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Abstract

The risk sharing concept has recently gained its popularity among the scholars,
economists and practitioners despite the fact that Shari‘ah has long endorsed it as an
ideal mechanism for all economic activities. Risk sharing, as an alternative to the
prevailing interest-based system, promotes the sharing of resources between the rich
and the needy, thus leads to establishing socio-economic justice in the society.
Nonetheless, not many studies have established a well-defined concept of risk sharing
from the Islamic law perspective, particularly in the context of musharakah and
examined its application in the modern Islamic finance. The main objective of this
paper is to formulate a general theoretical understanding on the risk sharing features
that are inherent in the musharakah contract by examining the subject of risk sharing
in the contract and investigating the prohibitive elements that may arise from the
violation of the fundamental risk associated with musharakah contract. The paper also
explores whether the contemporary application of musharakah contract in Islamic
finance truly adheres to the ideals of risk sharing by delineating several examples of
products that utilize musharakah as its underlying contract. To achieve its objectives,
the study relies on the content analysis of the classical and contemporary literature. The
study finds that some contemporary Islamic financial products that are structured based on
musharakah are not in line with the true spirit of risk sharing. Therefore, it is
recommended that Islamic finance should adhere to the risk sharing features of
musharakah contract for such adherence will promote justice and fairness to all
contracting parties.
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1. Introduction

After the recent 2007-2008 global financial crisis which adversely affected the United
States of America, United Kingdom and European countries, many have advocated to
the risk sharing concept as an inherent feature that distinguishes Islamic finance from
the interest-bearing system. For instance, Igbal and Mirakhor (2011) stressed that risk
sharing has long been endorsed by Shari‘ah as the ideal organizational structure for all
economic activities. Through risk sharing individuals can mitigate various types of
risks such as injury, illness, accident and bankruptcy that they encounter in different

circumstances of their lives. In addition, risk sharing helps to promote the sharing of



resources between the rich and the needy, thus leads to establishing socio-economic

justice in the society.

The concept of risk sharing is always associated with equity-based contracts such as
musharakah and mudarabah which represent an alternative to the debt-based
instruments. This study therefore aims to highlight the risk sharing features that are
inherent in the musharakah contract. In particular, the paper focuses on the features of
risk sharing in contractual partnership (sharikah al-‘aqd) as it is more of investment
in nature, where profit and loss are its essence. Accordingly, the paper examines the
subjects of risk in musharakah contract and the prohibitive elements that arise from
the violation of the fundamental risk associated with musharakah contract. This
examination is an endeavor to provide the theoretical framework on risk sharing in the
musharakah contract. Thereafter, the paper investigates whether the contemporary
application of musharakah contract in Islamic finance truly adheres to the ideals of
risk sharing by delineating several examples of products that utilize musharakah as its

underlying contract.

The proceeding sections of this paper are organized as follows: Section 2 explains the
notion of risk sharing in Islamic finance; Section 3 discusses the meaning of
musharakah contract and its main categories; Section 4 sheds light the features of risk
sharing in musharakah contract; Section 5 delineates some contemporary applications
of musharakah contract in Islamic finance industry as an attempt to examine whether
the concept of risk sharing has been exemplified in its implementation; and Section 6

finally concludes the findings of this paper.



2. What is risk sharing?
Scholars, economists and practitioners have different opinions regarding the
conceptual framework of risk sharing. While some hold the view that risk sharing is
limited to partnership-based contracts such as musharakah and mudarabah only,
some argue that risk sharing also encompasses exchanged-based contracts such as sale
(Igbal and Mirakhor, 2011). Before we look at the definition of risk sharing, let’s

examine the meaning of risk from Islamic perspective.

The word risk or “kharar” and “mukhararah” in Islamic law have been used with
different connotations such as gharar (Malik, 2004), murahanah (Hammad, 2008),
mugamarah (Malik, 2004) and the possibility of loss or profit in a particular
transaction (Qayyim, 1994). Risk in Islamic law is always associated with the legal
maxims (qgawa‘id fighiyyah) that emphasize on the direct and proportional
relationship between the risk and return (EI-Gari, 2003). These maxims include “al-
khardj bi al-daman”, and “al-ghurmu bi al-ghunm”. While the former signifies that “a
person is held liable in case an asset is damaged deserves to take its benefit as
compensation” (Laldin et. al, 2013, p. 156), the latter maxim denotes that “one who
expects profit must accept responsibility in case of loss” (Laldin et. al, 2013, p. 161).
On the basis of these maxims and the prohibition of the Prophet (pbuh) on earning
profit without bearing any liability or risk, scholars disallow the creditor in a loan
contract to take any excess above the loan principal as he does not bear any risk.
Similarly, if the rabb al-mal stipulates that the mudarib in a mudarabah contract
bears the liability for any financial loss from the venture, Hanafi scholars view that
the mudarib becomes entitled to all the profits for it takes the ruling of a loan contract

(al-Kasani, 1986).



However, Elgari (2003) argued that the terminology of “khazar” as understood in the
modern financial transactions is different from what was meant by the early Muslim
jurists when they discussed about risk in contracts such as shirkah, mudarabah,
salam, istisna’ and so on. Despite these contracts have the element of risk sharing or
risk transfer, “the economic circumstances prevailing in those days and the
methodology adopted for contracts did not attach the significance to the idea that is

given in modern financial transactions” (El-Gari, 2003, p. 11).

Nonetheless, the discussion on risk from the economic and finance perspectives is not
the main focus of this paper. Rather, the paper tries to establish the concept of risk in
Islamic law of contract, particularly musharakah, and later examines as whether it has

been transferred to or shared among the contracting parties (i.e. partners).

Based on the definition of risk discussed above, it is evident that risk sharing in
Islamic law refers to mutual risk bearing by the contracting parties involved in Islamic
commercial transactions, which do not only limit to partnership-based contracts like
musharakah and mudarabah. Rather, it encompasses debt-based contracts such as
murabahah and salam. In all these contracts, the contracting parties have to take risk
in order to gain profit. Nonetheless, risk sharing element is absent in a loan contract as
the creditor does not assume any risk except default on the part of debtor. On this
basis, many contemporary scholars promote risk sharing instruments, particularly
musharakah as the alternative to the interest-based and even the debt-based systems.
Therefore, the proceeding sections will deliberate on the definition of musharakah

and its types, followed by the discussion of risk sharing features of this contract.



3. Definition of Musharakah and its Categories

The term musharakah has recently been introduced in the context of modern Islamic
finance to describe a limited understanding of partnership, i.e. partnership in wealth.
In this regard, Usmani (2002, p. 1) defines musharakah as “a joint enterprise in which
all the partners share the profit or loss of the joint venture”. However, the term
shirkah or sharikah, which connotes a wider meaning of partnership, is commonly

used in the classical figh literature.

Generally, there are two main categories of partnership, namely joint ownership
(sharikah al-milk) and contractual partnership (sharikah al- ‘aqd). Each category has
its own rules, conditions and sub-divisions, hence it is difficult to find a definition
encompassing all partnership categories in figh literature. Nonetheless, some jurists
try to include both categories in their definitions. For instance, al-Ramli of Shafi‘1s
(1984, p. 5:4) defines shirkah or sharikah as “an established undivided right in a
single thing or it is a contract implying this”, while Ibn Qudamah - of Hanbalis (1968,
p. 5:3) mentions that: “Partnership is a participation in ownership and right of disposal

(tasarruf)”.

Sharikah al-milk refers to “the joint ownership of two persons [or more] in an ‘ayn
(ascertained thing) either through inheritance or sale” (Ibn Nujaym, n.d, p. 5:180).
Therefore, sharikah al-milk is divided into two; automatic ownership via inheritance;

and optional ownership via sale, gift, will, or charity.

On the other hand, sharikah al-‘aqd according to Malikis refers to: “permission by
each of two partners to his companion for transacting for the one who gives

permission [i.e. partner] and himself in wealth” (al-Dasuqi, n.d., p. 3:348). This



definition is claimed to include sharikah al-‘inan, sharikah al-mufawadah and

sharikah al-wujizh, yet excludes mudarabah.

