stringent and careful follow up is needed in its every product as well as 

activities.  

Musharaka has the nature of partnership business organization nonetheless it is different. However, 

since the bank has engaged as a partner with its customers, unlike other partnership, careful 

management shall be necessary. One of the mechanism of management is enacting rules and 

regulations to the business. Now let us see Ethiopian laws on musharaka of Islamic banking. 

Under article 22/2 of proclamation no. 592/2008 House of People Representatives empowered 

National Bank to issue directives to regulate banking businesses related to non-interest bearing 

deposit mobilization and fund utilization. Based on this empowerment, till now two directives have 

been issued. The first directive was directive no. 51/2011.107 Directive defined interest free banking 
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in general terms as   banking business in which mobilizing or advancing funds is undertaken in a 

manner consistent with Islamic finance principles and mode of operation that avoids receiving or 

paying interest. 

Regarding musharaka the directive has provided that equity participation in a project or a company 

shall be in strict compliance with “limitation on Investment of Banks Directives No. SBB/12/96 and 

60/2015. Musharaka operations involve sharing of funds and managements by banks and partners in 

which most of the times the bank will provide funds to partner and the later manages it. However, 

the cited directive restricted the actual musharaka of Islamic banking by limiting the share of finance 

into less than 20% of the project’s capital.108 Now  all these  directives have repealed and replaced 

by directive no. 72/2019 and directive no. 65/2017 respectively. 

The new directive109 allowed introduction of full-fledged Islamic banking for the first time in 

history of Ethiopian banking system. Promoting for greater financial inclusion, managing in safe 

and sound manner, as well as relating the regulatory framework with current banking sector reform  

is the main motive that pushed the national bank of Ethiopia to  issue this directive.110 This directive 

has many variations from its ancestor directive no. 51/2011. The first difference is that it permitted 

full-fledged Islamic banking. This can be discerned from definitional  article that “ interest free 

bank” means a bank licensed by the National Bank to fully engage in interest free banking 

business.111 Under article 3, the directive articulated that it  shall apply to all banks engaged in 

interest free banking business. However, article 4(3) only listed criteria for licensing interest free 

window112. For regulation and supervision of  full-fledged Islamic banking business  reference has 

been made to National Bank's directive on interest rate.113 Hence with exception to interest rate 

criteria all requirements for licensing conventional bank will also apply for Islamic banking 

business.  

                                                           
Bank to undertake banking business or a bank owned by the Government. Since, until coming into effect of directive 

no. 72/2019, no licensed Islamic banking the definition is set to refer conventional banking.  
108 see, art. 7/2. 
109 Licensing and Supervision of Banking Business (1 St Replacement) Directive to License and Authorize Interest Free 

Banking Business Number SBB/72/2019 

110 See preamble of the directive. 
111 See art.2(4) 
112 Interest free windows and interest free banking business are two similar but different terms. As has been clearly 

defined under article 2 of the directives the former refers windows in conventional banking while the later refers to fully 

fledged Islamic banking.  
113 See art.7(1) 
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The main point here is that whether the directive has regulated musharaka in either Islamic banking 

or interest free windows in conventional banking. Unlike previous directive, which has limited the 

amount of investment of banks, currently issued directive does not say anything. Hence one may 

argue that there is no any kind of limitation imposed on Islamic banking on investment of banks 

because the national bank has intentionally removed articles in repealed directive which refers to 

directive on limitation on investment of banks.  

However, it is in the   author’s opinion that Islamic banking in general and musharaka in particular 

has been regulated under regulation of conventional banking business. Article 7(1) of the directive 

no. 72/2019 states that in conducting interest free banking business, banks shall comply mutatis 

mutandis with all regulatory and supervisory requirements except National Bank's directive on 

interest rate. If so we have to find rules of musharaka in Ethiopian business laws in general and 

banking business laws in particular. 

Under commercial code of Ethiopia there are about three types of partnerships. Musharaka is a 

partnership form of business engaged by Islamic bank and other person together. However, the 

question may be raised here is that which partnership regulated under commercial code of Ethiopia 

fits Musharaka form of business? Do we have links in banking laws to commercial code? The 

commercial code has limited commercial business partnerships to those which are not ordinary 

partnership which means a business organization engaged into an activity specified under article 5. 

Regarding this commercial code has provided that,  business organizations shall be deemed to be 

of a commercial nature where their objects under the memorandum of association or in fact are to 

carry on any of the activities specified in Art. 5 of this Code.114 Since financing has been described 

under article five(5) argument may be raised that musharaka (partnership) formed by Islamic bank 

shall always be commercial and cannot be ordinary partnership. However, an act of financing is an 

activities of Islamic bank which is always commercial pursuant to commercial code of Ethiopia. 

Commerciality or non-commerciality of musharaka shall be determined based business purpose of 

musharaka agreement and practical activity on which partners engaged in. Hence we cannot say 

musharaka is always commercial. It can be commercial or non-commercial. 

The issue raised above is that among partnerships listed under commercial code, which one best 

fits to regulate Islamic bank’s musharaka. As has been concluded in the above paragraph musharaka 
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cannot be ordinary partnership. Hence we have only two partnerships.i.e. general and limited 

partnership to choose. 

In musharakah Profits are shared between partners on a pre-agreed ratio, but losses are shared in 

exact proportion to the capital invested by each party.115From this assertion we can deduce that the 

liability of musharaka in Islamic banking is limited liability. Nonetheless there is no totally limited 

liability in partnerships described under commercial code. For instance, general partnership has 

been defined as follows: 

A general partnership consists of partners who are personally, jointly, severally and fully liable as 

between themselves and to the partnership for the partnership firm's undertakings. Any provision to 

the contrary in the partnership agreement shall be of no effect with regard to third parties.116  

The definitional principles of musharakah states that both the bank and the partner will only be 

liable to the extent of their contribution. Unless there is fault in management of project or 

partnership, there is no personal, several and/or joint liability in musharaka towards third party or 

as between themselves; where as general partnership has such nature. Hence general partnership 

regulated under commercial code cannot fit musharaka of Islamic bank. 

Regarding limited partnership two types of liability has been articulated. The first is general 

partners who are personally, jointly, severally and fully liable towards third party creditor. The 

second liability, is partners who joined partnership as limited partners. They will be liable only to 

the extent of their contribution. Similar to their liability their participation in management is also 

limited. Under article 296 it has been expressed as follows. A limited partnership comprises two 

types of partners: general partners in full liable personally, jointly and severally and limited partners 

who are only liable to the extent of their contributions.117 

However, in musharakah both contribution and managements are participatory. Unlike general 

partnership, there is limited liability. Unlike limited partnership there is active participation of 

management by both Islamic bank and partners. Hence, currently regulated limited partnership will 

not fit to regulate musharaka of Islamic bank product.  

From the very definition musharaka, it is a partnership. It is partnership with unique future. Hence 

it cannot be companies because definition itself has barred it.  

                                                           
115 See chapter 2of this thesis titled musharaka. 
116  See article 280 of commercial code. 
117 See article 296 of commercial code. 
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If all three partnerships rules are unfit to regulate musharaka, the next question that may be raised 

here is which forms of Ethiopian business organizations’ rules can regulate musharaka? What is 

the extent of liability of partners towards themselves? And towards third party? Commercial code 

of Ethiopia should be amended in the way it includes the future of musharaka products of Islamic 

banking. 

3.1.2. Mudarabah and Ethiopian Business Law 

Mudaraba is contract between the capital provider and a skilled entrepreneur whereby the capital 

provider would contribute capital to an enterprise or activity, which is to be managed by the 

entrepreneur as the Muḍarib (or labour provider). Profits generated by that enterprise or activity are 

shared in accordance with the terms of the Muḍarabah agreement, while losses are to be borne solely 

by the capital provider unless they are due to the Muḍarib’s misconduct, negligence or breach of 

contracted terms.118 The bank (Islamic bank)  provides the entire capital needed for financing a 

project, while the entrepreneur offers his labor and expertise.119 The profits (or losses) from the 

project are shared between the bank and the entrepreneur as per at a certain fixed ratio. Financial 

losses are borne exclusively by the bank.120 Mudarib means an entrepreneur or a manager of a 

mudaraba project.121 Mudaraba is a partnership where capital is provided, in cash or assets (no debt 

is accepted) by one party- fund provider, and labor is provided by other party called mudarib. 

Mudaraba may be conducted between investment account holders as fund providers and the Islamic 

bank as a mudarib. Then with such fund, Islamic bank will be fund-provider for other 

entrepreneur(mudarib). No prior guarantee for principal & benefit and the fund can be deployed in 

any ‘permissible’ activities selected by the bank.  

From above explanation about the concept of mudaraba it can be deduced that it is contract. It is also 

partnership contract whereby bank and/or investment account holder is total financial providers and 

mudarib (entrepreneur) contributes only labor. Mudarabah is a contract between two parties: an 

investor (businessman or bank known as rabbalmal) who provides a second party, the entrepreneur, 

with financial resources to finance a particular enterprise. Profits are shared between the two parties 

                                                           
118 Id, 52. 

119 LUCA ERRICO & MITRA FARAHBAKSH , ISLAMIC BANKING: ISSUES IN PRUDENTIAL REGULATIONS 

& SUPERVISION, 7, ( International Monetary Fund Working Paper WP/98/30, , (1998)), available at: www.imf.org 

last accessed 15-Jul-2020. 

120 ibid 
121 Id, 52. 

http://www.imf.org/
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(rabbalmal and mudarib) according to a pre-agreed ratio, but if there are losses the investor bears all 

financial losses and the entrepreneur only loses his/her effort and his/her time. Mudarib contributes 

both the skills of entrepreneurship and skills of management but Islamic bank is passive in 

management of investment financed by it. 

 When we brought this Islamic banking product to Ethiopian business law, we ought to have to 

analyze it with six business organizations listed under commercial code of Ethiopia.  

From the very beginning, mudaraba product will not fit the requirements of share companies. 

Investing in share companies needs formation of company through public funding or other means 

by founders. There are requirements of forms like having memorandum and article of association. 

All those rigid requirements are not good in banking business investment. Since mudaraba is an 

agreement between two person i.e. Islamic bank and mudarib and also no legal requirements for 

mudarib to contribute finance, totally it is different from share companies and hence rules of share 

companies are inapplicable. 

With regards to mudaraba and private limited company, there are many similar features but much 

differences exists. It is not clearly provided under Ethiopian laws whether rules of PLC could apply 

to mudaraba. Mudaraba is a partnership contract. The same is true for PLC. The directives122 on 

limitation of investments of conventional bank allows banking institutions to invest in the form 

companies through buying shares but limits the amount of capital to be invested. Even if some areas 

of investments has been restricted, form of investments have not been circumscribed. Therefore, 

the reverse of article 513 of commercial code will not hold water. 

However, mudaraba cannot be regulated under rules of private limited company because in 

mudaraba, bank is total fund provider and mudarib is a manager who has contributed 

entrepreneurship. In companies in general and private limited in particular, the more you 

contributed for formation of company, the more you have more saying in management of the 

company. That is not the case in mudarabah. Hence the rules of PLC will not apply to mudaraba 

form of Islamic banking product. 

Regarding mudaraba and partnerships regulated under Ethiopian business organization laws, 

mudaraba is similar with limited partnership whereby the limited partner is liable to third parties to 

extent of its/his/her contribution.  

                                                           
122  National bank of Ethiopia Limitations on Investment of Banks (as Amended) Directives No.SBB/65/2017 
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Mudaraba is a silent partnership and employed in investment projects with short gestation periods 

and in trade and commerce.123The silence feature of mudaraba and its precedent short term period 

of financing project positions its taxonomy to joint venture feature of Ethiopian business 

organization. However, as it has to be displayed to regulatory and other organs which will be 

discussed in chapter four and joint venture will not be displayed for any one, this feature puts in the 

category of limited partnership regulated under article 296ff commercial code. Therefore, even if 

the rules are not sufficient, so long as the practice does not contravene to the rules of sharia law we 

can use rules of limited partnership described under commercial code of Ethiopia for mudaraba 

products of Islamic banking product. 

