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Abstract

The structural architecture of the modern global economy relies intrinsically upon the joint-stock company,
a corporate paradigm predicated on the legal bifurcation of the entity from its owners and the concomitant
principle of limited liability. However, capping a shareholder’s financial exposure strictly to their invested
capital engenders a profound structural and epistemological friction with classical Islamic commercial law
(Figh al-Mu'amalat). Classical Shariah partnerships, notably Shirkat al-'Inan, mandate joint and severable
liability to preserve creditor rights and ensure equitable risk-sharing. This paper presents a comparative
Jurisprudential analysis of limited liability within modern corporate entities. Drawing upon classical
Islamic legal manuals (e.g., Al-Kasani, Ibn Qudamah) and contemporary institutional Shariah standards
(AAOIFI, OIC Islamic Figh Academy), this study evaluates whether the artificial limitation of liability
violates fundamental Shariah axioms, particularly AI-Ghorm bil Ghonm (entitlement to return is inexorably
tied to the risk of loss). The findings demonstrate that while limited liability diverges structurally from
classical partnership models, it can be reconciled within Islamic jurisprudence through the formal
recognition of corporate personality (Shakhsiyyah I'tibariyyah) and the legitimizing force of universal
commercial custom (Urf). Crucially, Shariah compliance mandates that this corporate veil remains highly
conditional; it must be counterbalanced by rigorous corporate governance frameworks and remains
susceptible to being pierced in instances of fraud (Tadlis) or gross negligence (Tafreet) to preserve the
Magasid al-Shariah.

Keywords: Limited Liability, Joint Stock Companies, Figh al-Mu'amalat, Shirkat al-'Inan, Legal Entity
(Shakhsiyyah I'tibariyyah), Corporate Governance, Dhimmah (Legal Capacity), Risk Sharing.

1. Introduction

The modern joint-stock company operates as the foundational architecture of the contemporary
global economy, facilitating the aggregation of the vast capital necessary for macro-level
industrial, technological, and infrastructural advancement. The operational viability of this
corporate structure is inextricably tethered to the legal construct of "limited liability"-a statutory
provision ensuring that the financial downside for equity investors is strictly capped at the par
value of their invested capital.

However, this foundational mechanism of secular corporate law precipitates a profound
paradigmatic friction with the normative strictures of classical Islamic commercial jurisprudence
(Figh al-Mu'amalat). Within the Islamic legal framework, the artificial limitation of liability raises
critical questions regarding unjust enrichment, asymmetrical risk allocation, and the transfer of
undue financial hazard to creditors. Classical Islamic law vests legal capacity (Dhimmah)
exclusively in natural persons, demanding that debt obligations (Dayn) be borne personally and
that commercial risk is shared equitably among transacting parties. By legally shielding the
personal assets of the investor from corporate insolvency, modern corporate law appears to
contravene the foundational Islamic maxim of A-Ghorm bil Ghonm (entitlement to return is tied
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to the risk of loss).

This paper posits that the modern joint-stock company can be systematically reconciled with
Islamic commercial law. The core thesis argues that limited liability is jurisprudentially compatible
with Shariah, provided it is structurally anchored in the formal recognition of an independent legal
entity (Shakhsiyyah ['tibariyyah) and governed by stringent oversight frameworks designed to
neutralize inherent moral hazards. By bridging classical commercial precedents with contemporary
institutional realities, this research demonstrates that the interpretive flexibility of Figh can
accommodate global financial paradigms without compromising the ethical boundaries of Islamic
law.

2. Literature Review

The academic and jurisprudential discourse surrounding the Shariah compliance of the joint-stock
company and the concomitant doctrine of limited liability has evolved significantly over the past
century. Early twentieth-century jurists viewed the corporate veil with profound skepticism, often
arguing that absolving debtors at the expense of creditors violated explicit textual mandates
regarding the sanctity of debt repayment. However, contemporary scholarship has largely pivoted
toward pragmatic accommodation, driven by the inescapable realities of globalized finance and
the overriding principle of public interest (Maslahah).

Table 1: Evolutionary Typology of Islamic Jurisprudential Thought on Limited Liability

School of Thought Jurisprudential Premise Prominent Proponents /
Institutions
Strict Traditionalists Categorical rejection; posits =~ Early 20th-century classical

that capping liability violates = jurists
absolute Shariah mandates
on debt (Dayn).

Analogical (Mudarabah) Conditional acceptance;  Usmani (2015), Zulkifli
equates modern shareholders = (2018)
to non-managing capital
providers (Rabb-ul-Mal).

Customary (Urf) Acceptance based on the = Qudeerat (2019), Abdullah
explicit foreknowledge and & Rahman (2017)
mutual consent of modern
creditors.

Institutional Pragmatists Formal validation via the @ AAOIFI, OIC Islamic Figh
recognition of an  Academy
independent Dhimmah and

broader economic utility
(Maslahah).

Contemporary literature heavily emphasizes the necessity of institutional pragmatism. Scholars
such as Muneeza and Hassan (2015) and Lahsasna (2017) have successfully framed limited
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liability within the broader Magqasid al-Shariah (higher objectives of Islamic law), arguing that
wealth circulation and socio-economic development necessitate the utilization of modern
corporate structures. This scholarly consensus is crystallized in the resolutions of prominent
standard-setting bodies. Both the OIC Islamic Figh Academy (Resolution No. 130) and the
Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI Standard No.
21) have formally acknowledged limited liability, provided it is irrevocably tethered to a
recognized corporate personality (OIC Islamic Figh Academy, 2018; AAOIFI, 2017).

While the foundational acceptance of the corporate entity is now well-established in the literature,
recent studies emphasize the resultant burden of governance. Researchers including Chapra (2016)
and Hasan (2015) forcefully argue that the asymmetrical risk inherent in limited liability must be
counterbalanced by rigorous oversight from Shariah Supervisory Boards (SSBs). This oversight is
deemed critical to ensuring that the corporate veil is not manipulated to exploit minority
stakeholders or creditors.

3. Methodology

This research employs a qualitative, comparative jurisprudential methodology to critically analyze
the structural mechanics of modern corporate entities against the normative frameworks of
classical Islamic law. The primary sources encompass classical Figh manuals across the major
Sunni schools of jurisprudence (Hanafi, Maliki, Shafi'i, and Hanbali), which provide the
foundational mechanics of partnerships, debt obligations, and legal capacity. Secondary sources
comprise peer-reviewed academic journals and institutional Shariah standards published between
2015 and 2019, providing contemporary context and regulatory application.

The analytical framework relies predominantly on Qiyas (analogical deduction), systematically
comparing modern joint-stock companies to classical structures such as Mudarabah (profit-
sharing partnerships), Waqf (endowments), and Bayt al-Mal (the public treasury). Furthermore,
the principles of Istihsan (juristic preference) and Urf (commercial custom) are applied to evaluate
the public utility of macroeconomic corporate structures and to validate modern commercial
practices as legally binding constructs, provided they do not explicitly contravene definitive,
textually mandated Shariah prohibitions.

4. Theoretical Framework: Conceptualizing Dhimmah and the Legal Entity

To rigorously assess the jurisprudential validity of limited liability, one must first establish its
indispensable legal prerequisite: the corporate person. In classical Islamic jurisprudence, legal
capacity (Dhimmah) is traditionally attributed exclusively to natural human beings. This capacity
is derived from biological existence and terminates categorically at death. Dhimmah encompasses
two distinct facets: Ahliyyat al-Wujub (the receptive capacity to acquire rights) and Ahliyyat al-
Ada’ (the active, operative capacity to execute contracts and incur legally binding obligations) (Al-
Zarqa, 2016; Zouhair, 2017).

Secular corporate law navigates this by inventing a fictitious legal entity capable of bearing these
rights and obligations independent of its human constituents. While classical Figh did not
conceptualize the modern joint-stock company in its current, highly financialized permutation,
early jurists did recognize entities possessing distinct financial autonomy. By applying Qiyas to
these historical precedents, contemporary scholars have successfully validated the Shakhsiyyah
I'tibariyyah (corporate personality) of the modern corporation (Al-Bashir & Al-Amine, 2015).
The most compelling classical analogy is the Wagqf (endowment). A Wagf operates as an
independent property entity possessing its own liabilities, wholly distinct from its founder. Should
a Wagqf incur operational expenses or debts, those liabilities are settled strictly from the
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endowment's internal assets, effectively shielding the personal wealth of the original patron.
Similarly, the Bayt al-Mal (Public Treasury) assumes state debts independent of the Caliph's
personal treasury, functioning as an abstract administrative entity capable of ownership and debt
assumption.

Legal Entity in Shariah

v

[ Independent Dhimmah J

Financial Autonomy

Asset Ownership Debt Incurrence

v v

Corporate Assets Corporate Liabilities

Shielded by Veil

Personal Wealth of
Shareholders

Diagram 1: The jurisprudential flow of liability within a recognized Shakhsiyyah I'tibariyyah,
demonstrating the barrier protecting the personal wealth of equity holders.
By formally recognizing the corporation as a distinct legal person, the debts of the enterprise
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belong exclusively to the Dhimmah of the company, not to the individual shareholders. The
shareholder's liability is conceptually isolated to the capital they originally injected to breathe life
into the entity's financial capacity. Thus, the Shariah paradigm shift relies upon viewing the
corporation not merely as an aggregate of natural persons, but as an independent juristic actor
endowed with its own active capacity (4Aliyyat al-Ada’").

5. Jurisprudential Analysis: Limited Liability vs. Classical Partnerships

Despite the conceptual establishment of corporate personality, a granular comparative analysis
between the joint-stock company and classical Islamic partnerships reveals structural frictions that
demand rigorous juristic reconciliation.

5.1 The Mechanics of Shirkat al-'Inan and the Sanctity of Debt

Within the classical jurisprudential corpus, the predominant mechanism for collective commercial
enterprise is Shirkat al-"Inan (capital partnership). In Shirkat al-'Inan, capital is pooled by active
partners, and liability is infinite; partners face profound personal ruin if the partnership's debts
exceed its assets. Because partners act as mutual agents (Wakil) and guarantors (Kafil) for one
another, Islamic law fiercely protects the creditor, ensuring absolute recourse (Smolo & Hassan,
2015).

Vol.4 No.1, 2021

Table 2: Structural Divergence: Shirkat al-'Inan vs. Modern Joint Stock Company

Structural Feature

Nature of Capital

Management Role

Liability Exposure

Entity Continuity

Shirkat al-'Inan (Classical
Fiqh)

Tangible assets pooled by
active, named partners.

Mutual agency (Wakalah);,
all partners possess
management rights.

Joint and severable (infinite
personal liability for firm
debts).

Automatically dissolves
upon the death or insanity of
a partner.

Joint Stock Company

(Modern Law)
Divided into abstract,
universally tradable

fractional shares.

Centralized and delegated to
an elected Board of
Directors.

Strictly limited to the par
value of acquired shares.

Perpetual existence
independent of shareholder
mortality.

In stark contrast to Shirkat al-'Inan, the modern shareholder faces capped risk, effectively
transferring the ultimate burden of corporate insolvency entirely onto the creditors. This creates
an asymmetrical risk profile that appears fundamentally at odds with the classical sanctity of debt
(Dayn), prompting scholars to look beyond the standard partnership model for justification.

5.2 Analogical Reconciliation: The Mudarabah Paradigm

To resolve this inherent asymmetry, contemporary jurists strategically bypass the strictures of
Shirkat al-'Inan and draw jurisprudential parallels to the Mudarabah contract. In a classical
Mudarabah, the Rabb-ul-Mal (capital provider) bears financial loss strictly up to the limit of their
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Ras al-Mal (invested capital), and assumes no personal liability for the business debts incurred by
the enterprise, provided the Mudarib (manager) acted without negligence (Usmani, 2015).
Shareholders in a modern joint-stock company function in a remarkably similar capacity: they
provide equity capital to a corporate entity but do not participate in the daily operational
management. They entrust executive directors to manage the capital, thereby mirroring the precise
risk limitation enjoyed by the classical Rabb-ul-Mal.

5.3 The Legitimizing Force of Custom (Urf) and Creditor Consent

Furthermore, the legal validity of limited liability is powerfully reinforced by the application of
Urf (commercial custom). The foundational Islamic legal maxim A/-Adah Muhakkamah (custom
acts as a basis of judgment) permits the validation of prevailing market practices, provided they
do not directly contradict explicit textual prohibitions.

Limited liability is a universally practiced standard and is explicitly known to modern institutional
and retail creditors who contract with these entities. By voluntarily choosing to lend to a "Limited"
(Ltd.) or "Incorporated" (Inc.) entity, creditors exercise mutual consent to the limitation of
recourse, often charging appropriate risk premiums to compensate for the lack of personal
guarantees. This explicit foreknowledge fulfills the Shariah requirements for a valid, consensual
commercial agreement, thereby legally absolving shareholders of the charge of unjust enrichment
(Abdullah & Rahman, 2017).

