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‘Your Committee think the importance of removingstiictions to the secure
investment of their savings, to the Middle and WiagkClasses, can scarcely be
overstated; because this is a consideration upaohwhe industry, enterprise, and
forethought of the classes in question greatly depe

l. INTRODUCTION

In this paper, a few thoughts are provided conogrsiome legal issues underlying
limited liability and Islamic finance, together Wisome thoughts concerning possible
lessons to be learned from the development oféithiiability in the United Kingdom
and France.

The paper has been written with a view to stimofatdiscussion and is
therefore brief.

. SOME BASIC CONCEPTS AND TERMINOLOGY
Some Basic Concepts

Given the technical and complex nature of the subjeis as well to ensure that the
basic concepts and the terminology are clear flwroutset.

First, we need to distinguish between two concegigh are all too often
confused. These are thaterpriseand thdegal entity®

The wordenterprisedenotes a commercial organisation. Although irermse
the enterprise is intangible, it can be said tordm because its ‘existence’ creates
real-world effects. If Ali and Bilal work togethethe effects they produce as an
‘enterprise’ are different from those which theylbproduce on their own.

The legal entityis completely different. It is entirely a construd the legal
system. It only ‘exists’ because the law says égdt is like an imaginary person, say
a character in a work of fiction, which is decrdechave existence by the law. The
effect of the ‘existence’ of a legal entity is aadige in the legal relations among the
persons designated as involved in this phenomepersgns assigned the roles of
shareholders, directors, employees — internal ggrtand other persons (external
parties) dealing with the internal parties in tlodes assigned to them in the legal
entity.

So if Ali and Bilal ‘form a company’, AB Limited, hat actually happens in
legal terms upon incorporation is that the legdatiens between Ali and Bilal
change. If they are shareholders, they are bounthdyrovisions of the articles. If
they are directors, they are subject to directdusies and other provisions of the
relevant parts of the law.

An enterprise may, or may not, be representedlbgal entity, or by several.

A legal entity does not necessarily represent aerprise.

One of the changes in legal relations which mayuptetween internal and
external parties is Emitation of liability of the shareholders of the legal entity. In the

2 United Kingdom Parliament, HoC (185Report from the Select Committee on Investmentthéor
Savings of the Middle and Working Classes: Togettittr the Proceedings of the Committee, Minutes
of Evidence and Index. Ordered by the House of Gamsrto be printed 5 July, 18%@ndon, p iii.

% See further Foster, NHD (2006) 'Perception, Lagguand 'Reality' in Corporate Law Theory' (17)
King's College Law Journ&t99.



United Kingdom, for example, the liability of theembers of a company limited by
shares ‘is limited to the amount, if any, unpaidtioa shares held by therh’.

Note that limited liability is only a possibilifyDespite what is often said, the
concepts of legal personality and limited liabiléye separate. If legal personality
exists, it is not inevitable that limited liabilitipllows. This can be clearly seen in
present United Kingdom company law, which allowe tireation of an unlimited
company in which ‘there is no limit on the liabjliof its members®. It can also be
clearly seen in the history of United Kingdom compdaw. As noted below, the
modern company was created in the United Kingdomesgears before limited
liability was granted. It follows that the othervaditages of legal personality, which
solved various problems such as the difficulty whg large groups of people, large
groups of people owning property in common andvibg to regulate the relationship
between investors and managers are, if one wishragable without limited liability.

It is true, though, that limited liability is congally easier to formulate and
deal with if one uses it in conjunction with legmrsonality. If one creates a person,
the existence of that person can be used to at@giats shareholders should not be
liable for the obligations of the legal entity. $hs because there is a fundamental
legal principle that one person is not normallybléafor the obligations of another
person.

Terminology

A general discussion of legal personality and keditiability can be problematic, as
the terminology differs considerably in differeeghl traditions, reflecting different
contexts and histories.

In England and jurisdictions which derive theiwl&rom England, the usual
word used is ‘company’. There is a sharp distimchetween companies, governed by
one body of law, and partnerships, governed byhem6tThe word ‘corporation’ is
also used, but mainly for public bodies. In the t&di States, however, the word
‘corporation’ is used as the equivalent of ‘compairythe civil law tradition, what a
common lawyer would call companies and partnersaipscategorised in one group.
In French, this is the category sbciétésin German the category goes under the
name ofGesellschaft

Another terminological problem is a general faluo distinguish properly
between the enterprise and the legal entity, warehboth referred to by one name, ie,
depending on the legal tradition of the speakennipany’, ‘corporation’, Société or
what have you.