 But how can we solve the issue of appointment and dismissal of managers in mudaraba? Islamic 

bank provides the entire capital to entrepreneur. And liability of the entrepreneur is limited only to 

his time and efforts. Furthermore, no guarantee is necessary for risks without fault. However, if the 

negligence or mismanagement of the entrepreneur can be proven it is general principles of Islamic 

jurisprudence that she/it may be held responsible for the financial losses incurred. More than this 

the bank cannot dismiss manager or appoint another manager. Therefore, law has to solve such 

quandary. The rules need modification for protection of Islamic bank because bank is the total fund 

provider and rules of limited partnership dictates that manager is always general partner which has 

responsibility of jointly, severally, personal liability which is not features of mudaraba. 

3.1.3. Murabaha and Ethiopian business law 

Murabaha is a trade financing whereby it is a  resale with a stated profit; for example, the bank purchases a 

certain asset and sells it to the client on the basis of a cost plus mark-up profit principle.124 The seller informs 

the buyer of his cost of acquiring or producing a specified product; then profit margin (or markup) 

is negotiated between the buyer and the seller.  Murabaha is a sale transaction where the seller (the 

bank) buys goods and then sells them to the buyer(customer) at a mark-up price. From those 

explanations it can be deduced that it  is based on client’s promise to buy goods, bank buys an item 

identified by and for a client. The client agrees to repay the bank the price and an agreed profit later 

either on installment or lump sum bases.  

                                                           
123 Id, 122. 

124Id 52. 
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In property contract in general and murabaha contract in particular there are about four basic validity 

requirements which the bank shall fulfill before entering into agreement with client. These are 

objects of contract must be lawful, contract must be free from conditional contract (existence and 

certainty of goods), goods must be deliverable and determinable and as well as always in written 

form.  

The lawfulness requirements of murabaha has two dimensions. The first and of course priority 

dimensions are its compliance to sharia law. Accordingly, the murabaha contract must be the one 

allowed by Islamic economic laws. The goods under contract must be halal (permitted for use by 

sharia law) products or goods. It is prohibited to agree to buy alcoholic products or inputs used to 

produce alcohol. The second dimension is compliance to human made laws.i.e. positive law. An 

agreement made between Islamic bank and murabaha client should be in accordance with relevant 

laws of the country. Murabaha contract is valid only if the property on which the contract is made 

has existence. As Gharar (a form of uncertainty) is prohibited in Islamic contract in general and 

Islamic finance in particular, murabaha contract entered based on gharar is void. To achieve this, in 

addition to written form of contract, Islamic banks must clearly state four elements in a sale and 

lease transaction: price, quantity, quality and time of delivery.125 Non fulfilment of these essential 

condition makes transaction of the bank void. However, in Ethiopian law of contract such 

requirements are not validity requirement. Where there is such gap in contract it can be filled by 

later agreement  or using customary practice. 

The normal sale where only the end selling price is stated is known as Musawamah. In this type of 

sale, the bank discloses to the client only the sale price. “I’ll sell this machine for US$ 20,000 and 

you can pay in 15 months. Would you like to buy this?” The buyer can agree to the price or negotiate 

until the parties reach an agreement. 

Therefore, murabaha contract may not be illegal as well as conditional and its object shall be possible 

for human beings for delivery and it must be specified without doubt. As repeatedly described, 

Ethiopia has admitted Islamic banking. Some of subsidiary branches of Islamic banking are 

practicing limited products.126 Since Islamic banking in Ethiopia is at primary stage, let us discuss 

available laws of Ethiopia regarding murabaha contract of Islamic banking product. 

                                                           
125 INTERNATIONAL TRADE CENTRE (ITC) ISLAMIC BANKING: A GUIDE FOR SMALL AND MEDIUM-SIZED 

ENTERPRISES GENEVA: ITC, 2009. Available in softcopy at www.itc.org ITC/P235.E/BE/09-XI. 
126  The author has consulted commercial bank of Ethiopia’s branches of Islamic banking, the formats of contract 

destined, manuals thought and training taken are mostly on mudaraba and murabaha contract. 

http://www.itc.org/
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The grandmother for all Ethiopian business laws is general contract law regulated under book IV 

title XII article 1675ff of civil code because it is applicable for every contract as general law unless 

clearly regulated in special laws of each contract. 127 Under the same code book V title XV contract 

for assignment of rights has been regulated. In this part of civil code special contract of sale, barter, 

donation, and loan has been regulated. The most relevant part of this book for the issue at hand is 

provisions relating to law of sales. The general principles that relate to contracts such as offer, 

acceptance, consideration, etc. apply to a contract of sale of goods and the parties are free to agree 

on the terms which will govern their relationship. The same is true for murabaha contract. Since 

murabaha contract is also an agreement, basic principles of general contracts such as consent, 

capacity, object and forms are applicable. Contract of sales can be defined as sale as a contract 

whereby one of the contracting parties (Seller) obligates himself to transfer the ownership, and to 

deliver the possession, of a determinate thing; and the other party (Buyer) obligates himself to pay 

therefor a price certain in money or its equivalent.  

The nature of murabaha contracts resembles to contract of sales as it is the bank who agrees to deliver 

goods to the client and the later pays the price according to the agreed manner. The main difference 

between contract of sale and murabaha contract is that, in sales contract, the seller may be producer, 

wholesaler, or retailer. The seller may be individual owner. However, in murabahaa, the bank is 

neither producer nor whole seller or retailer. It is financier where by the buyer may initiate and offer 

the price and the bank accepts and provide goods for the former.  

In the sales contract, since the seller’s usual business is selling the good at hand, she/it has choice to 

sale goods to another buyer even if the first agreed buyer failed for different reasons. But in 

murabaha as the usual business of the bank is not selling the good financed, it may miss the money 

if it does not deliver the good to the client owing the fault of the later once the goods have been 

received from the seller. For example, Zamzam bank and Hawa (the client) entered into murabaha 

agreement. The bank agreed to buy and deliver a car for 3000,000 ETB and 5% of profit. Ms. Hawa 

agreed to pay the bank buying price of car.i.e. 3000,000 and 5% which will be completed by 

installments payment within five years. Assume that, the bank agreed with the car company and paid 

the price of the car and received the car as specified in the agreement. Assume also that, Hawa failed 

to perform her part and denied to receive the car because she has bankrupted. The bank will bear 

                                                           
127 Civil Code of the Empire of Ethiopia Proclamation No. 165 Of 1960, art. 1676. 
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high risk of loss because it may not get another buyer. Hence the bank deserves special legal 

protection in financing murabaha. Ethiopian general contract law and contractual provisions for law 

of sales are relatively sufficient to govern murabaha contract in Islamic banking and if and only if 

the bank which enter into contract of murabaha be precautious in drafting contract as well as 

selecting customer.  

 3.1.4 Istisna and Ethiopian business law 

In principle gharar (conditional contract) is prohibited in Islamic economics. As has been repeatedly 

expressed ambiguous or uncertain contract is not allowed in Islamic contract law in general and 

financial laws in particular. However, in exceptional circumstances some kinds of conditional 

contracts like istisna has been permitted by sharia law.  

Istisna is Islamic bank’s commission to manufacturing. Istisna, manufacturing, is a new method in 

modern Islamic banking that is defined as a contract in the manufacturing industry which allows 

flexibility to one party to obtain industrial goods by an upfront cash payment and deferred delivery 

or a deferred payment and deferred delivery. 

Istisna` refers to a contract to sell to a purchaser a non-existent asset that is to be constructed, built 

or manufactured according to the agreed specifications and delivered on a specified future date at a 

pre-determined price. 128 

From all these definitions it can be deduced that istisna is a conditional contract whereby one party 

requests manufacturer or contractor to produce specified type of product or construct building 

against the payment of money for the later. Most of the time the bank agreed with factory or 

contractor to finance the production or construction of specified goods or buildings. 

The objective of istisna is promoting manufacturing, construction, assembling or packaging. These 

sectors are the main hub of economic sector in which promotion of such sector will bring economic 

development of the country. Therefore, Islamic bank’s istisna finance is one option for development 

of manufacturing and construction sector of economy. 

The main difference between istisna and murabaha is clear that Istisna, an instrument of pre-

shipment financing and it is a contract where the deal can be referred to something not in existence 

                                                           
128 AZREN RIZUANI et al. CENTRAL BANK OF MALAYSIA,  ISTISTINA` CONCEPT PAPER, 7, (2014), available 

at www.bnm.gov.my  last visited 21-Jul-2020.   

http://www.bnm.gov.my/
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at the time of concluding the contract, while Murabaha is an order to buy goods or commodities 

which are in existence in hand or possible to be found in the market. 

Unlike conventional contract whereby conditional contract can be entered and enforced in court of 

law, sharia law at least in principle, prohibits uncertain (conditional) contract. Despite prohibition 

some Islamic financial products have conditionality nature of contract. 

Sahl reported that the Prophet (peace be upon him) sent for a woman from the emigrants 

who had a slave who was a carpenter. The Prophet (peace be upon him) told her, "Order 

your slave to prepare wood (pieces) for a pulpit." So she ordered her slave, who went and 

cut wood from a tamarisk tree and prepared a pulpit for the Prophet (peace be upon him). 

When he finished the pulpit, the woman informed the Prophet (peace be upon him) that it 

had been finished. The Prophet (peace be upon him) asked her to send that pulpit to him so 

they brought it. Sahl said, “The Prophet lifted it and placed it at the place in which you see 

it now.129  

Istisna contract involves at least three parties. The first party is the financier, Islamic bank, the second 

party is manufacturer and/or construction company, and the last party is client for whom the bank 

financed the project. 

An Islamic financial institution decided to offer project financing based on istisna` contract to 

renovate and refurbish its customer’s business premise. The proposed modus operandi for this 

istisna` financing is as follows:  130 

i. The Islamic financial institution subsequently appoints a contractor to undertake the 

renovation works of the premise according to the specifications as stipulated in the 

agreement.   

ii. The customer will pledge a conventional bond as security to secure the financing. The 

bond which has been pledged will be liquidated by the Islamic financial institution (only 

up to the principal value of the bond without interest) if the customer failed to honor the 

instalment due according to the terms and conditions of the agreement.  

                                                           
129 . Sahih al-Bukhari. 
130 This example has taken from sharia resolutions in Islamic finance page 21  
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iii.  In case of failure to complete the renovation, the customer is not required to pay the pre-

agreed price and the Islamic financial institution will enforce the terms and conditions of 

the agreement to claim compensation from the contractor. 

Example 2-, suppose Jitu construction company P.L.C. needs 100(hundred) tons of manufactured 

cement per month for consecutive two years which it will use for construction of dam from wabe-

shebele river which it entered into agreement with government of Oromia regional state. Suppose 

again that no cement factory can sufficiently produce such amount of cement demanded by Jitu 

construction at a time. According to istisna, the following will be the best solution.  

Jitu construction will enter into agreement with Islamic bank (for example, Hijira bank) to pay the 

price of cement to the bank. 

Then the bank order one of the cement factory to expand its production by entering into agreement 

to finance the cement factory for purchasing of input resources used to produce cement. 

The cement factory after receiving finance from bank will produce more cement and transfer what 

is needed by Jitu construction to the bank and the bank will deliver to the construction company. 

In the above transactions, the bank will receive profit from both manufacturing company and 

construction company at agreed percentage. Construction company will get product at market price 

within needed time. Manufacturing company got finance from bank and expanded its production 

capacity as well as rates of return. Another example of istisna in construction sector will be as 

follows. 