6. Discussion and Implications: Mitigating Moral Hazard

While limited liability can be accommodated jurisprudentially through Qiyas and Urf, its practical
application introduces severe moral hazards that require aggressive internal policing and robust
oversight frameworks.

6.1 Asymmetrical Risk and the Maqasid al-Shariah

The asymmetrical risk-sharing model-where shareholders reap mathematically unlimited upside
potential while strictly capping their downside exposure-heavily incentivizes excessive risk-taking
by executive management. This pursuit of short-term profit can come at the expense of creditors,
employees, and broader macroeconomic stability. To mitigate these systemic hazards, Islamic
commercial law requires a rigorous corporate governance framework anchored deeply in the
Magqasid al-Shariah (Ahmad, 2018).

The principle of Hifz al-Mal (protection of wealth) must be applied bilaterally. On one hand,
limited liability protects the individual retail investor from devastating personal ruin, thereby
encouraging mass economic participation and the circulation of wealth. Conversely, strict
corporate governance must protect the public and creditors from corporate exploitation.

6.2 The Oversight Imperative: The Shariah Supervisory Board

This bilateral protection necessitates the formal integration of an independent Shariah Supervisory
Board (SSB) into the corporate architecture.
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Diagram 2: Shariah-compliant Corporate Governance architecture, emphasizing the independent,
veto-capable oversight role of the Shariah Supervisory Board (SSB).

The SSB serves as a critical counterweight to executive management. Ex-ante, it screens proposed
contracts and investments to prevent the corporation from engaging in Gharar (excessive
speculation) or Riba (usury)-both of which are the most common symptoms of morally hazardous
risk-taking. Ex-post, the SSB conducts rigorous ethical audits to ensure operational compliance
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and to execute proper Zakat calculations, ensuring the entity fulfills its broader socio-economic
obligations to the community (Yaquby, 2016).

6.3 Piercing the Corporate Veil in Islamic Jurisprudence

Crucially, the Shariah accommodation of the corporate veil is neither absolute nor unconditional.
Under secular corporate law, piercing the veil is a relatively rare judicial occurrence reserved for
extreme scenarios of commingled funds or statutory evasion. However, Islamic jurisprudence
places a profound and overriding emphasis on substantive justice, anchored by the maxim A/-
Darar Yuzal (harm must be removed).

If executives or majority shareholders manipulate the corporate structure to engage in Tadlis
(deliberate fraud, deception, or misrepresentation) or demonstrate 7afreet (gross negligence in the
preservation of corporate capital), the jurisprudential protection of the veil evaporates instantly.
Drawing directly from classical rulings regarding the negligent Mudarib, Islamic law dictates that
perpetrators of Tadlis or Tafreet forfeit the privilege of limited liability entirely (Ibn Qudamabh,
1968). They must be held personally, fully, and severely accountable for the debts incurred,
ensuring that the Shakhsiyyah I'tibariyyah is never weaponized to exploit vulnerable creditors.
Thus, limited liability in Islamic law is not an unconditional right, but a conditional privilege
intrinsically bound by ethical conduct.

7. Conclusion

The complex intersection of classical Figh al-Mu'amalat and modern corporate structures
illuminates the inherent dynamism, sophistication, and adaptability of Islamic jurisprudence. This
analysis demonstrates that the concept of limited liability, despite its foundational absence in
classical partnership models such as Shirkat al-'Inan, does not inherently violate Shariah
principles. By formally recognizing the corporation as an independent legal entity (Shakhsiyyah
I'tibariyyah) equipped with its own legally operative financial capacity (Dhimmah), Islamic law
successfully integrates this modern economic necessity without compromising its core tenets.
Furthermore, analogical deductions to classical Mudarabah structures, combined with the
legitimizing power of universal commercial custom (Urf) and transparent creditor consent, provide
a highly robust jurisprudential foundation for the joint-stock model. However, the Shariah
compliance of the modern corporation remains fiercely conditional. The profound moral hazard
generated by asymmetrical risk-sharing necessitates an elevated, uncompromising standard of
corporate governance. Islamic commercial law demands that the statutory privilege of limited
liability be balanced by profound ethical responsibilities, ensuring transparency through
independent Shariah supervision. Ultimately, Islamic jurisprudence demonstrates remarkable
epistemological flexibility, absorbing vital modern economic mechanisms while simultaneously
enforcing rigorous ethical boundaries to guard against exploitation and systemic market risk.
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