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Principles of Muamalat in the Capital Market

KAFALAH ON MUDHARABAH CAPITAL

RESOLUTION

The SAC at its 35th meeting held on 7 November 2001 resolved that a third-
party guarantee on the capital invested based on the mudharabah principle
is permissable.

INTRODUCTION

Kafalah generally means a guarantee. It is defined as a contract which
combines one’s zimmah (liability) with another person’s zimmah.86

It is a contractual guarantee given by the guarantor to assume the
responsibilities and obligations of the party being guaranteed on any claims
arising thereof. This principle is also applied in loan guarantees whereby the
guarantor assumes the liability of the debtor when the debtor fails to discharge
his obligation. This is also known as dhaman.87

From the aspect of a contract’s objective, kafalah is included in the category
of `uqud tauthiqat (contractual guarantee).88 However, from the aspect of
tabadul huquq (transfer of rights), it conveys the meaning of tabarru` at the
inception of the contract and mu`wadhat at the end.89

Generally, kafalah may be divided into two types:

86 Haidar, Durar al-Hukkam, vol. 1, p. 724.
87 Securities Commission, Guidelines on the Offering of Islamic Securities.
88 Al-Zarqa’, Al-Madkhal al-Fiqhi, vol. 1, p. 583.
89 Al-Zarqa’, Al-Madkhal al-Fiqhi, vol. 1, p. 579.
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(a) Kafalah bi mal is a guarantee to return an asset to its owner; and

(b) Kafalah bi nafs is a guarantee to bring someone to a specific authority,
such as the judiciary.90

As for this issue, the type of kafalah involved is the kafalah bi mal and it may
be divided into three main categories, including:

(a) Kafalah bi dayn is a guarantee for the repayment of another party’s
loan obligation. It means that when a debtor fails to meet his obligation
to repay a loan, then the guarantor will assume this obligation;

(b) Kafalah bi `ayn or kafalah bi taslim is a guarantee of payment for an
item or a guarantee of delivery in a transaction. For example, in a sale
and purchase contract, the guarantor agrees to guarantee the delivery
of the item to be sold to the purchaser. In the event the seller fails to
honour his obligation according to the agreement, the guarantor will
be responsible for the delivery; and

(c) Kafalah bi darak is a guarantee that an asset is free from any
encumbrances.  This guarantee is specific for transactions that involve
the transfer of titles or rights which ensures that an asset is free from
any encumbrances. For example, if A claims and is able to prove that
the item bought by B belongs to A, then it will be the guarantor’s
responsibility to ensure that B gets back the value of his purchase
which has been paid to the seller.91

Mudharabah is a contract which involves agreement between two parties,
namely rabb mal (investor) who provides 100% of the fund, and mudharib
(entrepreneur) who manages the project in accordance with Shariah principles.
Any profit from this investment will be apportioned based on the preagreed
ratio at the inception of the agreement. However, any losses will be fully
borne by the rabb mal.92

90 Al-Zarqa’, Al-Makhal al-Fiqhi, vol. 1, p. 542. Haidar, Durar al-Hukkam, vol. 1, pp. 732–734. Ibnu Rusyd,
Bidayah Al-Mujtahid, Beirut, vol. 2, p. 378.

91 Al-Zarqa’ Al-Madkhal al-Fiqhi, vol. 1, p. 542. Haidar, Durar al-Hukkam, vol. 1, pp. 732–734.
92 Securities Commission, Guidelines on the Offering of Islamic Securities.
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ARGUMENTS THAT SUPPORT THE PERMISSIBILITY OF
KAFALAH ON MUDHARABAH CAPITAL

The Original Law on Guarantees for Mudharabah Capital

According to the arguments of past Islamic jurisprudence, the jurists were
unanimous in their opinion that when losses occur in a mudharabah contract,
the loss is to be borne by the rabb mal and not the mudharib as the latter’s
status is only amin (trustee). However, if it could be proven that the loss was
clearly due to the mudharib’s negligence or intentional, then the mudharrib
is to make good the capital to the investor.93

Past Islamic jurists were unanimously of the opinion that in a situation where
a loss occurs on a mudharabah, a capital guarantee by the mudharib is not
permissible. However, they have different opinions on the status of the
contract. The Hanafi and Hanbali Mazhab were of the opinion that the
contract is valid and the conditional guarantee should be nullified. The Maliki
and Syafi’i Mazhab, however, were of the opinion that the mudharabah
contract is immediately nullified if there is such a guarantee.94

Contemporary Islamic jurists have made studies on the acceptable level of
capital in mudhrabah contracts that can be guaranteed according to the
perspective of Islamic jurisprudence. The main issue of concern in relation
to capital guarantee is whether the guarantee given will cause the
mudharabah contract to be nullified since it violates the muqtadha ̀ aqd (the
main objective of a contract).95

They have submitted several solutions on mudharabah capital guarantee,
including:

(a) Third-party guarantee based on tabarru` (voluntarily given);

(b) Third-party guarantee based on qardh (debts);

93 Al-Kasani, Badai’i` al-Sana’i`, vol. 6, p. 87. Al-Nawawi Al-Majmu` Syarh al-Muhazzab, Maktabah al-
Irsyad, Jeddah, vol. 15, pp. 194–195, 198. Ibnu Rusyd, Bidayah al-Mujtahid, vol. 2, pp. 303, 305. Ibnu
Qudamah, Al-Mughni, vol. 5, pp. 147–148, 192. Ibnu Najjar, Muntaha al-Iradat, vol. 1, pp. 460, 466.
Ibnu Juzay, Al-Qawanin al-Fiqhiyyah, p. 186.