Example3- Suppose Mr. Abdul-Aziz wants to build five-star hotel in Harar city but he holds 

insufficient capital. The best solution for his entrepreneurship according to istisna financial product 

is that, he will agree with Islamic bank for fixed cost of construction determined according to the 

then market price and the money will be paid to the bank in the form of installment. Since the bank 

has finance it will employ construction company through agreement. Then the bank pays to the 

company and receives from Mr. Abdul-Aziz. Most of the times the bank owns construction 

contractor through musharaka. Therefore, the money revolves around the financing bank and not 

other’s pocket. 
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The legal issues involved in istisna are the following. The first is that legal provisions that may 

govern an agreement between the client and the bank. Note that in this case that all validity 

requirements for general contract laws apply. In addition to these, all agreements shall be compliance 

to sharia law. However, the question that may be raised here is: who is offeror? Does Ethiopian 

business law sufficiently govern such agreement? 

The client is a person who is in need of finance. Hence he/she may propose offer. The bank may 

accept the offer made by client. As to the validity requirements of this contract, general contract 

law’s provisions of civil code applies. This is evidence from article 1676/1 of civil code. So long as 

elements of capacity consent, object131, form are fulfilled, contract between client and Islamic bank 

is valid. The second legal issue involved here is the law that govern an agreement between Islamic 

bank and manufacturer/contractor. In this contract the bank is offeror and company is offeree. Both 

sides of  contracts must be in writing.132 

With regards to sufficiency of legal provisions regarding istisna financial product of Islamic banking, 

Ethiopia has only contract law. the author has seen no law regarding such type of product. Since 

Islamic banking is new to Ethiopia with exception to contractual provisions of civil code, so far no 

proclamations, directives or any other laws are available on istisna or similar transactions. Critical 

analysis validity and formality requirements of civil code provisions  show that with all its 

limitations contract law provisions can govern agreements. 

3.1.5 Salam and Ethiopian business 

Similar to istisna, salam Islamic financial product is an exception to general principles of Islamic 

contract law which dictates prohibition of conditional contract. It can be defined that Forward Sale 

Contract- For Produce and Sale.  

Salam is a contract of sale of ordered goods with the later day delivery by the seller  and the 

repayment made by the buyer at the time the contract was made in accordance with certain 

conditions.133 

                                                           
131 However, the two dimensions of lawfulness requirements of object must be observed. The object of contract must be 

in accordance with sharia law and Ethiopian laws. If one of them is not observed and object of contract violates any of 

them the contract is invalid.  
132  Id, 98.  
133 Maria Wardayati, et al.  Innovation of The Salam Financing Product (A Case Study in Bumi Rinjani Probolinggob), 

13(1) PAGBR ,933(2016). www.semanticscholar.org  

http://www.semanticscholar.org/


44 
 

Salam is an agreement whereby payment is made in advance for delivery of specified goods in the 

future. Salam is valid, subject to the condition that the quality and the nature of the subject matter, 

time, place of delivery and the price are clearly stipulated at the time of the contract. To acquire any 

asset for working capital by advance payment at a discounted price and subsequently sells the asset 

upon delivery. 

Most of the time salam contract is used to finance agricultural sector. The modus operandi of salam 

contract is the following. 

i. The farmer wants to expand its agriculture or mechanize it and needs capital or input 

materials for such. Then he/she has to offer the bank, the later to finance him by telling 

the later the material he/she need. The material needed may be combiner, tractor, or 

fossils used for maximization of agricultural production, (locally known as medabaria). 

ii. Then the bank accepts offer and agree with the farmer about quality, quantity, time, and 

place of delivery of the material offered by farmer. 

iii. After receiving an offer from farmer, the bank offers to the industry or wholesaler which 

produces materials needed by farmer. Once the factory or wholesaler agreed, the bank 

performs three agreements.  

iv. The first agreement is an agreement with the farmer including the time and manner of 

payment. Most of the time the farmer pays in kind that is after threshing of crops from 

farmland. For instance, they may agree that the bank will provide seeds and medabaria, 

but receives 30% of all crops after collection. Accordingly, if the bank financed 10 

hectare of farmland which each hectare gives 50 quintals of wheat, the total production 

of wheat is 500 quintals. Since according the above agreement the bank provided sowing 

seed and all other needed inputs and also agreed that the bank will receive 30% of total 

production, the bank will receive 150 quintals of wheat at the end of crop collection. 

v. The second contract is an agreement with input producing factory. In this contract the 

bank has to set an agreement about all quality, quantity, time, cost and every aspect of 

the material as per an agreement with the farmer. Hence here the bank is an offeror. 

vi. The third contract is a contract with food complex to sell this 150 quintals of wheat. Since 

the main business of the bank is not trade but financing, it has to agree with the buyer of 

the wheat at the end of the time to acquire its expectation. 
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There are many risks in these contract. For example, what if the farmer and the bank agreed for one 

term and due to many reasons including natural cause, the farm was damaged and bank lose all 

finance? shouldn’t it be fair to force the farmer that an agreement will exist for the next term without 

any other condition? Therefore, the bank has to analyze and made market research before involving 

in such business. For instance, it has to send an agricultural expert to the farm land before agreeing 

with the farmer. After financing it has to oversight the crop to avert damage. Hence it is not only 

bankers that has to be involved but agricultural economists. 

To reduce risks which are in evitable in salam product, there shall be special laws for Islamic banking 

in general and special directives in particular, and bank has to enter into agreement with prudence. 

An agreement shall be based on both sharia and man-made laws. So far Ethiopia has no any special 

law, regulation or directive regarding salam. Therefore, she needs special law for the following 

reasons. 

The first reason is that Ethiopian civil code is not sufficient to govern such kind of complex contract. 

For one thing general contract law found in civil code is a guideline and it has no such detail 

provisions to regulate salam contract and Islamic bank is new to our country and people has 

inexperience on it. 

The second reason why Ethiopia has to enact special law regarding salam is that about 80% 134of our 

population lives in agriculture, and most if not all of those percentage depends on traditional way 

and therefore needs mechanization which in turn needs special financing. Such special finance also 

needs special regulation and hence we need special law. 

The third reason is that there should be mechanism of dispute resolution different from litigation in 

such financing because for one thing it involves much number of people which if not managed in 

legal and careful way may result in court congestion (flooding courts by cases) and for other thing 

the litigation takes long period of time which may harm bank.  

Therefore, for all the above listed reason or other which have not described Ethiopia needs special 

laws on Islamic banking operations in general as well as salam financing product in particular. 

3.1.6 Ijarah and Ethiopian business law 

Ijarah is one among Islamic banking products in which it is about transferring of usufruct rights. It 

is a lease-purchase contract, whereby the client has the option of purchasing the item.135 The most 

                                                           
134 Ministry of agriculture www.moa,et.  
135 Id,52.  

http://www.moa,et/
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common form of Islamic project finance is ijara and it is virtually identical to leasing and hire-

purchase arrangements, with the main difference that ijara cannot be used for financing consumer 

goods.136 Legally, the lease contract is not a sale of the object, but rather a sale of the usufruct (the 

right to use the object) for a specified period of time. 

From these definitions we can infer that ijarah is an agreement whereby the lessor leases building, 

machineries, and other equipment to the client at an agreed rental for fixed period of time as agreed 

by parties. Careful Islamic financial institutions ensure that the contract abides by all the restrictions 

set in the sharia (e.g. sub-leasing requires the permission of the lessor; late payment penalties must 

be handled very carefully to avoid the forbidden Riba.).137 

In Islamic banking product, modes of operation of ijara (lease contract) in Islamic banking is as 

follows. Suppose Mr. Chala want to buy cars from Chinese automobile company in order to operate 

tour business in Ethiopia, but he has no sufficient balance of money. Since interest has moral hazard 

he decided not to go to conventional bank for financing. Therefore, he decided to ask Islamic bank 

in Ethiopia. To succeed in getting finance he has to fulfill the following. 

i. First he has to go to automobile company and discuss the type of car and its quality, 

quantity, as well as price. 

ii. Next he has to agree with bank to buy him the cars according to their leasing agreement. 

iii. The bank, then will buy the car by its own name and lease to Mr. Chala for specified 

period of time. In this agreement the bank can put the terms of agreement, that the cars 

at hand once transferred to the Chala shall be operated according to sharia law and cannot 

be leased for other person unless approved by bank. 

iv. The banks make the car available to Mr. Chala according to agreed terms including 

securities.  

Apart from retaining ownership over the asset that is financed, the bank builds in additional 

security through the payment by the lessee of an amount to be mutually agreed upon by the 

parties as a security deposit. The lessor can use this in any manner it wishes in case of a rent 

                                                           
136 THE UNCTAD SECRETARIAT , ISLAMIC FINANCE AND STRUCTURED COMMODITY FINANCE 

TECHNIQUES:WHERE THE TWAIN CAN MEET,17,(2007),available at 

www.unctad.orgUNCTAD/DITC/COM/2006/6 , last accessed July 28, 2020. 
137 Id, 52. 

http://www.unctad.orgunctad/DITC/COM/2006/6
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default. To ensure timely payment, “liquidated damages” are included in the contract, 

specifying extra payments that need to be made for any day of delay.138 

However, the liquidated damages received due to default of lessee as penalty for non-performance 

of contract, is not the return of the bank. The bank will use such kind funds for charity purpose 

because sharia has forbidden it to use as profit or income. It is only a machine used for forcing lessee 

performance of contract. 

There are three parties in ijarah contract. For instance, in the above example the first party is the 

lessee, the second is the bank and the last party is automobile company. There are also two versions 

of contract. Each version of contract involves different legal sector.  

The contract between the bank and automobile company is the contract of sale. In this contract the 

bank is the buyer while automobile company is the seller. Therefore, applicable law is law of sales. 

Regarding this contract Ethiopia has also separate laws found in civil code.139 This contract is a 

preliminary contract for contract of ijarah because unless the bank buys the cars from automobile 

company, it cannot enter into contract of ijarah with the usufractuary. 

When it is home financing ijarah contract resembles to contract of diminishing musharaka.  

However, the main difference between them is that in diminishing musharaka, the client is an owner 

of the home at the end of the day by application of the law without concluding new contract while 

in ijarah contract,  the lessee cannot totally get ownership of the subject matter of contract unless 

she/it bought after ijarah contract. That means to get ownership of leased object, lessee need to buy 

it through new contract different from contract of usufruct. 

The issue that has to be clarified without doubt here is that the similarities and difference between 

ijarah contract and contract of lease. Lease has been defined as A contract by which a rightful 

possessor of real property conveys the right to use and occupy the property in exchange for 

consideration, usu. rent. - The lease term can be for life, for a fixed period, or for a period terminable 

at will.140 It is a contract by which the rightful possessor of personal property conveys the right to 

use that property in exchange for consideration.141 

                                                           
138  Id,52. 
139 Civil code of Ethiopia, Book V. Special Contracts Title Xv Contracts Relating to The Assignment of Rights, art. 

2266ff. 
140, Id, 35. 
141 Ibid. 
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The other issue that has to be raised here is the difference between contract of ijara and conventional 

bank’s home financing. The main difference lies on the rights to be transferred and its grand principle 

of interest. conventional bank finances home by receiving cost + profit+ compound interest from 

individual owners. At the end of the day, individual is the owner after completing the payment. The 

ijarah contract is a contract of lease which is transfer of usufruct rights not ownership rights and it 

cannot receive any kind of interest.  

As has been repeatedly described, ijara contract is similar to contract of lease or it is transfer of 

usufruct rights. This type of rights has been regulated under Ethiopian civil code. Unlike other 

Islamic banking products, ijarah contract has legal provisions in Ethiopia legal system. Provisions 

of civil from article 1309-1353 governs the relationship between usufrutuary and owner of the thing.  

As has been explained ijara contract is similar to usufruct contract regulated under Ethiopian 

property law section of civil code. It is great advantages for Islamic bankers to have such provisions. 

Everything including insurance have been regulated in detail. Using such provision and general 

contract law’s provisions, it is enough to govern ijarah contract of Islamic banking142. However, the 

rules of sharia shall be complied with, if not, every transaction are void because everything shall be 

screened in the lenses of sharia principles. To observe the rules of sharia law in ijarah financing 

contract, Ethiopian usufruct law has to be amended in the way that puts compliance to sharia law as 

validity requirement for contract of ijarah. 