In this paper, the word ‘company’ will be usedasd an explicit distinction
needs to be made between the enterprise and thedetty. Unless the contrary is
specified, the word ‘company’ refers to the legdity.

* Companies Act 2006 s 3(2).

® Kelsen held the contrary view (Kelsen, H (20094@)9 General Theory of Law and Statol |
Transaction Publishers, p 101). He was mistakethofigh it contains some ideas of interest, the
section of this book on legal personality is of gtly poor quality and should not be relied upon.

® Companies Act 2006 s 3(3).

" The primary statutory sources of law are presethiéyCompanies Act 2006 and the Partnership Act
1890. The word ‘partnership’ without qualificatiomhen used in the context of English law, denotes a
partnership governed by the Partnership Act 1830,0pposed to a limited or limited liability
partnership, which are governed by separate sgatute



II. IS LIMITED LIABILITY UNIFORM?

In discussions such as this, there is a tendenagtame that limited liability is the
same worldwide, that it fulfils the same functicarsd has the same advantages and
disadvantages everywhere.

This tendency, and its limitations, are apparandiscussions of the need for
limited liability. In such discussions it is oftemssumed that limited liability is
essential, because it allows stock market finanomigch in turn is essential to the
operation of a developed economy.

It is indeed the case that stock markets playedivatg) role in the
development of the United Kingdom and the Unitedt&d. However, this is not
universally true. In the development of other magmonomies such as France,
Germany and Italy stock market financing did natyph significant role. Finance was
mainly provided by banks, with some coming from $kete and private sources. And
even in the United Kingdom and the United Statéscks markets were only one
source of funding in the developmental period, ao@adays, although their role is
certainly significant, it is by no means decisiore significantly perhaps, the vast
majority of smaller companies are not capitalisgdnieans of share capital at all.
They function on bank overdrafts.

These are just two examples of the wide varietybosiness and legal
environments in which limited liability function&s will be seen below, this is an
important point to bear in mind when considering iglamicity of the concept.

V. LIMITED LIABILITY IN EUROPEAN LEGAL HISTORY

Ideas on the distribution of liability between tingestor and the trader in investment
partnerships have existed for centuries. There waestment partnerships in ancient
Mesopotamia, in Islamic lawr(udarabdgirad), Jewish law (thésqa), the Byzantine
Empire (thechreokoinonid and medieval/early modern Europe (doenmendafrom
which spring such modern European entities as teedhsociété en commandjte

However, it was not until the mid-T9century, when the modern company
was born, that limited liability acquired its presesignificance. Large projects,
notably the railways, needed equally large capitaestment, and limited liability
was a useful factor in attracting capital from @é&number of investors.

Limited liability came to the fore in different wayn different places.

In France, for example, theociété en commanditead the deep historical
roots referred to above. As the™&entury progressed it was used in preferenceeto th
société anonymehe conditions for the formation of which weregliy restrictive.
Article 38 Commercial Code 1807 made theciété en commanditeven more
attractive by providing a variation of theociétéwhich had shares, theociété en
commandite par actiondt was ‘the prime vehicle for corporate enterpria the
nineteenth centuny’. It was not until the law of 24 July 1867 thabé&came possible
to form asociété anonymeithout government approval.

In the United Kingdom the modern company was bohenvthe Joint Stock
Companies Act 1844 was passed. However, the sHderhoof companies
incorporated pursuant to the act did not have d&ditiability, which was only

8 Lobban, M (1996) 'Corporate Identity and Limitegtility in France and England 1825-67' (25)
Anglo-American Law Revie897, p 412.



introduced by means of the Limited Liability Act3® This act imposed numerous
restrictions, most of which were removed by thetiStock Companies Act 1856.

V. LEGAL PERSONALITY IN THE CLASSICAL PERIOD OF ISAMIC
LEGAL HISTORY

In the classical period of Islamic law a wide ramgdebusiness associations existed,
with various types of trading partnership (tblearikafshirka) and an investment
partnership (thenudarabagirad).’® It is certain that these forms did not have legal
personality. It is not certain whether legal pesdity existed elsewhere or nbtFor
example, several scholars state thatwiagf enjoyed legal personality, while others
state that it did ndt

This very uncertainty is indicative of fact thaetboncept was not particularly
important. This lack of importance is unsurprisifidiere was no pressing need for
limited liability as we now know it, any more th#mere was any pressing need for it
in western Europe until the mid "t@entury. Later on, trade empires were formed and
the Industrial Revolution began, resulting in tbenfation of large-scale corporations,
but these phenomena occurred in western Européh@duslim world"*

By the time legal personality might have been uséfie commercial parts of
Islamic law were, apart from the Ottoman Majall&iny discarded. Even more
significantly, no attempt was made to adapt Islataie for the needs of modern
commerce. Western-style law (such as Parts | draf the French Commercial Code
1850, transplanted as the Ottoman Commercial C886)1was introduced instedd.
Western commercial concepts such as legal perspraid limited liability were
accepted almost without questibh.

® See Muchlinski, PT (2010) 'Limited Liability and lMinational Enterprises: A Case for Reform?'
(34) Cambridge Journal of Economi®d5, pp 916-917 and sources there cited.

9 The classic work is Udovitch, AL (197®artnership and Profit in Medieval IslarRrinceton
University Press, an excellent successor to whidKyiazee’s work: Nyazee, IAK (1998lamic Law

of Business Organization: Partnershippbe Islamic Research Institute Press and NyaZde,(1998)
Islamic Law of Business Organization: Corporatiohise Islamic Research Institute Press. See also
Foster, NHD (2010) 'Islamic Perspectives on the bdBusiness Organisations I: An Overview of the
Classical Sharia and a Brief Comparison of the i@h&egimes with Western-Style Law' (11)
European Business Organization Law Review

" For more details see, eg, Zahraa, M (1995) 'Lé&mionality in Islamic Law' (10Arab Law
Quarterly 193, Zahid, A (2013) 'Corporate Personality fromlglamic Perspective' (2Arab Law
Quarterly1, Foster 'Islamic Perspectives on the Law ofifiass Organisations |: An Overview of the
Classical Sharia and a Brief Comparison of the i@HRegimes with Western-Style Law', pp 30-31.

12 Foster 'Islamic Perspectives on the Law of Busir@eyanisations |: An Overview of the Classical
Sharia and a Brief Comparison of the Sharia RegimtsWestern-Style Law', pp 30-31.

13 On the reasons for the lack of larger trading mpmiges in the Muslim world see Cizakca, M (2010)
'Was Shari'ah Indeed the Culprik®unich Personal RePEc Archivpp 21-38. For another view, see
Kuran, T (2005) 'The Absence of the Corporationlslamic Law: Origins and Persistence' (53)
American Journal of Comparative Lak85.

14 On the Ottoman Commercial Code see Foster, NHOLIA®) 'Commerce, Inter-Polity Legal
Conflict and the Transformation of Civil and Comugial Law in the Ottoman Empire' in Cotran, E
and Lau, M (edsyYearbook of Islamic and Middle Eastern L&l 17, issue 1 Brill, pp 27-36; on the
Majalla, see ibid, pp 36-42.

15 On this ‘Acceptance Mentality’ see Foster, NHD 1@ 'Islamic Perspectives on the Law of
Business Organisations Il: The Sharia and the Westiyle Law of Business Organisations' (11)
European Business Organization Law RevaA8, pp 279-282.



V1. IS LIMITED LIABILITY SHARI'A-COMPLIANT?

When faced with a question of shari’a compliante, first, automatic reaction in
Islamic finance is to look for the answer in thetp&Vhere can one find justification,
condemnation or something in between, in the detditlassicafigh?

If one does this for limited liability, one is fatevith an immediate problef.

One place one might start is threidaraba'’ It had an investorébb al-ma),
and a trading partner (theudarib. So far, so good, one might think, and one might
be tempted to ask whether the investor had limiiauility or not. However, for a
comparison of this type, one has to consider timeso.

As seen above, the modern form of limited liabilégose in Western law
because there was a need to accumulate capitatsfandustrial and commercial
exploitation. Limiting the liability of investors & a good way of making such
accumulation possible, or at least less expen3ikies is why, when we think about
limited liability today, we think about the positiaf shareholder investors vis-a-vis
the company’s creditors in terms of what happengheninsolvency of the legal
entity.

In the classical Muslim world, however, the struetiand scope of trade,
industry and finance were radically different. Glaal Islamic law ‘partnerships’
were small in scale and entered into for speciidihg purposes. In many ways they
were more like joint ventures than modern enteestis Conceptions of insolvency
were, as elsewhere, in their infancy and, of cqurs¢he absence of the legal entity
there was no corporate insolvency law at all.

The jurists, therefore, did not think in the samers as we do. Rather, they
considered the matter from the point of view of tektionship between the partners.
As Udovitch points out, in the books 6§h ‘the partners’ transactions with third
parties are [seen] exclusively from the perspeativiieir relations to each othér.’

It follows that it is anachronistic even to ask wiex limited liability existed
in the classical Muslim world, and any attempt teeglslamic law legitimacy by
reference to the past is a distraction.

Which means that one has to start from scratch. édew this is far from
easy, and we find ourselves once more facing tioblem of the lack of a legal
system in Islamic finance. It is the same issuetl@t encountered in the
form/functionmagasiddebate.

We know where to start, with such principles as tianaslahaandal-kharaj
bi al-daman Maslahaneeds no introduction hef®Al-kharaj bi-al-damancan be

% For a more detailed discussion, see Foster 'lslaRérspectives on the Law of Business
Organisations I: An Overview of the Classical Shand a Brief Comparison of the Sharia Regimes
with Western-Style Law', pp 31-32.

" Another example is the licensed slave, on whighNgazedslamic Law of Business Organization:
Corporations pp 17, 179 and §11.3.4, pp 184-186.

18 See, eg, the examples researched by Nelly Hararana] N (1998Making Big Money in 1600: The
Life and Times of Isma’il Abu Taqiyya, Egyptian 8lemtSyracuse University Press.

9 Udovitch Partnership and Profit in Medieval Islanp 99; on the distribution of liability in the
mudaraba see UdovitctPartnership and Profit in Medieval Islanpp 238-245. For Nyazee's views
(rejecting the use of ‘odd precedents’) see Nyadgieeic Law of Business Organization: Corporations
§11.3.4., p 186.

2 See, eg, Zahid 'Corporate Personality from amigl@erspective', pp 138-140.



translated as ‘profit through risk’.Nyazee paraphrases it as: ‘Revenue is based upon
the corresponding liability for bearing 10€8.1t has also been explained as: ‘the
Islamic legal principle that means entitlement &vemue follows assumption of
responsibility. Profits, therefore, are based @dtwnership of, and responsibility for,
capital.Z®

But how do we finish? How do we achieve an authtxié ruling in the
absence of an institutional framework which hadiceht legitimacy and authority to
determine the question in the eyes of all, or astl@ decisive majority, of Muslims?
In this situation it is natural that differencesogiinion have arisen as to the islamicity
of limited liability.?*

There may be a lesson to be learned here fromxperience of the United
Kingdom. It was very difficult for the Victorianstreach a conclusion on limited
liability. The issue was controversial and, evethvai fairly sophisticated consultative
and legislative apparatus, a decisive conclusios waly reached by government
pushing the Limited Liability Act 1855 through Rarhent. Since that time, however,
although a small body of opinion remains opposeitl and some problems remaih,
limited liability has settled into society. Busisegractice and legislation have
accreted around it.

So, for example, limited liability is illusory irespect of the bank financing of
small start up companies. This is because a sma#greneur who chooses to use the
legal entity as a vehicle for her business willrhealways be required to guarantee
repayment of sums owed to the bank by the compaitp, the guarantee being
backed up by security over assets of the entreprene

Similarly, businesses dealing with a company withited liability are well
aware of limited liability and its pitfalls, andei take precautions (at least, well run
businesses do). Such businesses do not rely oncitbditworthiness of the
shareholders, but on good credit control.

On the legal front, various aspects of the law tlithie potential for unfair
consequences. For instance, in the United Kingdsirareholders are last in line for
the distribution of assets on liquidation, and thability to abuse their greater
knowledge of the company'’s financial position thiat of other creditors by granting
themselves security is limited.

%L This and the following sentences of this paragragghclosely based on the paragraph regarding
kharaj bi al-damanin Foster 'Islamic Perspectives on the Law of Bess Organisations I: An
Overview of the Classical Sharia and a Brief Corguoar of the Sharia Regimes with Western-Style
Law', p 10.

22 Nyazedslamic Law of Business Organization: Corporatip8§.1, p 86

% Thomas, A; Cox, S; and Kraty, B (200S}Jructuring Islamic Finance Transactior&uromoney
Books, p 226.

% gee Ali, SS (2014Yse and Abuse of Limited Liabilitpaper prepared for this workshop. See also
Usmani, MT (1992) 'The Principle of Limited Lialtylifrom the Shariah Viewpoint' (Aug-Septew
Horizon 22; Nyazedslamic Law of Business Organization: Corporatip8%2.4, pp 197-198.

% |n particular as regards the shifting of the ptig¢riortious liability of an enterprise to one mieen

of a group of legal entities, such as those whichtb the Bhopal disaster in 1984. See, eg, Muskilin
PT (1987) 'TheBhopal Case: Controlling Ultrahazardous Industrial Actest Undertaken by Foreign
Investors' (50Modern Law Review45.



VII.  CONCLUSION

When confronted with a broad general question ofcgle framed in simple terms,
such as whether limited liability is Islamic or paine’s immediate, quite natural,
reaction is to try to provide a response in simigams. Yes, it is Islamic, or No, it is
not. However, it is often the case that such amvanss not satisfactory, nor even, in
many cases, possible. It all depends on the wayhich that principle is put into
practice and its surrounding environment, which mvajl have evolved in such a way
that many of the possible disadvantages of the gghenon in its ‘pure’ form have
been mitigated or eliminated.

Such is the case with the question of whethertdéidhiiability in the United
Kingdom is a good or a bad thing, and such may bethe case with limited liability
in Islamic law. A great deal depends on the sum@umn environment and, as the
environments in which Islamic finance operates v@amysiderably, so will the answer
to the question of whether, or to what extent, teailiability is sharia-compliant.



References

Cizak¢ca, M (2010) 'Was Shari'ah Indeed the Culpit@nich Personal RePEc
Archive

Foster, NHD (2006) 'Perception, Language and 'Béafh Corporate Law Theory'
(17)King's College Law Journét99

Foster, NHD (2010) 'Islamic Perspectives on the b&Business Organisations I: An
Overview of the Classical Sharia and a Brief Congoar of the Sharia Regimes with
Western-Style Law' (11Buropean Business Organization Law Review

Foster, NHD (2010) 'Islamic Perspectives on the laddviBusiness Organisations II:
The Sharia and the Western-style Law of Businesgafsations' (11)European
Business Organization Law Review3

Foster, NHD (2011-12) 'Commerce, Inter-Polity Leg&onflict and the
Transformation of Civil and Commercial Law in thdt@nan Empire’ in Cotran, E
and Lau, M (edsYearbook of Islamic and Middle Eastern L¥a 17, issue 1 Brill
Hanna, N (1998Making Big Money in 1600: The Life and Times ofdsmAbu
Tagiyya, Egyptian Merchar8yracuse University Press

Kelsen, H (2009 (1949)General Theory of Law and StaMol | Transaction
Publishers

Kuran, T (2005) 'The Absence of the Corporationlstamic Law: Origins and
Persistence' (53merican Journal of Comparative Lai85

Lobban, M (1996) 'Corporate Identity and Limitechhility in France and England
1825-67' (25Anglo-American Law Revie897

Muchlinski, PT (1987) 'TheBhopal Case: Controlling Ultrahazardous Industrial
Activities Undertaken by Foreign Investors' (30ddern Law Revies45

Muchlinski, PT (2010) 'Limited Liability and Multational Enterprises: A Case for
Reform?' (34 Cambridge Journal of Economi€d5

Nyazee, IAK (1998)Islamic Law of Business Organization: Corporatioitie
Islamic Research Institute Press

Nyazee, IAK (1998)slamic Law of Business Organization: Partnershipe Islamic
Research Institute Press

Thomas, A; Cox, S; and Kraty, B (200Sjructuring Islamic Finance Transactions
Euromoney Books

Udovitch, AL (1970)Partnership and Profit in Medieval Islafrinceton University
Press

United Kingdom Parliament, HoC (185®eport from the Select Committee on
Investments for the Savings of the Middle and WigriGlasses: Together with the
Proceedings of the Committee, