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ABSTRACT 

Previously, prior to the onset of banking and the provision of debt finance, debt was an 
exception and not the rule. Muslims used loans as an act of charity through al-qarc;I, al­
bassan and never expected profit out of a loan. Instead, partnerships were the main 
source of private equity finance and were significant in the Muslim world since the 
prophet (pbuh) time and even before. And while Muslims relied on muc;l,ifrabah and 
mushiirakah, in the Medieval Europe they were using commenda and societas for their 
investments which are equivalent to muc;l,arabah and mushiirakah, respectively. But 
with the emergence and evolution of banks followed by corporations the whole 
financial system was altered, and the role of partnerships started to shrink, while banks 
became the main provision of debt finance and corporations are the main demanders or 
borrowers. On the other hand, partnerships were often combining capital and labor. 
Accordingly, many issues started to arise. For instance, there is no consensus among 
scholars and economists up until today on how banks work internally and whether 
they have the ability to create money. They adopted three different theories and each 
one is based on different understanding of how banks and money function and leads to 
totally different economic and policy implications. Moreover, corporations' structure 
raised many issues among which legal personality issue is the most important. In fact, 
the whole structure was borrowed from the English law and hence raised doubt about 
its compliance with Sharz'ah. Accordingly, the study aims to re-examine the structure 
of corporations and the provision of debt finance under the principles of Islamic law 
and their effect on the economy as compared to the partnerships. The study combined 
different approaches such as library research, content analysis as well as case study to 
help answering the research questions. Findings were that neither the financial 
intermediation theory currently in use, nor the fractional reserve theory proved to be 
correct. The only correct theory that is supported by an empirical evidence is the 
money creation theory which states that banks can create money out of nothing. The 
study also found that Islamic banks are not different from conventional banks in terms 
of the economic substance. Moreover, after analyzing the concept of legal personality, 
the study found that this concept was not accepted by the classical scholars although 
the majority of the contemporary scholars insist on its validity. Finally, partnerships 
were found to be more efficient than the debt-based system in terms of allocating the 
investable resources and the marginal efficiency of capital. Some recommendations 
were given in the last chapter that help improving equity-based financing and 
partnerships. The suggestions included legislating muc;l,iirabah and musharakah, 
restructuring and implementing Islamic private equity funds, codifying Islamic 
financial law and adopting some of the existent fintech strategies and innovate new 
ones in order to improve equity-based investment and hence improve the whole 
economy creatively while minimizing costs. The study also suggests carrying out 
future research especially on the concept of separate legal personality and calls the 
contemporary scholars to participate. 
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1.lBACKGROUND 

CHAPTER ONE 

INTRODUCTION 

Previously, partnerships were the main provision of private equity finance used in 

commerce world widely, both in the Muslim and non-Muslim countries. Classical 

Muslim scholars (fuqahii ') have then given it significance and wrote clear principles 

to govern its operations, such that each school of fiqh (madhhab) has different forms 

of partnerships and sometimes slightly different provisions. Among all, the ]Jana.ft 

madhhab has invented the most developed model for business organizations which 

can be relied on in the modern time, and all the features of mushiirakah and 

mu<;/,iirabah were fully established by this madhab during the Eighth century (<;izakc;a, 

1996, p.5). Some other schools of fiqh like the Shiifi 'z for example has a very 

restricted model, but its principles as well as the other two schools' principles will 

also be considered in this study. 

Partnerships which entirely depend on equity were considered the best channel used 

by Muslim investors due to the transparency and the protection of each party" s right 

and because it includes real economic activities rather than just growing money out of 

lending, and many scholars adopted studies that showed its importance and pt1~itiw 

impact on the whole economic system. 

Furthermore, partnerships were the prevalent method for commerce since the prophet 

time as he (pbuh) and his noble companions (may Allah be pleased with them) 



themselves used to engage in miu;liirabah. He (pbuh) used mu<;iarabah with his wife to 

be Khadijah (may Allah be pleased with her) by investing her money and being her 

agent (Udovitch, 1970, p.186). 

Not exclusive to the Muslim society, partnerships also reached Europe through what's 

called the commenda and societas. Hence many writers were interested to write about 

the origins of these forms and the majority agreed that they are an extension of the 

Islamic mu<;iarabah and musharakah respectively (<;izakva, 1996, p.12). 

But this equity-based system is no longer the prevalent since the whole financial 

system was altered with the inception of the banks. Banks actually became the main 

provision of debt financing; their main job is extending loans and collecting fixed 

return out of it. Scholars have not yet come to any consensus about how the banks and 

money are functioning under the banking system, and they have developed three 

theories where each theory leads to totally different economic and policy implications. 

Following this, a new form of business organization started to originate through some 

gradual legislations made by the English law. This form is called the corporation 

which was known as the joint stock company, where joint stock refers to the assets of 

the company. Corporations' origin goes back to the Sixteenth century and were 

probably initially found in Italy (Nyazee, 2016, p.92). In the beginning, establishment 

of such companies was a huge and difficult task since it required a special legislation 

by a Royal Decree, accordingly, people started to open companies without taking the 

permission which led to a number of financial disasters like the bubble companies 

until the state interfered by passing the Bubble Company Act in 1720. Following this, 

in 1825, another law was passed that permits the transfer of shares from one person to 

another, and in the following year, 1826, corporations were permitted to sue and be 

sued under their own name, which gave rise to legal personality concept. And finally, 
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the concept of "limited liability" was acknowledged by the English law in 1844 under 

the so-called "Limited Liability Act of 1844". Furthermore, although there was a 

debate regarding the limited liability form of partnerships in Britain, later on it was 

accepted (Nyazee, 2016b, p.365). 

Surprisingly, this whole system, which as mentioned was originated and established in 

England, is borrowed by almost all the Muslim countries today. 

In order to cope with the new situation, contemporary Muslim scholars found a need 

to issue new legislations to help Muslim investors investing and participating in the 

economic growth, hence the corporation structure and indeed the legal personality 

concept were accepted and applied, and they have also accepted the structure of banks 

after being Islamized and called Islamic banks. 

But some scholars did not agree on the new debt-based system, and this in tum led to 

differences in opinions and many researchers and writers started to explore new doors 

to study. 

Concerning the banking system, there have been three different theories up until 

today, where each theory is built on different understanding on how money is created 

and how the banks are functioning. One of the theories, namely the credit creation 

theory, states that banks are creating money out of nothing and they are the main 

suppliers of money in the modem time, while the financial intermediation theory for 

instance states the opposite, i.e. the banks are mere intermediaries and can never 

create money, and accordingly do not have major effect on the macroeconomic level. 

These huge differences between the theories drew the attention of many writers and 

practitioners to find which theory is correct. 

Moreover, some think that Islamic banks are not different than the conventional banks 

in terms of the economic substance e.g. Abdullah and Wahab. 
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On the other hand, there have been many issues attached to the structure of the 

modem corporations, the most prevalent one is the legitimacy of the legal personality 

concept, and whether it was acknowledged or even known by the early Muslim 

scholars "fuqahii". Many Muslim and non-Muslim writers like AlqarradaghI, SanusI, 

Al-Zu}:iaily, Udovitch, Joseph and others gave this concept great attention and reached 

similar conclusions except few of them. One of the exceptions is the well-known 

contemporary scholar Nyazee, who wrote on both the issues related to partnerships as 

well as corporations and questioned many of the other writers and contemporary 

scholars and also questioned the Islamic Fiqh Academy (OIC) for many of the 

opinions and legislations they have written. He further claims that modem Muslim 

scholars have not asked enough and very important questions before approving the 

structure which was borrowed from the non-Muslim English law, and he claims that 

some scholars in addition to the F ASB have confused between the mercantile notion 

of the firm and legal personality concept. 

Indeed, as the whole structure of corporations was actually copied from the English 

law which is based on torah and gospel, it has to be very critically analyzed before 

being accepted and considered Sharz'ah compliant. But unfortunately, few literatures 

were found analyzing the corporations' structure under the principles of Islamic law. 

Even those researchers who talked about the legal personality issue, they all have used 

almost the same fragmented approach in concluding their opinions. In fact, not only 

legal personality, many other questions related to the current financial system need to 

be answered. Such as, is trading in shares nowadays deemed legal under the Islamic 

law? What is the effect of partnerships as opposed to corporations and banks on the 

economy? Why the implementation of partnerships has been almost ignored by 

Muslims? Etc. 
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But on the same time, the issue of legal personality is considered the most important 

and requires more attention since the new model of business organization is built on 

its basis, hence Muslim scholars and writers have responsibility to examine its 

validity. 

1.2 PROBLEM STATEMENT 

Currently, the provision of debt finance is prevalent all over the world. The Prophet 

(pbuh) said: "There will certainly come a time for mankind when everyone will take 

riba and if he does not do so, its dust will reach him" (Sunan Abu Dawood, book 22, 

badith 3325). 

This was never the case in the past, where debt was an exception and not the main 

rule. Muslims used to treat loans as an act of charity by using al-qan;l al-fiassan and 

were never expecting any return out of a loan. Not only this, while musharakah and 

mw;larabah were the main partnership forms used by Muslims, commenda and 

societas were the partnership forms prevalent in the West and are largely equivalent to 

the Islamic mw;larabah and musharakah respectively, because they were actually 

copied from them as has been proved by the historians. 

The invention of the banking industry and the corporations in fact altered the whole 

financial and economic systems. As will be shown in this study, unlike partnerships, 

which is based on profit and loss sharing, loans are the main source of funding under 

the current system, and hence people shifted form equity-based to debt-based 

financing. In addition to this, the process of money creation has also been changed. 

Where some argue that central banks are the main controllers of the money supply in 

the economy by controlling the interest and reserYe ratios. others claim that l't'ntral 



banks do not have this authority and commercial banks actually create money out of 

thin air due to the double entry bookkeeping system, and consequently produces a 

factitious purchasing power. Three different theories of banking have been established 

so far by scholars, and while there should be only one correct theory, there have been 

no consensus about the correct one yet. Each one of these theories is built on totally 

different basis and understanding of how money and banks function, therefore each 

theory leads to different economic and policy implications. A. Bianco and Claudio 

Sardoni in their study about the effect of banking theories on the macroeconomics 

stated that failure to incorporate the existing studies of how banks work into the 

models used in macroeconomics will lead to underestimating the effects of changes in 

bank lending on the real economy (Bianco & Sardoni, 2014). 

The current financial system is predicated on the understanding that hanks are mere 

intermediaries and based on this many new rules and regulations were established to 

achieve financial stability such as the capital adequacy-based approach as reflected in 

Basel I and II, and many other regulations based on the same idea, but in fact, 

financial crises are keep increasing rather than decreasing. According to Abdullah, 

since 2017 there have been 425 incidences of debt and financial crises, which proves 

that the current system is working under incorrect basis (Abdullah, 2018b, p.29). 

Warner also stated the following: "The capital-adequacy based approach to bank 

regulation adopted by the BCBS, as seen in Basel I and II, has so far not been 

successful in preventing major banking crises" (Werner, 2014a, p.2). So, predicting 

the correct model should lead to financial and economic stability through designing 

appropriate regulations based on the assumptions made under the correct model. 
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Moreover, Corporations business mainly depends on loans given by banks and indeed 

heavily depends on debts (Poulsen, n.d.); hence it became the dominant form of 

business organization in the modem time. And although the structure of modem 

corporations was originated in the West, precisely through gradual legislations made 

by the English law, which is predicated on the torah and the gospel, no enough 

questions concerning the legitimacy of its structure under the Islamic law have been 

raised by the contemporary scholars before accepting it. 

In fact, the rise of corporations gave rise to many issues that are still not settled by the 

contemporary scholars, most importantly, the concept of legal personality. Under this 

concept the corporation is considered a separate legal entity distinct from its owners, 

which means it can sue and be sued under its own name and have a perpetual life as 

will be shown later in this study. Most contemporary scholars and organizations like 

the OIC. FASB and others have legislated this concept. while on the other hand other 

scholars have criticized their opinion. and accordingly there is no consensus and the 

issue is not yet settled. 

It is very important to reach a consensus among scholars regarding the legitimacy of 

this concept and the legitimacy of the structure of corporations as a whole because this 

is the structure that have dominated the whole world including Muslims. It is wry 

important to answer these questions: does this structure comply with Sharf 'ah and 

does not break any principle? What is the methodology followed by the scholars to 

reach the final hukm and what are their reasonings? Did they study the structure of this 

system precisely before giving the final decision? And what are implications oi 

accepting this structure and replacing it with the partnerships·7 in other words. what 
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are the implications of making debt the rule instead of being the exception as was the 

case in the Muslim world under the equity-based system? 

Unfortunately, very few researches _if any_ were found analyzing the structure of the 

modem banking and corporations under the light of Islamic law. Instead the focus is 

given to Islamizing the banks and corporations while ignoring the basic structure and 

model under which they are built. A considerable number of researches have been 

found focusing on developing and inventing new products for Islamic banks, while no 

one is questioning the effect of this debt-based system on the economy. Does it satisfy 

maqii.rid al-Sharz'ah and spread justice in the society? This research is meant to 

examine the structure of the financial system (including banks and corporations) under 

the light of Sharf 'ah and study the economic and policy implications of the current 

debt-based system as opposed to the equity-based system. 

1.3 RESEARCH QUESTIONS 

I. How does the structure of banking affect the provision of debt finance? 

2. How is the structure of modern corporation different from Islamic 

partnerships and the mercantile notion of the firm? 

1. Why is lslamic equity finance more efficient at allocating investahle 

resources to growing economy? 

1.4 RESEARCH OBJECTIVES 

1 To investioate the mechanics and structure of modem bankin2' and the . e ~ 

provision of debt finance 
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2. To re-examine the structure of the modern corporation m terms of legal 

personality in contrast to the mercantile notion of the firm 

3. To analyze the structure of Islamic partnerships, the provision of equity 

finance and its impact on the economy 

1.5 SCOPE OF THE STUDY 

The undertaken study basically deals with and focuses on critical SharI'ah issues 

related to the structure of the modem corporation as well as the modem banking 

system. The issue of legal personality was thoroughly studied and analyzed by 

referring back to the original texts of the fuqaha' like Al-SarakhsI, Al-Kasani and 

others and by gathering contemporary Muslim and non-Muslims scholars' opinions 

about the issue like Alqarrahdagh"f, Nyazee, Udovitch~ SanfisI, Al-Zu}:iaily and others. 

Other issues related to the structure of the modem corporations have also been 

discussed. The process of money creation under the current financial system and the 

three theories of banking have been studied and finally the correct theory was 

determined by analyzing an empirical test done by Werner (2014) and by referring to 

other studies done by McLeay (2014), Abdullah (2018) and Wahab (2018). Moreover, 

the differences between the Islamic and banking systems were elaborated by 

analyzing a number of studies and by contacting the former CEO of bank Mu'amalat; 

AbdulManab W ahab, through email. The email has been attached in the study in 

Appendix II. 

Furthermore, different forms of partnerships as found in Islamic law (fiqh) and as 

found in the modern law whether in the Muslim or non-Muslim countries were listed 

and elaborated in the beginning, as well as basic principles of Islamic law, in order to 

have a clear picture before going through deep details. Reference was made to the 
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original sources like Al-Mabsut, the English common law, AAOIFI Shari 'ah 

standards, and others when necessary. 

Finally, through analyzing several economic studies about the marginal efficiency of 

capital (MEC) under the two financial systems like the studies adopted by Sadeq 

(1990), Keynes (1936) and Abdullah (2015), a comparison and finally a conclusion 

was drawn about the final economic effect under both systems (i.e. banks and 

corporations vs partnerships) in order to have a clear picture on the best system that 

should be implemented to help growing the economy without breaking any principle 

of Islamic law. 

1.6 SIGNIFICANCE OF THE STUDY 

This study is motivated to find which financial system will best suit and grow the 

modern economy and in the same time comply with the principles of Shar'i 'ah. 

It is anticipated that this paper will contribute to the very limited number of literatures 

found in this area especially that it merges the most vital topics that will help to 

differentiate between the equity-based financial system and the current debt based­

financial system starting from studying the basis over which each system was built 

and structured and ending with the economic impact of each using classical and 

contemporary scholars~ texts. In other words, this study gives a clear and full picture 

about the current debt-based financial system as opposed to the equity-based financial 

system in many aspects, concerning the structure, compliance with Sharf 'ah, effects 

on the economy and fulfillment of maqasid al-Sharf'ah. 

Furthermore, it was written with the hope of drawing the attention of our respected 

contemporary Muslim scholars on the inconsistencies found in some opinions and 
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legislations given by them and by other Islamic institutions about the structure of the 

modem corporation, modem banking and the concept of legal personality, and also 

with the aim of having codified Sharf 'ah principles that will help Muslim investors 

invest confidently without any need to refer to the English courts in case of legal 

disputes. Moreover, after analyzing the importance of mu<;/iirabah and musharakah on 

the economy and on achieving maqa~id al-Sharz'ah, the study highly recommends the 

scholars to interfere in order to recognize these two forms by the Muslim countries' 

laws, the study also enhances researchers and writers to pay more attention to the 

implementation and development of partnerships. 

Furthermore, the underlying study will open a new door for researches as some issues 

still need more elaboration and not yet settled especially issues related to the structure 

of the modem corporation. It also suggests researchers to adopt new studies focusing 

on improving Islamic partnerships using different techniques including fintech. 

1.7 ORGANIZATION OF THE STUDY 

This study is divided into five chapters. The first and current gives background about 

the study, and also discusses the study's primary questions and objectives. Next 

chapter will basically merge considerable number of literatures related to the 

underlying topic that will help in answering questions raised in the current chapter. It 

will first start by explaining the modem banking system and elaborating the three 

banking theories, then a detailed explanation will be conducted regarding the structure 

of the modem corporation and the issues related to it, namely, the separate legal 

personality as opposed to the mercantile notion of the firm. After that, the chapter will 

elaborate on the different definitions and forms of partnerships under both Islamic and 

English laws. The most important and relevant Sharf' ah principles will be discussed 
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in the following section. These principles will be used extensively in the legal analysis 

done in the findings concerning the corporations and banks structures. A brief 

discussion will be given in the following section about the marginal efficiency of 

capital (MEC) that will be elaborated further in the findings. Finally, there will be a 

conclusion summarizing all these sections by the end of the chapter. In chapter three, 

the methodology and the different approaches employed to adopt the study will be 

discussed. 

Chapter four discusses the study findings extensively and in accordance with the order 

of the research objectives and is divided into six sections. The first section gives a 

brief introduction about the flow of the chapter. Section two then answers the first 

research question and is divided into six sub-sections all related to the banking 

system. The following section is divided into three sub-sections and deals with the 

corporations' structure. This section is considered the core of this study. 

Fifth section deals with the partnerships and the MEC and adopts a companson 

between the two financial systems. After that, an important discussion about the 

fulfillment of maqa~id al- Sharz'ah under the two financial systems will be adopted in 

the fifth section and finally the sixth and last section of the chapter summarizes it. The 

fifth and last chapter summarizes the whole study and gives some recommendations 

for developing the economy and adopting future research, in addition to the 

limitations of the research. 



2.1 INTRODUCTION 

CHAPTER TWO 

LITERATURE REVIEW 

The main and prime aim of this study is to ultimately find the financial system that 

best suits and benefits the society under the light of the Islamic law. The researcher 

will study the current debt-based and equity-based financial systems and analyze their 

effects on the economy in order to predict the best system that will help the whole 

economic system to grow and to maintain financial stability. The current financial 

system is mainly based on debt as banks are considered the main provision of debt 

finance and corporations are the demanders. Hence in order to predict the best system, 

we need first to examine the structure of the banking industry by concluding on the 

correct theory and the process of money creation, and finally to analyze how this 

structure is affecting the economy. So, in the current chapter an overview about the 

banking industry will be given and the three theories will be defined. The critical 

analysis will then be done in the fourth chapter. 

Then the researcher will examine the structure of the modern corporation by 

discussing Sharz'ah issues related to its structure, e.g. legal personality concept. The 

researcher depends on the original texts of the classical and contemporary scholars for 

the legal analysis. In this chapter all the views will be shown while the comparison 

and critique will be done in the findings. 

After that a brief overview about the partnerships will be conducted, including its 

definitions, forms, and rulings by referring to the original sources of Islamic law under 
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