3.1.7 Islamic bank and Ethiopian law of taxation. 

Operation of Islamic bank needs analyze and application of all business related laws which may 

include Ethiopian law of taxation. The tax system is adopted by governments to raise funds for the 

financing of public expenditure and the governments employ tax revenues for the payment of 

defense, to construct roads, buildings as well as operating schools, hospitals, to offer the poor food 

and medical care to the people. Without taxes to finance economic and non-economic activities, the 

existence of any government is impossible. Ethiopian tax system is different from Islamic taxation 

system.   

Islam has a completely different perspective on the economy and tax as the Islamic basis is different 

to that of capitalism. Fundamentally taxation in Islam and under the khilafah puts the emphasis of 

                                                           
142  Commulative reading of article 1676, 1309ff, and explanations of ijara as described above. 
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taxation on wealth rather than income. The traditional Islamic taxation system does not tax income, 

but taxes wealth. This means that the average person will be left with more disposable income and 

will be liable for tax on whatever wealth is left at the end of the year.143 

Collection of Tax is a revenue for government in one hand mechanism of fair distribution of 

resources on the other. As much as the knowledge of the author is concerned every legal system has 

consensus on collection of taxation. Islamic legal system from which sharia law emanates is also not 

exception.  

However, imposition and collection of tax in Islamic finance is a complex because the earliest 

taxation in Islamic legal system is on asset/property. Zakat (tax) was imposed on 1/40th  of taxpayer’s 

asset/property.144 Modern taxation in Islamic economics is a complex. On this writer like AL 

Mustapha A. Aliyu has provided the reason of complexity as depicted below. 

Islamic tax is defined as a product that poses a serious challenge as result of, (i) there is lack of tax 

knowledge by both tax authority and taxpayers, (ii) significant resources are needed to approach tax 

authorities on Islamic tax, and (iii) there is lengthy process on the rulings of tax by the tax authorities 

as a result of interpretive, technical and issues that are policy based.145  

 From this assertion, we can infer that both tax authority and tax payer’s knowledge is to short 

compared to the potential paying capacity. The statement is taken from an article which scholar has 

written on Nigeria, non-Islamic state, similar with Ethiopia, which has adopted dual banking system 

i.e. conventional and Islamic banking system. One of the main principles of taxation is economical 

administration of tax system. Its essence is that tax authority shall use the least cost rule in collection 

of taxation. In countries like Ethiopia, let alone new version of an economy akin to Islamic banking 

and its products, from day to day practical activities that has been endured as common sense I can 

say that tax administration in conventional business is too backward and uneconomical. Taxation of 

Islamic banking and its partner in Ethiopia needs, new horizons of tax administration.  

                                                           
143 Abdul-Qadeem Zalloom , taxation in Islam, 7,  http://www.kalifaat.org/pdf/FundsintheKhilfahstate .pdf accessed on 

august 26,2020  
144 Zakat (taxation in the form of donation) is one among five pillars of Islam such salat (praying), zakat(tax), fasting 

(Ramadan), hajji(pilgrimage). Without respecting and implementing them no one is presumed to have been Muslim 

(follower of Islamic religion). Therefore, taxation is backed by Qur’anic verse for Muslim. 
145 AL Mustapha A. et al. Islamic Perspective on the Impact of Ethics and Tax for Nigerian Economic Development,  

2(3) (IJIEFS) ,138(2016),  available  http://ijisef.org/ last accessed 20-Aug-2020 

http://www.kalifaat.org/pdf/FundsintheKhilfahstate%20.pdf
http://ijisef.org/
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Basically the dominant practice of Ethiopian legal system and sharia law in taxation is different as 

dominant tax position of Islamic legal system bents to asset based/property based taxation while 

critical looking of all Ethiopian tax legislations (income tax, excise tax, turn over tax, proclamations 

and etc.), it shows Ethiopia’s tax system is based on income of tax payer. It mean that author is  not 

concluding that property is not taxed in Ethiopia rather the dominant tax variety of Ethiopian tax 

base is income based taxation. 

When admitting Islamic banking in the country, someone may think that Ethiopia accepted dual 

legal system on taxation. However, no variation has made to tax laws of the country. Do the existing 

proclamation fits taxation of Islamic banking? How do Islamic banking partners like mudaraba will 

be taxed? Zakat (taxation in the form of donation) is one of the pillars of Islam but its amount has 

been limited by proclamation no. 979/2016. Doesn’t it contradict religion? In taxation of Islamic 

banking in Ethiopia, many issues have to be resolved. For instance, the following has been provided 

under article 24 of federal income tax proclamation no. 979/2016. 

In determining taxable income of a tax payer for a tax year, the tax payer shall be allowed a deduction 

for the amount of donation when donation is made: A/ to Ethiopian charities and Ethiopian Societies 

B/ response to a call for development or emergency call issued by government to defend sovereignty 

and integrity of the country, to prevent or provide relief in relation to man-made or natural disaster, 

or an epidemic, or for any other similar cause. The total deduction allowed for tax payer for a tax 

year shall not exceed 10% of the taxable income of the tax payer for the year.146 

The Ethiopian taxation system bases income of tax payer. The above provision also proves that any 

business, which may include Islamic banking, will be taxed from its yearly income not asset. In 

Islamic zakat form of taxation, tax payer who has accumulated money minimum of (85gram of gold 

x the current market value) in which that money permanently lasted for a year as accumulated 

without any kind of transaction or use, will pay 1/40th from taxpayer’s asset in the form of donation. 

Tax paid in the form of zakat will not inter government treasury rather donated as a charity to peoples 

in need. Note that it is unlike Ethiopian tax law, such tax is paid from income of previous years not 

year of taxation for conventional business. so far Ethiopian tax system has not adopted itself to sharia 

based business and therefore its tax laws needs reconsideration.  

                                                           
146 Federal income tax proclamation no. 979/2016, federal negarit gazetta extra-ordinary issue, 22nd year, no.104, Addis 

Ababa 18th August 2016, art. 24. 



51 
 

The other issue that has to be raised here is the issue of taxation of clients/partners of Islamic 

banking. Partners of Islamic banking most of the time are either trader or investor. If so they may be 

registered tax payer and no problem with regards to payment of tax. But sometimes bank plays the 

role of broker or agent.  

In the case of restricted investment accounts (RIA), the bank acts only as fund manager -- agent or 

non-participating Mudarib -- and is not authorized to mix its own funds with those of investors 

without their prior permission. The Institutions offering Islamic Financial Services (IIFS) operate 

these accounts under the principle of Mudaraba and tailor modes of investments as well as profit 

distribution to the risk appetite and needs of the individual clients. Funds provided by restricted 

investment account (RIA) holders are off balance-sheet. The relevant information about such 

accounts is provided in the statement of changes in restricted investments and their equivalent, or as 

a footnote to the statement of financial position, a treatment similar to that for funds’ management in 

Basel Committee on Banking Supervision (BCFS).147 

The issue here is that who will pay the tax on such restricted investment account and how? Can the 

bank withhold it from both investor and restricted investment account holder?   In principle everyone 

who receives income will pay tax. However, in transactions like mudaraba contract, available laws 

are not clear on the manner of collection. Therefore, for such and similar type of financial 

transactions Ethiopian taxing law has to be reconsidered to accommodate Islamic banking in general 

and such type of transactions in particular. 

3.1.8 Islamic bank and Ethiopian investment law 

It is no doubt that, investment is a key for economic development and it needs regulation.  Islamic 

banking system has two aspects of investment. The first aspect is that establishing the bank itself 

needs land, labour, capital and entrepreneurship. Those who engaged in, needs to bear risk. The 

second aspect of Islamic banking’s investment is institution’s investing with other partners. To 

elaborate it, when shareholders of Islamic bank come together, found bank and operates it, all risks 

are taken by shareholders for the amount of contributions. This is the first aspect of Islamic banking 

investment. Whereas when established Islamic banking invested with partners such as musharakah, 

mudaraba, sukuk, or etc. the bank as institution (not shareholders) bear risks.  Both aspect of Islamic 

                                                           
147 WAFIK GRAIS AND MATTEO PELLEGRINI, CORPORATE GOVERNANCE AND   STAKEHOLDERS’ 

FINANCIAL INTERESTS IN INSTITUTIONS OFFERING ISLAMIC FINANCIAL SERVICES,7( World Bank 

Policy Research Working Paper 4053 ),  (2006) available at: www.wbg.org  last accessed 24, August 2020 

http://www.wbg.org/
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banking’s investment needs prudential regulation and supervision because risks are high in Islamic 

banking than conventional banking.  

Unlike conventional banks which trades with money, for Islamic banks money has no value in its 

own and cannot be commodity with value to be bought or sold. Also financiers (Islamic banks) are 

not creditors rather they are partners with entrepreneurs. 

Money has no value on its own, and cannot be a commodity with value to be bought or sold. Money 

increases or decreases in value only when joined with other resources for the purposes of productive 

activities. Money, unless backed by other assets, cannot increase in value over time; profits or losses 

cannot be had due to the time value of money. Financiers are those providing funding. They are not 

creditors in the conventional sense that are guaranteed or expecting a certain financial return, 

measured by interest, fees, or any other form of payment. Financiers are investors who share the risk 

with the client or business owner; those risks are shared by mutual repercussions of distribution of 

profits or losses.148 

Islamic banking system has many products that have discussed in previous sections. Some of them 

are related to trade while others are related with investment which are the main issue of this section. 

Among those related with investments sukuk (equity participation), musharaka, mudaraba, ististina 

and ijarah are the majors. The main issues that has to be clarified here is that, should Islamic banking 

products related to investment in its nature be governed by investment law or banking business law?  

The second issue is whether limitations provided by national bank of Ethiopia be fairly applicable 

to Islamic banking? And what ought to be? Ethiopian investment proclamation no. 1180/2020 

provides that: 

Notwithstanding the provisions of Sub-article (1) of this Article, the issuance, renewal, amendment, 

substitution, replacement and cancellation of investment permits, and the issuance of investment 

expansion or upgrading permits for air transport services, the generation or transmission or 

distribution of electric power, and the provision of communications services shall be carried out by 

the Ethiopian Civil Aviation Authority, the Ethiopian Energy Authority, and the Ethiopian 

Communications Authority, respectively, representing the Commission. 149  

                                                           
148Id, 59. 
149 Art.4/2 of proclamation no. 1180/2020. 
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The draft of this proclamation has included banking investment regulation. However, at the 

ratification stage the content of the draft has changed and the parliament dropped out the issue of 

banking investment regulation. The author has tried to search the reason why the parliament has 

excluded it but did not get.  Here is the draft version of the provision. 

 Notwithstanding the provisions of Sub-article (1) of this Article, the issuance, renewal, amendment, 

substitution, replacement and cancellation of investment permits, and the issuance of investment 

expansion or upgrading permits for air transport services, the generation or transmission or 

distribution of electric power, the provision of communications services and financial services shall 

be carried out by the Ethiopian Civil Aviation Authority, the Ethiopian Energy Authority, the 

Ethiopian Communications Authority, and the National Bank of Ethiopia, respectively, representing 

the Commission.150     

The Amharic version of the minute of draft proclamation states that regulation and supervision of 

all investment including financial service investment is inherent power of investment law. However, 

due to its specialty, the power to administer has given to the expertise organ including National Bank 

of Ethiopia equipped with all necessary requirements.   

Regarding issuance, amendment, replacement and cancellation of license as well as expansion of 

Islamic bank (not its product), it is the mandate given to national bank of Ethiopia as per 

proclamation no. 591/2008. Hence it is in the opinion of the author that investment proclamation 

should not prescribes it as delegated power. Similar to investment commission, National bank of 

Ethiopia has also established by House of Peoples’ Representatives. It seems that is why 

explanations under draft proclamation has been excluded under ratification stage. 