94 Ibnu Rusyd, Bidayah al-Mujtahid, vol. 2, p. 305. Ibnu Qudamah, Al-Mughni, vol. 5, p. 187. Ibnu Juzay,
Al- Qawanin al-Fiqhiyyah, p. 186.

95 Dallah Al-Bakarah, Fatawa Nadawat al-Bakarah, Jeddah, 1995, p. 71.
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(c) Mudharib yudharib (the entrepreneur channels the investor’s capital
to investing in a third party); and

(d) Guarantee through special funds.

Third-party Guarantee Based on Tabarru`

The OIC Fiqh Academy96 discussed on the matter of issuance of Sanadat
Muqaradhah and summarised that mudharib guarantee on capital and
mudharabah profits are not permissible. However, the guarantee may be
issued by a third party who has no connection whatsoever with the mudharib
if it is done by way of tabarru` and is not included as a condition in the actual
mudharabah contract sealed and signed by both parties.97

The Shariah Council for Accounting and Auditing Organization for Islamic
Institutions (AAOIFI)98 allowed for third-party guarantees other than by
mudharib or investment agent or business partner towards the liability of
investment losses. However, this is on the provison that the guarantee given
is not tied to the original mudharabah contract.99 The basis of their decision
is tabarru` which is allowed by Shariah.100

Husain Hamid Hassan summarised the basis of the permissibility of third-
party guarantees based on the views of the Maliki Mazhab which allow
wa`d mulzim (promises that must be kept). It is further strengthened by
maqasid Shariah (Shariah’s objective) which allows for such action.101

Third-party Guarantee Based on Qardh

The Fatwa Council of Jordan legitimised third-party guarantees based on
debts. This resolution was made as the basis in drafting section 12 of the
Muqaradhah Act which pertains to the guarantee concerned.102

96  4th meeting on 6–11 February 1988.
97 Qararat wa Tausiyat Majma` al-Fiqh al-Islami, Dar al-Qalam, Damascus, 1998, pp. 69–71.
98 6th Meeting on 19–23 May 2001.
99 AAOIFI, Al-Ma`ayir al-Syar`iyyah, Bahrain, 2001, p. 80.
100 AAOIFI, Al-Ma`ayir al-Syar`iyyah, Bahrain, 2001, p. 89.
101 OIC, Majallah Majma` al-Fiqh al-Islami, Jeddah, 1988, no. 4, vol. 3, p. 1875.
102 This section states that “The government guarantees the payment of sanadat muqaradhah upon maturity.

This payment guarantee is in the form of interest-free qardh bestowed by the government for
implemented projects”. Please refer to OIC, Majallah Majma` al-Fiqh al-Islami, no. 4, vol. 3, p. 1980.
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However, the OIC Fiqh Academy, disagrees with the basis of third-party
guarantees that are based on debt and resolved that third-party guarantees
have to be in the form of tabarru`. Otherwise, the contract is deemed to be
an interest-bearing debt which is not permissable.

Mudharib Yudharib

Past Islamic jurists also delved on the issue of mudharabah capital guarantee
in the context of mudharib yudharib. The mudharib invests the capital received
from rabb mal to another party. In other words, the mudharib acts as an
intermediary between the first rabb mal and the actual entrepreneur.

Wahbah al-Zuhaili summed up the views of past Islamic jurists on the issue
of mudharib yudharib that all the four fiqh sects collectively agreed that
the first mudharib shall be responsible for the liability of the guarantee
(dhaman) if the capital is invested or handed over to another mudharib
(third party).103

Generally, the mudharib yudharib concept is allowable. If it bears any profit,
the profit should be distributed between the rabb mal and the first mudharib
based on a preagreed rate and the balance is to be distributed between the
first mudharib and the second mudharib.104

For financial institutions and companies that issue financial products based
on mudharabah, the concept of mudharib yudharib may be applied if they
invest part of the capital in other parties. If this happens, the financial
institutions or companies should guarantee the capital based on the views
of majority of Islamic jurists. Hence, in such a situation the interest of investors
is guaranteed.

Guarantee Through Special Funds

Contemporary Islamic jurists also allow the channeling of a portion of
mudharabah profits to a special fund created for the purpose of insuring
against future losses.  This may be done with the concurrence of investors.105

103 Al-Zuhaili, Al-Fiqh al-Islami, vol. 4, p. 860.
104 Ibnu Qudamah, Al-Mudghni, vol. 5, p. 163.
105 Qararat wa Tausiyyat Majma` al-Fiqh al-Islami, p. 70.