Meanwhile, Hanafis define it as “an agreement between two or more persons for
common participation in capital and profits” (Majallah al-Ahkam al-Adliyyah, n.d., p.
254). Nevertheless, a contemporary writer criticizes this definition as being limited to
partnership with wealth (sharikah al-amwal) only, thus excludes other types of
sharikah such as partnership with work (sharikah al-a ‘mal) — also known as sharikah
al-abdan, or sharikah al-sana’i* or sharikah al-tagabbul, partnership with credit-
worthiness (sharikah al-wujizh) and mudarabah (Nyazee, 2006, p. 20), thus suggests a

definition of sharikah al- ‘aqd covering its various types as follows:

It is a contract between two or more people for participation in capital and
profits, or participation in transactions in someone else’s capital and its
profits, or participation in profit without participation in capital or

transaction

Sharikah al- ‘aqd is divided into several sub-categories. The Hanafis sub-categorize it
into three, namely: 1) sharikah al-amwal, 2) sharikah al-‘amal — also known as
sharikah al-abdan, or sharikah al-sana i “ or sharikah al-tagabbul, and 3) sharikah al-
wujzh. Each of these categories is formed as ‘inan and mufawadah (al-Kasani, 1986,

pp. 6: 56-57).

Hanbalf jurists classify the sharikah al- ‘agqd into five types, namely: 1) sharikah al-
inan, 2) sharikah al- mufawadah, 3) sharikah al-abdan, 4) sharikah al-wujizh and 5)

mudarabah (Ibn Qudamah, 1968), whereas most Malikis? and Shaf is take a similar

? However, some MEIIKEs like al-DardEr considers mulErabah or girEl as a sub-set of mushErakah,
yet he also devotes a specific chapter on it. Refer: al-DardEr, al-Shari al-KabEr & al-DasEqE, al-
xEshiyah Nala al- Sharl al-KabEr, Beirut, DEr al-Fikr, n.d., p. 3:351.
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approach except that they consider mudarabah as an independent contract from

musharakah (al-Ramli, 1984; Nyazee, 2006; Ibn Rushd, 2004).

While sharikah al-amwal refers to an agreement between two or more persons for
common participation in capital and profits, sharikah al-a ‘mal means an agreement
between two persons or more to accept a specific or unspecific type of work such as
sewing and building; and the payment (ujrah) received will be divided according to
the determined ratio (al-Muwsu’ah al-Fighiyyah, 1404-1427). On the other hand,
sharikah al-wujizh means “a participation of two persons who have no capital, yet
they have credit-worthiness among the people, then both say: we participated so that
we can buy with deferred [payment] and sell on spot. Whatever profit that Allah

bestows will be between us based on certain condition” (al-Kasani, 1986, p. 6:57)

Based on the above, the term musharakah used in this section refers to a specific type
of sharikah, i.e. sharikah al- ‘aqd that includes three sub-categories based on Hanaffs,
i.e. sharikah al-amwal, sharikah al-a‘mal and sharikah al-wujizh, and four sub-
categories based on majority, i.e. sharikah al- inan, sharikah al-mufawadah, sharikah
al-abdan, and sharikah al-wujizh, but excludes mudarabah, as it will be discussed
separately in the subsequent section. Accordingly, the terminology signifies a broader
meaning compared to the definition given by Usmani (2002) who limits it to sharikah

al-amwal.

4. Features of Risk Sharing in Musharakah Contract
As mentioned earlier, risk sharing denotes mutual risk bearing among the contracting
parties whereby each party bears the risks associated with the contract so that he

becomes entitled to the profit. Therefore, the distinctive features of risk sharing in
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musharakah contract lie in the bases for entitlement to profits and sharing of losses in
musharakah contract. This particularly refers to the subjects of risk in musharakah
contract and the prohibitive elements that arise from the violation of the fundamental
risk associated with musharakah contract. In relation to this, relevant classical texts of
Islamic jurisprudence are examined to highlight the features of risk sharing in

mushgrakah contract.

a. Subject of Risk Sharing in Musharakah Contract

The discussion on the subject of risk sharing in musharakah contract is closely related
to the opinions of Muslim scholars on the entitlement to profits and sharing of losses
among partners. This is because “attaining profit is the objective of partnership” (al-

Kasani, 1986, p. 6:68).

Accordingly, the paper shall examine the bases for the entitlement to profits in
musharakah contract as expounded by different fighi schools. As Hanafis and
Hanbalis have a similar view on this matter, the paper shall explain both views
together, followed by the opinions of Malikis and Shafi‘1s. The paper also sheds light

on the basis for sharing losses in musharakah contract.

I Bases for entitlement to profit according to Hanafis and Hanbalis



Hanafis and Hanbalis rely on the principle “clacall sl dasd) 5 Qs L) 50 3355” which
means: “The entitlement to profit is either due to wealth (mal) or work (‘amal) or

liability for bearing loss (daman)”.
In this regards, al-Kasani (1986, p. 6:62), a Hanaft jurist mentions:

GEALY) &g Gl glalally )y Jaally Gy Jaly ) Glie 3230 W) 2750 G 315
G N Jal &) BAR 15y @S (&l QD Gl s N G ol Judy
Ol G lalally Wl & 5 1388 alany =350 Badly Clladll G Jaadly Bl 455l
laliny BIDA plalall Al A & K05 cmi )l aed (3a3ld o jliadll Lo U gl Sla 13)
Meaning:

The original [ruling], in our opinion, is that entitlement to profit is either
due to wealth (mal) or work (‘amal) or liability for bearing loss (daman).
As for the entitlement to wealth it is obvious, because profit is a growth in
wealth and belongs to its owner. It is for this reason that the rabb al-mal in
a contract of mudarabah is entitled to profit and like-wise the partner. In
the case of liability for bearing loss (daman), if the mudarib were made to
bear the liability for loss, he would be entitled to the entire profit (of the
mudarabah). This is due to his daman. Thus, if the liability for bearing

loss falls on him, the kharaj belongs to him too.

Meanwhile, Ibn Qudamah (1968, p. 5:6) of Hanbalis mentions reasons for entitlement

to profit as follows:

Ol 4 Bailas (JE e Glalall L g Jaall S u\w‘ 18,5 iy (RO 4 BAELS Glalall &
450l 4 ey 548 o yladll Jaa€ 20750 Jalall 4 Bails Jaally d0)iadll 8 Jlall 46K a

Meaning:
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Daman is a basis for entitlement to profit on the argument of sharikat al-
abdan (work partnership). The acceptance of work involves daman for the
person accepting work (as an independent contractor) and provides a basis for
entitlement to profit. It is therefore, similar to the acceptance of wealth in
mudarabah. The worker is entitled to profit through his work; it is thus like

mudarabah.
He also writes (Ibn Qudamah, 1968, p. 5:23):

00 i Aol clagie dasll 345 g i (8 SUnliy 0 5188 o500 45 (3AEL5 e sl
Lo G A 3ad daall o o3l AT Basilally el & B sl B dllts caly
A, o3 G AR o aal) Jad AL (8 00 T S e AL G ) B0
claaal 15 QUS55 OIS 18 5l e Al Lile 301 R clasad dJasly Juab B 83500
adad Jally S5 KA wlle &0 A8 Bk W G AT W A36 (e Al Gl

Meaning:

Work (‘amal) is a basis for entitlement to profit. It is therefore, allowed for both
partners to have excess in profit when there is work from them, like in
mudarabah for one person. As one of them can be more expert in trading and
stronger in work compared to the others, hence, he can stipulate excess in profit
for his work, similar to stipulation of profit against the work of mudarib. This
partnership [i.e. sharikah al- inan] is done based on both wealth and work, thus
each partner is entitled to profit even [the work] is done by only one partner or
both. When there is no stipulation, then the profit is divided among them
according to capital contributions. However, when there is stipulation, it is

therefore the original [ruling] and should be based on it.
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The above statements of Hanafis and Hanbalis indicate that both fighz schools permit

entitlement to profit based on three factors: wealth, work and liability for bearing loss.

Based on these reasons, they allow sharikah al-amwal, sharikah al-a‘mal and

sharikah al-wujizh, and permit excess profit for excess work, except that Hanbalis

allows the excess of profit to be merely based on stipulation (if any), regardless

whether the partner is a working or sleeping partner.

Hanafis, on the other hand, allows for the partners to stipulate that profit can be in

proportion to the capital contribution or in excess of it, whether the work is stipulated

for one partner or both (al-Kasani, 1986), but the excess of profit should be limited to

the following scenarios:

If the capital contributions are unequal and the work is stipulated for one
partner only while the profits are shared in proportion to the capital, the
stipulation is valid. However, if the excess is stipulated for the sleeping

partner, the stipulation is invalid (Nyazee, 2006).

. If the capital contributions are equal and the work is stipulated only on the

partner who receives an excess profit, the stipulation is valid because the
entitlement to profit is due to his wealth and extra work done. On the other
hand, if the work is stipulated only on the partner who receives less profit, the
stipulation is invalid (Majallah al-Ahkam al-Adliyyah, n.d., pp. 263-264)
because the one who receives more profit is not entitled to it due to absence of
wealth, work and liability for bearing loss (al-Kasani, 1986).

If the capital contributions are unequal and the work stipulated is proportionate
to the contributions (i.e. more work for the partner with more capital), but the
excess profit is stipulated for the partner who contributes less capital and does

less work, the stipulation is invalid (Nyazee, 2006).
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Sharikah al-wujizh has been allowed by Hanafis based on pure gaman (Nyazee, 2006)
(i.e. liability for the price of goods purchased on deferred) upon the share of
ownership in the property purchased that each partner has to bear’, as there is neither
wealth nor work involved in this type of partnership. Accordingly, when profit is
stipulated to a partner more or less than the daman al-milk that he has to bear, then the
stipulation is invalid as excess in work in this category of partnership has no effect for

entitlement to profit. In this regard, al-Sarakhsi (1993, p. 11:154) says:

L ol Y s iall el 8 (g 5l 325 il Ll il b QLalil ey el 138 3 G
A A8 G o oA RIS lala Yy dag ¥ Ja (il analin caal 3 4 Gl 53550 4
& SN 35 G A G - gl e B e - B Ok s cGalal A G @) &
R VP [RENU R NG PRS- 8 ORIV I o

sl i 50 22, O

Meaning:

In this contract, a stipulation of profits in excess (over the ratio of ownership)
is invalid when there is equality of ownership in the thing purchased. The
reason is that this excess is not linked either to the share of the partner in
wealth or to his work or to daman. Stipulating such a part of profits will
amount to something that is not supported by liability. The Prophet has
prohibited this. If an excess of profits is desired, it is necessary to stipulate a
corresponding excess in ownership of the purchased goods (and thus in the

liability to bear loss). This way, it may be, that a third is for one partner and

* In this regards, The Majallah al-AikEm al-NAdliyyah (n.d., p. 270) states that: )
Jalally s Wi e s A8 55 8 =100 (BRI (1400) 53D
uu&)d\mmuj& Al JWl (e Hlala (1401) 83
Meaning: Article (1400) The entitlement to profit in sharikah al-wujEh is based on lamEn
Article (1401) OamEn for the price of the purchased asset is based on the share of partners
in it (i.e. price)
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two-third for the other, and thereafter the other profits may be shared in

proportion to the ownership.

ii. Bases for entitlement to profit according to Malikis

Malikis are of the view that a partner is entitled to profit on the basis of wealth

contributed to the partnership. Imam Malik (1994, p. 3:605) says:

“Lagh sl Gase 'y )8 e 215 gl 3ol G sp 'y 8 e Aapai
Meaning: “Loss is based on the capital of partners, and profit is based the capital of

partners”

Ibn Rushd (2004, p. 4:37) affirms this opinion by saying “the third element is work
(‘amal) and it is subservient according Malik, as we said, to wealth and is not treated
as an independent basis. According to Aba Hanifah, it is treated as an independent

basis with wealth”.

Nevertheless, Nyazee (2006) argued that when work is not dependent on wealth, it
can be regarded a valid basis for entitlement to profit according to Malikis. However,
if wealth accompanies labour, it becomes subservient to wealth. This is based on the
permissibility of sharikah al-abdan by Malikis. The author of al-Mudawwanah al-
Kubra (Sahnun, pp. 5:42-43) says that “What do you think, if two persons participate
with labour, and they are butchers who do not need capital ... There is no harm in this,
like partnership in dirhams, because when they participate with manual labour, such
labour is considered a substitute for dirhams. Thus, whatever is valid for dirhams is

valid for manual work™.
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With regards to daman, Malikis do not consider it as an independent basis for

entitlement to profit, thus prohibit sharikah al-wujah.

iii. Bases for entitlement to profit according to Shafi‘ts

Partnership according to Shafi‘is confines to partnership in wealth only. The basis for
entitlement to profit is limited to wealth only, similar to loss. Hence, they do not allow
sharikah al-abdan and sharikah al-wujizh. Al-Sharbint (1994, p. 3:227) says: “Profit

and loss are based on the capital contributions”.

As for mudarabah, which is based upon work from one side, they allow it as a type of

ijarah, not as a partnership (Nyazee, 2006).

iv. Basis for sharing losses in musharakah contract

Apart from profits, musharakah partners should also be liable to share losses.
Scholars unanimously agree that each musharakah partner should bear the loss in
proportion up to their capital contribution only. This is based on the following saying

of companions (athar):

Juall e Ay cile | Alllal L e 2300
“Profit is based on the agreement of the parties, but loss is always subject to the

ratio of investment” (al-San‘'ani, 1403H, p. 8:248).

Accordingly, if a partner contributes 40% of capital, for example, then he should not
suffer the loss more, or less than his contribution. Therefore, it is impermissible to

agree that “one partner or a group of partners liable for the entire loss or liable for a
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percentage of loss that does not match their share of ownership in the partnership. It
is, however, valid that one partner takes, without any prior condition, the

responsibility of bearing the loss at the time of the loss” (AAOIFI, 2010, p. 207).
Analysis

Based on the above discussion, it is apparent that jurists have different opinions
regarding the subject of risk in musharakah contract. While Shafi‘is and Zufar from
Hanafis view that the entitlement to profits and sharing of losses is based on wealth
(mal) only, Malikis opine that profit and loss sharing can be based on wealth (mal)
and work (‘amal). On the other hand, subject of risk sharing in the musharakah
contract, according to Hanafis, includes wealth (mal), work (‘amal), and liability for

bearing loss (daman).

Nevertheless, a closer look at both classical and modern texts on the issue reveals that
mal or ‘amal alone cannot be independent bases for the entitlement to profit; rather
they should be coupled with daman. For instance, in the case of sharikah al-a ‘mal,

the Majallah al-Ahkam al-*Adliyyah (n.d., p. 268) clearly specifies:

3080 ) 4Bl 5 aial L ial e 2113 QB (Jaal ey 55aW) oliaiig &, 2

Ll s il ad5h e ALalal §5a 15 i 2 1 A& 3 Bt 5 Jasll (2 ea il
Meaning: “Two partners are entitled to fee due to the liability to deliver the work.
Therefore, if one of the partners does not even do any work due to his illness or his
travelling to somewhere else, or his failure to work and only one partner works; the

return and fee derived (from the venture) is still divided according to what has been

agreed by both parties”.

In addition, al- Kasani (1986, p. 6:76) mentions:
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ot A Laasa¥ s 3 plaal 3 QL 13 13 «l&h b glaldil B 545
Jaxg A 5 Qi 4l b o3l et 2150 (B Gigile: Jaall Uasing G A305 390 5h5
O 451 sy Janly ¥ olalalls 3830558 3 55401 (RS 5 slaglle Jaal L o 55
G edaally ¥ daadl glaia Jialy AN Jial BEsi §8 135 CAY DAY GBail) LA

Jasl) 33033 ¥ lalall 8303 35 LAY 83 5 (Flasad

Meaning: “The stipulation of excess in profit is allowed if (the partner)
stipulates an excess in daman; as if both partners stipulate that one of them is
entitled to two-third of the return while the other partner gets one-third of it
and they also stipulate the work on both partners, regardless whether the one
who gets the excess profit works or not after both stipulate the work on
themselves. This is because the entitlement to profit in this type of partnership
is based on daman not ‘amal, for if only one partner works the other partner
is also entitled to profit. When the entitlement to the profit is based on daman
al- ‘amal not ‘amal alone, the entitlement to the additional profit is based on

the additional daman not ‘amal.”

In sharikah al-amwal, on the other hand, the original ruling for the entitlement to
profits and sharing losses is due to daman that each partner can provide according to
his proportion of capital contributions. However, Hanafis and Hanbalis allow the

profit sharing ratio to be different from the capital contributions based on stipulations

agreed among the partners.

If mal or ‘amal should be coupled with daman for the entitlement to profit, the
question asked is: can pure daman be a basis for the entitlement to profit as in the case
of sharikah al-wujizh? Or, does daman in sharikah al-wujizh actually relate to daman

al-mal? From the definition given by its proponents, daman in sharikah al-wujih is

17



related to the share of ownership in the property purchased on deferred payment
(daman thaman al-mal al-mushtara). Therefore, daman in sharikah al-wujih is
indirectly related to mal in its general meaning, not mal that specifically relates to the

capital contributions as in sharikah al-amwal.

b. Violation of Fundamental Risk in Musharakah Contract

Musharakah contract is based on trust (amanah), where each partner is considered a
trustee to one another like in the safe-keeping (wadi‘ah) contract. The general
principle in all trust-based contracts is that no liability except in the case of negligence
or misconduct. Therefore, so long as the partner observes the terms and conditions of
the contract, and does not get involved with negligence or misconducts, he shall not
be liable for any losses of his partner’s share of capital (Al-Zuhayli, 1997).
Accordingly, there should not be any element of guarantee of capital nor profit in
musharakah as it violates the essence of the contract. If, however, capital is
guaranteed in musharakah contract and all profit is stipulated to one partner only, the
contract is no longer considered as musharakah, rather; it is ruled as a loan (gard)

contract. Hence any increase over and above the capital will be tantamount to riba.

Ibn Humam (n.d., p. 6:178) mentions that:

& g ) Ll Aty 48,50 e g 045 i SRl Y 5580 Y A8 LY 00 B8 3

Juall St Iy () e limy 15 eand ) aoen (333016 Al Al i1 0K (Jaall B
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Meaning: If the entire profit is stipulated for one of them, it is not permitted,
because the contract has thereafter moved out from the domain of sharikah
and mudarabah, and becomes qard if the [profit] is stipulated to the worker.
Itis as if he [i.e. rabb al-mal] has given him his wealth as gard so that he [i.e.
the worker] may have the whole profit, and it becomes bida ‘ah [or ibda 1, if it

is stipulated for the rabb al-mal.

In addition, the majority of Muslim jurists ruled that musharakah is a non-binding
contract (‘aqd ja'iz), in which each partner is entitled to terminate the partnership
without attaining consent from the other partner. Nevertheless, as musharakah has an
element of agency (wakalah) Hanafis opine that the partner who wants to terminate
the contract should notify the other partner in order to avoid any harm to the latter,

otherwise his termination is invalid (Al-Zuhayli, 1997).

5. Contemporary Applications of Musharakah Contract

Musharakah has been used as an underlying Shari‘ah principle in different sectors of
contemporary Islamic finance, namely Islamic private equity (PE) and venture capital
(VC) in lIslamic investment, sukak in Islamic capital market, home financing,

particularly musharakah mutanagisah in Islamic banking.

While some of these contemporary applications are in line with the essence of
musharakah contract that lies in attaining profits and sharing losses, some have been
criticized as behaving like a debt-based financing, hence mirroring the conventional

ethos.
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Islamic PE and VC* is an example of financing modes that adhere to the true spirit of
musharakah as the capital provider who invests in the business venture becomes a

partner with the operator of the business. Hamzah (2011, p. 40) states that:

Venture capital and private equity are very compatible with the fundamental
principles of Islamic finance because the provider of capital holds an equity
interest in the firm and becomes involved in its success or failure at a
relatively early point in the company’s life... Both the company and the
private equity provider share the same risks for profit and loss as the

company grows

Nonetheless, this mode of financing has received less interest compared to ones
offered by the banking sector, particularly debt-based financing such as murabakah as
Islamic PE and VC are based on absolute profit and loss sharing, thus emphasizing on

the risk sharing.

Although the spirit of risk sharing is duly adhered in Islamic PE and VC, the
application of musharakah contract in sukizk investment has received considerable
criticism from many Shari “ah scholars. In February 2008, the Accounting and
Auditing Organization for Islamic Financial Institutions (AAOIFI) issued a Shari‘ah
pronouncement unequivocally declaring that sukizk are inherently different from
conventional bonds, thus all equity-based sukik issuances, i.e musharakah,

mudarabah and wakalah sukik should not compromise the basic rules of equity

* The investment involves either buying companies or taking equity shares of the ventures, improving
their performance and selling it off for a profit. In US terminology, venture capital (VC) is a sub-
division of private equity (PE), where VC refers to the early stage of investments and expanding
companies, while PE tends to involve more mature investee companies. Both aims at investing in
companies that investors regards as potentially profitable, and then exiting from the investment after a
period of time to gain returns. Nevertheless, in Europe terminology, VC connotes the same meaning as
PE. See: Zaid Hamzah, Islamic Private Equity and Venture Capital: Principles and Practice, Kuala
Lumpur: IBFIM, 2011, p. 3 & p. 23
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contracts to meet the characteristics of fixed income investments, where capital is

protected and risk of loss is minimized. Therefore, the AAOIFI (2008) outlines that:

Third: It is not permissible for the Manager of Sukuk, whether the manager
acts as Mudarib (investment manager), or Sharik (partner), or Wakil (agent)
for investment, to undertake to offer loans to Sukuk holders, when actual

earnings fall short of expected earnings. ..

Fourth: It is not permissible for the Mudarib (investment manager), Sharik
(partner), or Wakil (agent) to undertake {now} to re-purchase the assets from
the Sukuk holders or from one who holds them, for its nominal value, when
the Sukuk are extinguished, at the end of its maturity. It is, however,
permissible to undertake the purchase on the basis of the net value of assets,
its market value, fair value or a price to be agreed, at the time of their actual

purchase...

This pronouncement was issued in relation to the use of various credit enhancement
mechanisms, particularly the liquidity facility arrangement and purchase undertaking
at a fixed formula and incentive fees, to replicate the fixed income features of
conventional bonds in musharakah and mudarabah sukik issuances. These credit
enhancements have been introduced to attract the investors who are risk-averse and
thus expect capital protection and fixed returns similar to bonds instruments. (Dusuki,

2010).

Nonetheless, the practice has violated the fundamental feature of risk sharing in either
musharakah, mudarabah or wakalah contract. As indicated earlier, any form of
guarantee to the capital and return in musharakah or mudarabah will transform the

contract into loan. In addition, profits distributed to the musharakah, mudarabah and
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wakalah partners should depend on the actual returns, hence can be variable.
Accordingly, if the periodical distributions to the Sukuk holders in musharakah,
mudarabah and wakalah sukak are fixed, the excess profit received will tantamount to

something that is not supported by liability.

6. Conclusion

After a close scrutiny to the concept of risk sharing in Islamic law, the study
discovered that the concept has been discussed by the early Muslim jurists in the
context of various Islamic financial contracts which includes both equity-based and
debt-based. The bases underpinning this concept are the legal maxims that promote
proportional relationship between the risk and reward and the prohibition of the

Prophet from gaining profit without taking any liability.

The study revealed that the distinctive features of risk sharing in musharakah contract
lie in the bases for entitlement to profits and sharing of losses as both are the essence
of the contract. Accordingly, the study found that there should not be any element of
guarantee of capital nor profit in musharakah as it violates the essence of the contract.
If, however, capital is guaranteed in musharakah contract and all profit is stipulated to
one partner only, the contract is no longer considered as musharakah, rather; it is
ruled as a loan (gard) contract. Hence any increase over and above the capital will be

tantamount to riba.

In terms of the application of musharakah contract in the contemporary Islamic
financial transactions, the study suggested that there are some practices that are not in

line with the true spirit of risk sharing in musharakah. Various permutations have
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been embedded in the musharakah-based products so that the end results will
replicated the debt-based instruments. It is therefore recommended that Islamic
finance should adhere to the risk sharing features of musharakah contract for such

adherence will promote justice and fairness to all contracting parties.
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