However, Islamic banking system needs hybrid regulation. The nature of Islamic banking involves 

both investment law and banking business laws.  For instance, which organ has the power to issue 

license for investments financed by Islamic bank? For such and similar questions both investment 

laws and banking laws have not provided clear provisions.  

Banking business proclamation no. 592/2008 does not provide details about Islamic banking. It only 

puts clue for establishment of interest free banks. The directive establishing fully fledged Islamic 

banking provides that person who want establish Islamic banking has to apply to National Bank of 

                                                           
150  Minutes and Draft version of investment proclamation no.1180/2020 italic format is added by author in order give 

emphasis on financial service investment. 
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Ethiopia fulfilling requirements listed under directive no. 56/2013.151 In conducting interest free 

banking business, banks shall comply mutatis mutandis with all regulatory and supervisory 

requirements except National Bank's directive on interest rate.152 Furthermore, article 5(2) (11) (j) 

of banking business directive no. SBB/56/2013 provides that, one of the requirements to give license 

for banking business is that, it has to submit the products and services.  

Critical analysis of the existing texts of both directives show that, the organizers of Islamic banking 

shall state all products and services of Islamic banking to national bank of Ethiopia to obtain license. 

The author has also interviewed on the issue with one of sharia advisory board at Oromia 

international bank and he responded such practice.153 He added that because there is no department 

in National bank of Ethiopia which regulates and supervises Islamic banking and interest free 

windows, there is no any kind of checklists and reporting mechanism required by bankers rather the 

banks providing interest free windows service simply do as they want. From this we can deduct that 

national bank of Ethiopia only require banks under formation including Islamic banks to list what 

products (musharaka, mudarabah, murabaha, ististina, ijarah or etc.) do they provide to the society 

as business plan. It is not the actual formation of partnership or actual engagement of the banks into 

transactions in such products. Regarding actual operation, he added that so far it is only murabaha 

and wadia Islamic banking products which has been operated by interest free banks. Due to lack of 

regulatory frameworks national banks are not providing license for other products. 

Limitation on Investment of Banks (as Amended) Directives No. 65/2017 provides that in principle, 

No bank shall engage directly in non-banking business.154 Notwithstanding it, interest free banks 

can engage in non-banking business.155 However, A bank's aggregate equity investment in all non-

bank businesses, including insurance companies, shall not exceed 10% of its net worth.156  

This provision applies to both Islamic and conventional banks. Unlike conventional banks which 

engages in banking business such as business of receiving or accepting money or its equivalent on 

deposit and lending out this money in order to earn interest, Islamic banks mostly engages in 

                                                           
151 See article 4/1 of (1 st Replacement) Directive to License and Authorize Interest Free Banking 

BusinessNumber SBB/72/2019 
152  See article 7/2 one of directive no.72/2019. 
153 A telephone interview with one of, a senior sharia advisor, of Oromia international bank at head office whom he 

doesn’t want to display his name. 
154 Limitation on Investment of Banks (as Amended) Directives No. SBB/65/2015, article 4(3). 
155 See article art.4(4) 
156  Article 2(9) of directive defined net worth” as the difference between total assets and total liabilities of a bank. 
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investment. The Limitation on Investment of Banks ‘directive no. 65/2017 blindly limited 

investment of both interest free banks and conventional banks which is barring for Islamic banking 

to operate. The directive in its article 6(1) excepted the limitation on investment of banks. It provides 

that, Prudential limits and restrictions of these directives shall not apply to interest free banking 

business funded by restricted investment account157 which shall take place in line with the interest 

of the holder of the fund in the account. It is only restricted investment accounts that has not been 

limited by this directive. Other accounts such as current account and unrestricted investment 

accounts are under limitation.   

To conclude this section, the existing laws on investment is not enough for application of Islamic 

banking for the following reason. The first reason is that, projects financed by Islamic banks in the 

form of partnerships are unregulated and there is loophole with regards to institutions regulating 

such partnership. The second reason is that, limitation put on investment of banks is unfair because 

Islamic bank is not similar to conventional banks. Since the basic feature of Islamic bank is 

investment, equally limiting investment of Islamic bank to the level of 10% only of its worth as 

described in directive is unfair. Therefore, the existing directive on limitation of investment of banks 

shall be amended in the way it fits Islamic banks. 

 

 

 

 

 

 

 

 

                                                           
157Investment accounts operated by Islamic banks can be classified into two. These are unrestricted and restricted 

investment accounts.  Restricted investment account is Islamic service window whereby someone deposited its money 

in Islamic bank in order to share returns from profit. In the case of restricted investment accounts (RIA), the bank acts 

only as fund manager agent or non-participating Mudarib and is not authorized to mix its own funds with those of 

investors without their prior permission. The Islamic bank operate these accounts under the principle of Mudaraba and 

tailor modes of investments as well as profit distribution to the risk appetite and needs of the individual clients.  
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3.2 Critical Analysis of Ethiopian Institutional Frameworks On Islamic Banking 

. 

The internal factor, is the effort of many parties, including the Shari’ah scholars, market practitioners 

and regulators158. It is hoped that such efforts will continue in the future, as the Islamic finance 

industry still has a long way to go before it matures and fully develops. The tradition and experiences 

of conventional finance have also been valuable to the establishment of Islamic finance, in that the 

Islamic finance stakeholders have been able to learn from and employ all of its positive and 

permissible ideas, tools and traditions.159 Since most of the times knowledge is derived from existing 

knowledge, on positive and permissible ideas, it is the existing fact that, the challenges and 

opportunities of conventional banking have been used for development of Islamic banking. 

Sharia based regulation is a very critical area in Islamic finance and is no less important than is 

corporate governance to any institution. The significance of Sharia governance transpires via its role 

of ensuring the confidence of Islamic finance industry in the eyes of the public. More importantly, 

Sharia governance ensures that the industry is at all times in accord with the wishes and laws of the 

Almighty Allah by ensuring the legitimacy of the products offered. 

This section deals with institutional frameworks to regulate and supervise Islamic banking in 

Ethiopia. In doing so critical analysis has been made on whether available institutions are sufficient 

to regulate Islamic banking or not.  

Institution and organization are two similar terms but have different meanings.  Black’s law 

dictionary defines both terms as institution is an established organization whereas organization is a 

body of persons (such as a union or corporation) formed for a common purpose.160 Governments 

                                                           
158 Looking evolution of Islamic banking from its inception in 1963 in Egypt to the present day it has showed dramatic 

changes in its development because it has expanded throughout the world today. Its legal and institutional frameworks 

have developed and internationalized within 30-40 years of it beginning.  
159 Countries adopted dual system of regulating Islamic banking use first the available institution for regulation of Islamic 

banking. Ethiopia is also using the existing institution,.e.i. national bank of Ethiopia which formally established to 

regulate  Islamic financial institutions. 
160  Id, 35. 
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typically create public organizations to address new challenges or persistent societal problems.161 

The definition of both terms being defined so, have to be used in regulation of Islamic banking. As 

business organizations, many number of Islamic backings have been under formation while some of 

subsidiary branches are formally formed and engaged in the financial market. However, we have 

still an old institution and system to regulate Islamic banking. Since Islamic banking is new and 

different from conventional bank, it is the author’s opinion that institution used for regulation and 

supervision of conventional bank will not suffice to regulate Islamic banking and hence our country 

needs institutional reform. 

3.2.1 Institutions Regulating of Islamic Banking 

Initially when it is at the starting stage, every business starts either without having institutional 

framework or poor intuitional frameworks. Institutions make up some of the most significant 

determinants of any economic outcome, for numerous reasons. First, institutions safeguard 

investors’ privileges, provide a fitting atmosphere for inspiration and creation, and boost competition 

for opportunities.162 Even if its doctrine has been found in Holy Quran and Hadith of prophet (SAW), 

Islamic banking system has also followed the same path in institutional building in which its 

scientific organization and institutional capacity has been improving with its expansion. The  

regulatory framework for the Islamic financial institutions can be termed as the Sharia governance 

framework which regulate and supervise the Islamic financial institutions to ensure the compliance 

of Sharia law in all its operations.163 After it get scientific shape there  are three models of regulating 

Islamic banking in the world. They are mono, dual and neutral model of regulatory framework. 

Regarding this Syarif has described as follows. 

The regulatory framework for the Islamic financial institutions can be classified mainly into three 

forms: Fully Islamic, Dual Systems and Neutral or partial inclusion. Fully Islamic means those 

countries only accept banking and financial institutions which are based on Sharia principles and they 

prohibit conventional financial institutions. In dual system, the countries allow the conventional 

                                                           
161 Arjen Boin and Tom Christensen, The Development of Public Institutions Reconsidering the Role of Leadership , 

40,(3) Administration & Society,  275, (2008), Sage Publications available at 

https://www.researchgate.net/publication/260424622 last accessed 28-Aug-2020 
162  MOHAMED SAMI BEN   ALI & SORIN M. S.   KRAMMER ,THE ROLE OF INSTITUTIONS IN ECONOMIC 

DEVELOPMENT, 2, (2016) available  at: https://www.researchgate.net/publication/303479769  last accessed 26-Aug-

2020.  
163 ELASRAG H, CORPORATE GOVERNANCE IN ISLAMIC FINANCE: BASIC CONCEPTS AND ISSUES, 36, (2014)  

available online at: http://dx.doi.org/10.2139/ssrn.2442014 accessed 28 August 2020  

https://www.researchgate.net/publication/260424622
https://www.researchgate.net/publication/303479769
http://dx.doi.org/10.2139/ssrn.2442014
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finance to operate along with Islamic finance. This system is suitable in a country where there is 

population of non-Muslim are high. The dual system targets to increase the market share of Islamic 

finance. Neutral system maintains fair and unbiased nature; it does not favor only the Islamic 

finance.164 

The fully Islamic model of regulatory framework for Islamic banking institution is mostly adopted 

by Islamic state. Until 2001 Pakistan was an example.165 In this model of regulatory framework there 

is no conventional banking and available financial institutions are only Islamic banking and financial 

institution. Those countries following monolithic fully Islamic model has no problem with regards 

to regulating Islamic banking. Most of the times they adopted Islamic legal tradition. Hence with the 

development of Islamic legal system, regulating economic activities including Islamic banking 

according to sharia law will be easy for them. However, the door is close for conventional banking 

and its citizens have no choice because no diversity in financial transactions in the country.  

The second, of course the most expanding, model of regulatory framework for Islamic banking is 

dual system of regulation and operation. Countries which have population of both Muslim and other 

religion followers adopt this model. This model is used as instrument of accommodating diversity 

in the country. Separate Islamic legislation and banking regulations exists side-by-side with those of 

the conventional banking system. In this model there is regulatory body of Islamic banking called 

sharia supervisory council or similar name in parallel to national bank. For example, in Malaysia, 

Sharia Supervisory council has the power of final saying with regards to Islamic banking and its 

sharia compliance.166 

The third system is the neutral system, some scholars call it, whereby a country regulates Islamic 

and conventional banks with the same rules, guidelines and institutions. It is mostly practiced in non-

Islamic states which has adopted Islamic banking. Ethiopia is currently following this model. In this 

model it is only national bank of Ethiopia who has initial and final saying on regulation of both 

banking system.  

This model can be supported by regulatory organ because it is easy and it reduces many complexities 

for regulatory workers. However, this model will be against basic Islamic law, sharia principles, 

                                                           
164 Fazlurrahman Syarif , Regulatory Framework For Islamic Financial Institutions: Lesson Learnt Between Malaysia 

And Indonesia, 2(2)JHPR, 80,( 2019). 
165 ibid 
166 Ibid. 
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because regulating Islamic banking by institutions and guidelines prepared for conventional banking 

goes against Islamic religion. The first reason behind inapplicability of conventional bank’s 

guidelines for regulation and supervision is that, from the very beginning the principles of Islamic 

banking is different from principles of conventional bank. The second reason is that the mode of 

operation of Islamic bank is totally different from that of conventional bank. In conventional bank, 

the bank trades with money but for Islamic bank, money is extracommercium. Therefore, for a 

country, which has dual banking system, dual system of banking regulation is the best solution 

because it accommodates the interest of both Muslim and non-Muslim population to answer their 

question of political economy. It also enhances economic development because it provides financial 

inclusions for Muslims and regulation systems which is compliance to sharia law. 

3.2.1.1  International Standard Setting Institutions for Islamic Banking. 

Prudential supervision of financial institutions has a long history. In the past, financial sector 

regulation tended to focus on the authorization of financial institutions, on the definition of their 

permitted spheres of activity, and on required balance sheet ratios. More recently, however, growing 

attention has been devoted to the prudential management of risk. Several trends in supervisory 

standard-setting are worthy of note.  First, there is growing recognition that the most effective 

regulatory framework is one that works with the grain of market forces, and allows the greatest play 

to market disciplines. Hence the search to relate regulatory requirements to risk management 

practices, and to find ways to increase transparency.  Second, it is increasingly accepted that 

globalization of financial activity means that prudential norms have to be internationally consistent. 

Otherwise, the twin risks of regulatory arbitrage and competition in laxity are likely to present 

themselves. The international dimension of standards and codes raises the issue of how such 

standards should be developed, a subject to which I will return in a moment. Third, it is now 

recognized that efficient financial intermediation requires a high-quality financial infrastructure. By 

infrastructure, I mean the network of conventions, practices, and information that underlie market 

activity. This includes the system of contract law and law enforcement, bankruptcy procedures, the 

accounting framework and auditing standards, corporate governance practices, and requirements for 

transparency and data dissemination. Fourth, and last, it has been realized that prudential standards 

are interdependent. Minimum capital requirements for banks are of little use if the accounting 

conventions used to value a bank's assets and liabilities are flawed. And accounting conventions are 



60 
 

only as good as the auditing standards used to apply them. More generally, market disciplines require 

accurate information, a legal environment that provides adequate security to market participants, and 

a payment system that can be relied on.  

 Islamic Financial Services Board (IFSB) 

IFSB being international standard setting body for Islamic banking, ( similar to Basel Committee on 

Banking Supervision(BCBS) which  sets standards and issues guidance that are applied by many 

countries in the regulation and supervision of both banks and other deposit-taking institutions for 

conventional banking system167, Islamic financial service board, works on soundness and stability 

of Islamic banking, sukuk (capital market), takaful (Islamic insurance) sectors. To enact standards 

and guiding principles, it passes through lengthy procedures as depicted below. 

The IFSB is an international standard-setting organization which was officially inaugurated on 3 

November 2002 and started operations on 10 March 2003. The organization promotes and enhances 

the soundness and stability of the Islamic financial services industry by issuing global prudential 

standards and guiding principles for the industry, broadly defined to include banking, capital markets 

and insurance sectors. The standards prepared by the IFSB follow a lengthy due process as outlined 

in its Guidelines and Procedures for the Preparation of Standards/Guidelines, which involves, among 

others, the issuance of exposure drafts, holding of workshops and, where necessary, public hearings. 

The IFSB also conducts research and coordinates initiatives on industry-related issues, as well as 

organizes roundtables, seminars and conferences for regulators and industry stakeholders. Towards 

this end, the IFSB works closely with relevant international, regional and national organizations, 

research/educational institutions and market players.168 

The IFSB works on preparing guiding principle. Accordingly, in 2009 the board has prepared 

guiding principle applicable to Islamic financial intuitions. It has set about seven grand guiding 

principles from which six of them is general principles that can be applicable for both conventional 

and Islamic banking. These guiding principles are truthfulness, honesty and fairness, due care and 

diligence, capabilities, information about clients , information to clients  ,conflicts of interest and of 

                                                           
167 Consultative Group to Assist the Poor , Global Standard-Setting Bodies and Financial Inclusion for the Poor Toward 

Proportionate Standards and Guidance, 3, (2011) (A White Paper Prepared on Behalf of the G-20’s)) available at 

www.gpfi.org>documents last accessed 31-Aug-20. 
168 It has taken from website of Islamic financial service board www.ifsb.org.  

http://www.ifsb.org/
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duty, and sharia compliance .169 Except sharia compliance requirement principle, all these six 

guiding principles can be applicable for any business whether sharia based or not. Some of them are 

common ethical code of conduct principles of delivering service in all institutions. 

In enacting these guideline principles every, principle is tested with Quran and hadith of 

prophet(SAW).  

Principles of Business Conduct are defined as those principles that are intended to govern the 

activities of financial services firms with regard to (a) the protection of the interests of their 

customers, and (b) the integrity of the market. For IIFS, a code of ethical business conduct derives 

from principles of the Sharia as set out in the Holy Qur’ān and the Sunnah of the prophet.170 

In any parts of life truthfulness and fairness has been set as the guiding principles in Muslims’ daily 

life. It has been ordained by Holy Quran. Institution of Islamic financial service (IIFS) shall aspire 

to the highest standards of truthfulness, honesty and fairness in all its statements and dealings, and 

must treat its customers fairly.  On Honesty and Fairness: “Successful indeed are the believers … 

those who are faithfully true to their Amanât (all the duties which Allah has ordained, honesty, moral 

responsibility and trusts) and to their covenants.”171  

"Woe to those that deal in fraud, – those who, when they have to receive by measure from men, exact 

full measure, but when they have to give by measure or weight to men, give less than due. Do they 

not think that they will be called to account – on a Mighty Day when (all) mankind will stand before 

the Lord of the Worlds.172 

In today’s life where fraud and falsification has overtaken the life of the society, such kind of 

principles backed by religion in economic life is important. Especially in banking business where 

billions of money is transacted daily, having such kind of guiding principle is more advantageous 

mostly for regulating institution.  

Islamic financial service board (IFSB)  in guiding principle no.7 states that an Institution of Islamic 

Financial Service (IIFS) must be able to demonstrate that its operations are governed by an effective 

                                                           
169 ISLAMIC FINANCIAL SERVICES BOARD, GUIDING PRINCIPLES ON CONDUCT OF BUSINESS FOR 

INSTITUTIONS OFFERING ISLAMIC FINANCIAL SERVICES, (2009).  
170 Ibid. 
171 Quran, chapter, 23: verse: 8.  
172 Quran chapter :83, verse :1-6  
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system of Sharia governance and that it conducts its business in a socially responsible manner.173 

With regard to Sharia compliance, an IIFS should apply the IFSB Standard on Sharia Governance, 

as well as ensuring that it has in place the necessary mechanisms and procedures for effective Sharia 

compliance. The requirement for compliance also relates to the IIFS’s internal requirements, and in 

particular to the code of business conduct that it has adopted. With regard to compliance, a 

requirement of good business conduct is that an IIFS must comply with all applicable legal and 

regulatory requirements. Every guiding principle has been supported by verses of holy Quran. 

Regarding sharia compliance of Muslims’ activity, IFSB has stated the following by citing Qur’anic 

verse. 

“We have sent down to you (O Messenger) the Book with the truth (embodying it, and with nothing 

false in it), confirming (the Divine authorship of and the truths that are still contained by) whatever 

of the Book was revealed before it, and guarding over (all the true teachings in) it. Judge, then, 

between them by what God has sent down (to you), and do not follow their desires and caprices away 

from the truth that has come to you. For each (community to which a Messenger was sent with a 

Book) have We appointed a clear way of life and a comprehensive system (containing the principles 

of that way and how to follow it). And if God had so willed, He would surely have made you a single 

community (following the same way of life and system surrounded by the same conditions throughout 

all history); but (He willed it otherwise) in order to test you by what He granted to you (and thereby 

made you subject to a law of progress). Strive, then, together as if competing in good works. To God 

is the return of all of you, and He will then make you understand (the truth) about what you have 

differed on.”174 

Therefore, Islamic financial institution in general and Islamic banking in particular has to observe 

sharia principles discussed in chapters of this paper. 

Accounting and Auditing Organization for Islamic Financial Institutions. (AAOIFI) 

In 1991, the Bahrain-based Accounting and Auditing Organization for Islamic Financial Institutions 

(AAOIFI) was established by Islamic financial institutions and other interested parties to set 

international accounting and (recently) auditing standards for Islamic financial institutions based on 

Shari‘ah precepts.175 The organizational structure of AAOIFI includes a general assembly. AAOIFI 

                                                           
173 , www.ifsb.org.>download. 
174 Quran chapter:5, verse:48 (for more see guiding principle for IIFS prepared by Islamic financial service board. 
175 Rifaat Ahmed Abdel-Karim, Accounting and Auditing Standards for Islamic Financial Institutions, The President 

and Fellows of Harvard College,4,(2011),  http://ifp.law.harvard.edu/login/contact last accessed, 18-Jul- 2020.  

http://ifp.law.harvard.edu/login/contact
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also has a board of trustees and an accounting and auditing standards board each consisting of fifteen 

part -time members, a Sharia committee consisting of four part-time members, an executive 

committee, and a secretary-general who is a full-time executive and heads the general secretariat.   

AAOIFI formulates and issues accounting, auditing, governance, ethics and Sharia standards for IFIs. 

AAOIFI as an independent and non-profit international organization, is supported by institutional 

members (200 members from 40 countries) including central banks, IFIs, and other participants from 

the international Islamic banking and finance industry worldwide (AAOIFI, 2015). Currently, 

AAOIFI has published 88 standards including 26 accounting standards, 5 auditing standards, 7 

governance standards, 2 ethics standards, and 48 Sharia standards (AAOIFI, 2015).176 

Islamic Development Banking group (IDBG) 

Islamic banking group is a comprehensive institution Established in pursuance of the Declaration of Intent 

issued by the Conference of Finance Ministers of Muslim Countries held in Jeddah in Dhul Q’adah in 1973 

and organizationally formed in 1975.177 The  aim of the bank is to foster the economic development 

and social progress of member countries and Muslim communities individually as well as jointly in 

accordance with the principles of Sharia.178 It comprises five entities. They are Islamic development 

bank (IB) formed in 1975, Islamic research and training institute (IRTI) formed in 1981, Islamic 

Insurance Corporation for Investment and Export Credit(ICIEC) formed in 1994, Islamic 

corporation for development of the private sector (ICD) formed in 1999, and international Islamic 

trade finance corporation(IITFC) formed in 2008. 179 Similar to its structure the Islamic development 

banking group has multifunction. For instance, the function of IDB is to promote comprehensive 

human development, with a focus on the priority areas of alleviating poverty, improving health, 

promoting education, improving governance and prospering the people whereas as its name indicates 

IRTI is the main stream of knowledge for Islamic banking institution. It is also forum for seminars 

as well as center for information management. 

                                                           
176 Sherif El-Halaby and Khaled Hussainey , Determinants of compliance with AAOIFI standards by Islamic 

banks,9(1),IJIMEFM 3,(2016),www.emeraldinsight.com last visited 31-Aug-20. 
177 Dr. R. Ibrahim & Dr. M. Kabir Hassan, Ethical Principles of Islamic Financial Institutions,34(1), JECD 81, (2013). 
178 Ibid. 
179 ECONOMIC, RESEARCH AND POLICY DEPARTMENT ISLAMIC DEVELOPMENT BANK, ISLAMIC 

DEVELOPMENT BANK GROUP IN BRIEF, 1, (2013). 
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3.2.1.2 National Institutions for Regulation of Islamic Banking. 

Regulation is an act or process of controlling by rule or restriction. In companies like banks, it is 

about corporate governance. Institutions governing Islamic banking, can be divided into two. They 

are external and internal regulators. The national external institution is government institution 

established to regulate banking industry. Most of the time it is central bank which is external 

regulator. National internal regulator is board of directors and other managing staff. According to 

Wafik Grais and Matteo Pellegrini, both internal and external governing institutions of Islamic 

banking helps performance, stability, and ability to intermediate resources.  

 Enhancing stakeholders’ value is a central purpose for any business including financial services, 

whether conventional or Islamic. Their stability, financial performances and ability to intermediate 

resources will depend on stakeholders’ confidence in individual institutions and the industry. A 

particular confidence feature in respect of Islamic financial services is the requirement of conveying 

to stakeholders that their financial business is conducted in conformity with their religious beliefs. 

Corporate governance arrangements, internal and external to the corporate entity include structures 

and procedures that should provide sufficient comfort the business is conducted in accordance with 

stated objectives, in particular compliance with Sharia.180 

In Islamic banking, the system is somewhat complex. In Islamic state, mostly in those countries 

which have mono Islamic banking system, central bank established based on sharia principle will 

regulate. However, in non-Islamic state or states which follow dual system of regulation literatures 

show different methods and institutions of regulation.181 Some countries have sub-committee of 

sharia advisory council in their central bank division while others simply regulate by central bank 

established to regulate conventional bank. In the later system, since the bank is not expert at sharia 

principles of banking, they only use memorandum and articles of association to regulate Islamic 

banking. They have no comprehensive solution for transactions that may goes against sharia 

principles. 

3.2.2 Institutions Regulating Islamic Banking in Ethiopia 

Though there is no complete Islamic banking proclamation for controlling, guiding and supervising 

the Islamic banks in Ethiopia, one link of Islamic banking provision has been incorporated in 
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banking business proclamation.182 Furthermore, there is a directive on Islamic banking which 

replaced directives allowing only interest free windows but national bank of Ethiopia has not yet set 

up any separate department at its head office to control, guide and supervise the operation of the 

Islamic banks. Currently about 26 structural departments have been set up in national bank of 

Ethiopia. 183 However, there is no department which oversee Islamic banking’s compliance with 

sharia law. Inspection and supervision of the interest free windows in conventional banks are 

conducted based on only reports of each banks as per the general guidelines framed for the 

conventional banks.184 Even if the trend of Islamic banking development is promising in Ethiopia, 

there are still core problems to be solved yet.  As a country with large percentage of Muslim 

population which can be used as potential for the sector and a country practiced interest free banking 

transaction for 10 years from 2011-2020185, she is too late to reform its regulatory institution and 

guidelines for regulation and supervision of Islamic banking.  There shall be sharia advisory 

committee in national bank of Ethiopia. Furthermore, Ethiopia shall establish or modify the existing 

academic institutions which teaches Islamic economics in general and Islamic banking in particular.  

3.2.2.1The Need for Establishment of Sharia Advisory Committee 

Sharia governance is a very critical area in Islamic finance.  Effective Sharia governance requires 

the setting up of a clear and comprehensive framework to regulate the Islamic finance industry and 

guide its development. Even if the main practice and responsibility of practicing Islamic banking is 

accountable to Almighty Allah, we need regulatory institution such as sharia advisory committee for 

following reason. 

                                                           
182 Ethiopia’s Banking business proclamation no. 592/2008, art.21/1 
183 The followings are department structure in National Bank of Ethiopia. The Governor's Office, Vice Governor 

Corporate Service, External Economic Analysis And Internal Relations Directorate, Legal Service Department, Micro 

Finance Institutions Supervision Directorate, Information System Management Directorate, Institute Of Ethiopian 

Financial Studies Directorate, Corporate Planning And Finance Directorate, Deputy Director, Statistics Data Processing 

And Analysis, Chief Economist And Vice Governor Of Monetary Stability, Change Management And Communication 

Directorate, Monetary And Financial Analysis Directorate, Bank Supervision Directorate, Payment And Settlement 

System Directorate, Internal Audit And Risk Management Directorate, Property & Service Management Directorate, 

Deputy Director, System Development, Ice Governor, Financial Stability, Domestic Economic Analysis And Publication 

Directorate, Economic Modeling And Policy Analysis Directorat, Insurance Supervision Directorate, Human Resource 

Directorate, Foreign Exchange Monitoring And Reserve Management Directorate, Currency Management Directorate, 

Deputy Director, and  ICT Infrastructure Management. 

184  I have interviewed a manager of fully fledged subsidiary branch of commercial bank found under Dire Dawa district 

whom I undisclosed his name because he orders me, and he has about 8 years of experience in serving on interest free 

window. He told me that there is no any kind of check list prepared by regulators for interest free window for regulation. 
185 The first interest free windows in conventional banking was allowed by national bank directive no.51/2011.  
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The first reason that our country needs sharia advisory committee is that, fully-fledged Islamic 

banking has been introduced in our country. Due to  this introductions currently more than five 

Islamic banking have been under formation.186 Furthermore, conventional banks are also running to 

establish subsidiary branches of Islamic banking. Therefore, we need regulators which are expert on 

the sector. 

The second reason why sharia advisory committee is needed in Ethiopia is that, Islamic banking is 

not practiced only by Muslims. Contrary to its name, anyone can establish Islamic banking including 

non-Islamic religion followers. The best example is that commercial banks such as cooperative bank 

of Oromia, commercial bank of Ethiopia, awash bank and etc. have established subsidiary branches 

accountable to its main conventional banks’ head office.  Hence those who are not intrinsically 

believed in Islam will not abide to sharia principles of Islamic banking. Therefore, our country needs 

an expert committee of sharia law under national bank of Ethiopia. 

The third reason why sharia advisory committee is needed that, national bank of Ethiopia, a sole 

regulatory organ of banking business is not expert in sharia law because all principles of Islamic 

banking emanates from holy Quran and hence only those follow religion knows principle. 

Furthermore, Islamic banking business is new for our country. Due to its newness through fraud or 

unknowingly there may be deviation from sharia principles and such contradiction needs 

interpretation of sharia law which needs expert committee. 

The question that may be raised here is that how much sharia advisory committee independently 

provides interpretation of sharia law because it is accountable to national bank which is basically 

established to regulate conventional bank? In other words, what is the problem if Ethiopia 

established central sharia supervisory committee parallel to national bank of Ethiopia? With regards 

to this issue so far the author has found no states who has such experience. In addition to 

unavailability of such experience the author has opinion that it is better to establish sharia advisory 

committee accountable to national bank than establishing independent supervisory organ. The reason 

behind this opinion is that speaking in common sense there is lack of human power equipped with 

Islamic economics. More than religious fathers which mostly are expert only in religion, there is 

short of human resource specialized in both secular economics and Islamic economics. The other 

                                                           
186 Some Islamic banking under formations are, Zamzam Bank, Hijira Bank, Zad Bank, Najjashi Bank, Ramis Bank.  
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reason is that in any country there is only a central bank responsible of regulating and supervising 

monetary policy in the country. Therefore, it better than not to form sharia advisory committee 

accountable to national bank of Ethiopia. 

The other point that has to be clarified here is the role and responsibility of sharia advisory 

committee.  The main function of committee will be adviser and standard setting  for both Islamic 

financial institutions.  

The range of roles and duties of Sharia advisors includes giving advice to Islamic finance institutions 

on matters pertaining to Sharia issues, involvement in designing the framework for the establishment 

of an Islamic finance institution, monitoring the activity and proceeds of the institution, developing 

products and underlying contracts, acting as a reference on Sharia matters to Islamic finance 

institutions specifically and the Islamic finance industry in general, providing training and awareness 

programs for Islamic finance institutions’ staff, supervising the Islamic finance industry, trying to 

harmonize it with global practices, representing Islamic finance institutions in forums to allow for the 

exchange of ideas and sharing of experiences and, lastly, conducting Sharia audit exercises for the 

Islamic financial institutions. In discharging their duties there are several considerations that 

particularly need to be observed: Firstly, ensure that product development uses the acceptable 

principles of the Sharia and follows acceptable Sharia standards, whether those standards are 

developed locally or internationally. Secondly, ensure that the decisions of the Sharia boards are 

understood by the practitioners so that they will be properly implemented, as they are the ones 

responsible for applying the decisions of the Sharia boards. 187 

Now Ethiopia needs sharia supervisory committee accountable to national bank of Ethiopia. Note 

that Sharia advisory committee is an external regulating organ. In Islamic banking we need internal 

sharia compliance organ which is called sharia board. Let us see below. 

3.2.2.2 Sharia advisory for   Board of Directors. 

Every corporations including banking institutions have board of directors for internal corporate 

governance. As banking business corporation, Islamic banks should have also board of directors. 

The issue here is what type of board of directors we need to have in Islamic banking? Since its 

permission, a move has made in Ethiopia to establish Islamic banking. Some conventional banks 

                                                           
187 Mohamad Akram Laldin, Duties and Responsibilities of Shari’ah Boards from a Legal and Regulatory Perspective, 

article published online , available at: www.amanieacademy.com  

http://www.amanieacademy.com/
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have been established subsidiary. Commercial bank of Ethiopia, in addition to established subsidiary 

branches accountable to districts, is on the way of establishing comprehensive Islamic banking 

independently which directly administer subsidiary branches of commercial bank of Ethiopia’s from 

head office and with regards to board directors , the bank has recruited individuals as sharia board 

of advisors.188  With regards to appointment of sharia supervisory board similar practice has been 

taken by other banks like cooperative bank Oromia. 

Basically sharia supervisory board is an internal governing body of Islamic bank. Since financial 

corporation needs prudential regulation and administration, recruiting individuals as sharia 

advisory/supervisory board is inadequate. 

 Under commercial code of Ethiopia, the board of directors may not be less than 3 and more than 

12. Regarding this article 347 has prescribed the following. (1) Only members of a company may 

manage the company. (2) A company shall have not less than three nor more than twelve directors 

who shall form a board of directors. Islamic bank is a share company according to the commercial 

code of Ethiopia. Therefore, according to the law, the board of directors for Islamic banks are 

minimum of three and maximum of twelve. Therefore, sharia advisory board shall be selected from 

persons who are skilled in Islamic economics and who are members of the shareholders in the bank. 

 Regarding sharia advisory board of directors for Islamic banking, national bank of Ethiopia has 

delegated Islamic banking institution the power to fix number. Art.7.of directive no. 72/2019 under 

the title Compliance with Regulatory and Supervisory Requirements provides that Board of directors 

of a bank engaged in interest free banking business shall develop detail policies and procedures on 

Sharia oversight.189 Based on this legal provisions banks especially conventional banks which 

opened subsidiary branches of Islamic banking are hiring single individuals as sharia advisory board.  

 Hiring single individual person to decide on sharia compliance is inadequate. It shows that national 

bank of Ethiopia neglects to strictly follow sharia compliance, because no matter how much carefully 

chosen individual has scholarly knowledge on religion and Islamic economics, no man is free from 

                                                           
188 In May 28, 2012 E.C commercial bank of Ethiopia announced inauguration of comprehensive interest free bank by 

naming it as CB NUUR, which directly administers all subsidiary branches of Islamic banking established under 

commercial bank of Ethiopia from the center. The on the same day announced the recruitment of Dr. Jeylan Kedir and 

his fellows as sharia advisory board of the bank. for more refer website of commercial bank of Ethiopia 

www.cobanketh.et.  
189 (lst Replacement) Directive to License and Authorize Interest Free Banking Business No. SBB/72/2019 article 7.1.  

http://www.cobanketh.et/
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error because mistake is natural. Furthermore, in a country where there is no any department like 

sharia advisory committee in national bank of Ethiopia, strictly un-regulating the area will have 

double problem. The first problem is that, each bank hires its own sharia advisory board as it wants 

and such will create incomprehensive system which may deviate from sharia principles of Islamic 

banking. The second problem will be that due to the sensitivity of religion, the non-compliance to 

sharia principles of banks may create chaos in the country because a large number of people follow 

Islam. Therefore, the author believes that strict regulation is necessary 

3.2.2.3 The Need to Establish Islamic academic institutions 

The other institutions required to be established is academic institution on Islamic economics. 

Ethiopia, a country located in the horn of Africa, territorially close to middle east, need to have 

Islamic scholars. In addition to geographical location, Ethiopia has about 35-40% of Muslim 

population, which is potential for economic development. it is not option rather, a matter of necessity 

for Ethiopia to establish Islamic academic institution for the following reason.  

Firstly, our country is close to Islamic states in middle east such as Saud Arabia, Kuwaiti, Qatar, and 

etc. These countries need labor which has to be skillful. Our brothers and sisters emigrate to these 

countries in need of job. However, they have no skill. Before going to these countries, it is better if 

they have some awareness about the concept of Islamic economics. We have potential labor resource 

that we can export to middle east if those labor have skills needed in that country. To get the 

knowledge of Islamic economics, we need Islamic institutions and therefore establishment of Islamic 

academic institution has advantage beyond looking from Islamic banking. 

The second reason behind the need for Islamic academic institution is that Ethiopia has admitted 

Islamic banking. Operation of Islamic banking needs expert in Islamic economics in general and 

Islamic financial science in particular. Banks which transact in billions of birr which is the base for 

job opportunity as well as economic growth, needs prudential regulation in which it is necessary for 

regulators to have knowledge about it. The only where they get such wisdom will be Islamic 

academic institutions which need to be established. Let alone bank which circulates billions of 

money, any business not depended on scientific knowledge will not succeed.  
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3.2.2.4 The role of Ethiopian Islamic affairs general council on Islamic banking. 

Established by proclamation no.1207/2019, it is the highest religious administration institution in 

Ethiopia. Basically as it is religious institution, it cannot directly deal with administration of 

economic matters. It cannot involve, directly in the administration and supervision of Islamic bank 

because such role is the function of government. However, the main issue that has to be resolved 

here is that who has the last say on the issue of conflict on Islamic banking product’s islamicity or 

not? let as exemplify the issue by hypothetical example. Suppose that one of the conventional banks 

in Ethiopia (let as call awash bank) opened subsidiary branch of Islamic bank in Harar city. As it is 

basically conventional banks which has been receiving interest yearly, the issue aroused. The 

aroused issue is that whether conventional banks receiving interest can open sharia based Islamic 

bank by the money collected from interest? and whether customer’s using such bank is permissible 

under sharia law? who will decide?  Some group of Islamic scholars may cite the proverb that “the 

fruit of poisons tree is…” and claim that the sources of money is illegal activity according to sharia 

law and hence it is not allowed. Some other group may claim that so long as the bank complied with 

sharia law from the day of establishing subsidiary branch, it is allowed to use such subsidiary branch. 

The issue raised above is the issue of interpretation(fatwa) of Holy Quran and hadith of prophet 

Mohammed (SAW).  The only body in the country to give fatwa (interpretation) on Islamic religion 

is a group of sharia scholars (Oloma’i) which is subdivision of Ethiopian Islamic affairs general 

council. In such kind of issues which need interpretation of Quran, anybody including sharia 

advisory committee (if established) has to send the issue to Ethiopian Islamic Affairs General 

Council to give fatwa (interpretation). Therefore, indirectly, Ethiopian Islamic Affairs General 

Council will engage in supervising of Islamic bank because it has interpretive function. 

To conclude this chapter, we have seen international standard setting for Islamic bank. The most 

important are Islamic financial service board, accounting and auditing organization for Islamic 

financial institutions, Islamic development banking group. We have also seen the three systems of 

Islamic banking governance and in different legal system and we have also seen institutions that 

regulate Islamic banking such as sharia advisory committee, sharia supervisory board and academic 

institutions.  Last but not least we have discussed that Ethiopia needs to establish sharia advisory 

committee as one department in national bank of Ethiopia. In addition to this our country needs to 

establish Islamic academic institution and develop curriculum on the Islamic economics.  
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CHAPTER -4 

CONCLUSION AND RECOMMENDATIONS 

4.1 conclusion 

Islamic banking system, dogmatically based on sharia principles and rules, is the second largest 

banking system next to conventional banking system in the world of financial market. Since its 

systematical and organizational inception in the 1970s, its rate of growth is becoming faster than 

conventional banking system. According to the global financial market’s report, in 2019.190 The 

industry's total worth, according to key industry stakeholder organizations, across its three main 

sectors (banking, capital markets, and Takful), was estimated to be USD 2.05 trillion in 2017, 

marking an 8.3% growth in assets in USD terms, and reversing the preceding two years of assets' 

growth stagnation (2017: USD 1.89 trillion vs. 2016: USD 1.88 trillion).191 

                                                           
190 DUBLIN, MARCH (GLOBE NEWSWIRE), THE GLOBAL ISLAMIC FINANCE MARKET GROWTH, 

TRENDS, AND FORECAST (2018 - 2024),  20, 2019 available 

www.globenewswire.com>globalislamicfinancialmarketreport2019.  
191 Id. 
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Islamic banking is the largest sector in the Islamic finance industry, contributing to 71%, or USD 

1.72 trillion, of the industry's assets.192 The sector is supported by an array of commercial, wholesale, 

and other types of banks. Islamic banking is commonly seen to have two advantages over 

conventional banking. The first is a perception that Islamic banks are bound to a higher moral 

standard. They will not take on irresponsible amounts of risk or pay outsize bonuses to their top 

bankers. The second is that earnings come from identifiable assets, not opaque combinations of 

derivatives and securities. Because Islamic banks cannot make money through interest, they rely on 

ties to tangible assets, such as real estate and equity, charging rent instead of interest. 

Islamic banking industry has been expanding both in Muslim and non-Muslim countries because of 

the such advantages. Currently giant economic countries including United Kingdom and USA, have 

adopted Islamic banking. In Africa its adoption is also promising that, countries like Nigeria, Egypt, 

Sudan, Uganda, Tanzania, Kenya, and many other have already introduced. Sudan has totally 

changed its banking system including central bank into Islamic banking system. 

The move which Ethiopia has taken so far is promising. Ethiopia, non-Islamic state with large 

number of Muslim population, has introduced Interest free windows for the first time in 2011. 

However, House People Representative has predicted the coming into practice of Islamic banking 

in 2008 where it has empowered national bank of Ethiopia through banking business proclamation 

no.592/2008.  In 2019 Ethiopia has admitted fully-fledged Islamic banking by national bank’s 

issuance of directive no. 72/2019. The discussion made on conceptual framework of Islamic banking 

is significant because it introduces reader the meaning of Islamic banking, its principles and 

operational models.  

 Even if there is positive move towards adopting Islamic banking in the country, Ethiopia needs 

comprehensive and wise legal frameworks to regulate Islamic banking. Furthermore, country needs 

institutions capable to supervise Islamic banking. To clarify in detail Ethiopia needs to enact new 

proclamation for Islamic banking or revise the existing business laws in the way which accommodate 

Islamic banking to regulate and supervise it in comprehensive manner for the following reason. 

According to the existing business laws for example, musharaka is neither, partnership nor joint 

venture because to be partnership, it must have to the future of general partnership or limited 

                                                           
192 Id. 
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partnership which in fact has not. In musharakah developed by Islamic banking system, liability is 

shared according to their contribution but profits are shared according to agreement of the bank and 

partner. There is intention behind limitation of contract on liability and give freedom of contract on 

division of profit. It is neither of general partnership nor limited partnership. There is an opportunity 

to use rules private limited company but that is not partnership and hence clear law is needed. 

With regards to mudaraba, the rules of limited partnership may apply. However, the rules need 

modification for protection of Islamic bank because bank is the total fund provider and rules of 

limited partnership dictates that manager is always general partner which has responsibility of 

jointly, severally, personal liability which is not features of mudarabah. Therefore, when such 

requirements have modified the rules of limited partnership can apply.  

In other products such as ijara, ististina, and salam Ethiopia needs to enact new law solely for such 

product or amend existing business laws in a way that can fit such products operations, 

The analysis has found that the existing general contract laws and law of sales are sufficient in 

regulating murabaha, product of Islamic banking if and only if the bank is vigilant in drafting 

contract as well as selecting customer. 

Ethiopia has admitted interest free banking in 2011 and fully fledged in 2019. However, no reform 

has made with regards to regulation of Islamic banking.  Available interest free windows and 

established Islamic bank as well as subsidiary branches have been regulated by national bank. The 

discussions made in this paper shows that there is no sharia advisory committee, in national bank of 

Ethiopia.  

Furthermore, the study found that no leeway has been put whether Ethiopia’s Islamic banking abide 

itself to rules and guiding principles made by international standard setting institutions such as 

Islamic financial service board, accounting and auditing organization for Islamic financial 

institutions, Islamic development groups, or rules made by international standard setting institutions 

such as Basel committee on banking supervision. 

There is neither academic institution nor curriculum regarding Islamic economics. The only 

available is religious institutions, which only teaches holy Quran, which is grand laws of Islamic 

religion. The study finds Ethiopia needs to reform institutions to regulate Islamic bank. In doing so 
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she needs to establish academic institutions especially on Islamic economics which is unexploited 

sector so far. 

4.2 Recommendations  

Ethiopia has already admitted Islamic banking and that is good for many reasons described in the 

previous chapters. But there are still problems that have to be resolved. Therefore, the author has 

recommended the following points. 

 Since currently available business laws of Ethiopia is not adequate for Islamic banking 

products in both regulation and operation, Ethiopian House of Peoples’ Representatives shall 

have to amend commercial code of Ethiopia specially book II of the code in a way that can 

fit operation of Islamic banking products.  

 Islamic tax system and conventional tax system are different especially on taxation of 

financial institutions. In Ethiopian tax laws there is provision that helps any tax payer to 

deduct the amount of donation it made.  Article 24 of Federal income tax proclamation 

no. 979/2016 is evidence. Such kind of provision is helpful for Islamic banking because the 

main purpose of the bank is not profit rather welfare of the society.  However, with regard to 

Islamic banking, Article 24 of Federal income tax proclamation no. 979/2016 needs 

amendment because it limits the amount of donation and to whom it will donate. Since such 

restriction contradicts principles of sharia law about zakat, it needs amendment. However, 

the amendment shall be in the way that balances the revenue interest of government, unique 

feature of Islamic banking and welfare of the poor whom may be supported by donation. 

 Every banking business has to adopt standards set by international standard setting institution 

on banking business. conventional banks mostly adopt standards set by Basel committee on 

banking supervision (BCBS). For Islamic banking the best way is following standards set by 

Islamic financial service board, accounting and auditing organization for Islamic financial 

institution and other international Islamic financial institutions.  NBE which is the highest 

regulatory body of banking business has to prepare guidelines that may help Islamic banking 

institutions to abide to the standards set by international Islamic financial institutions. 

 For companies in general and conventional banks in particular commercial code of Ethiopia 

under article 347 prescribes that board of directors shall not be less than three and more than 

12 members and they shall be from members of shareholders. However, for Islamic banking 
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NBE directive no.72/2019 under its article 7/2 provides that Board of directors of a bank 

engaged in interest free banking business shall develop detail policies and procedures on 

Sharia oversight. Delegating such power may create difference among banks that my affect 

monolithically regulation and supervision of Islamic banking. Sharia scholars need to be 

competent to scrutinize the documents related to products and transactions, as negligence 

will result in non-compliance and negative legal consequences. Therefore, the author 

recommends that, regarding sharia board of directors’ commercial code should apply to 

Islamic banking. With regards to the power of fixing number of sharia advisory board and 

its policies, national bank of Ethiopia should retain such power. 

 Problems with regards to Islamic bank’s engagement in investment and its restriction as well 

as regulation of such financed investment shall be resolved by clearly vesting such power to 

National Bank of Ethiopia 

 Ethiopia needs regulatory institutions for Islamic banking business because the existing 

institution was established basically to regulate conventional bank. Regulation and 

supervision of Islamic bank needs experts in both sharia law and economics as well as 

national law. since the current regulation is not competent in sharia principles and that may 

affect profitability of Islamic bank, the author recommends that, under the national bank of 

Ethiopia, Islamic banks’ regulatory and supervisory body shall be established. Ethiopia shall 

also establish Islamic academic institutions that may help production of skilled man power 

on Islamic economics and Islamic banks. 
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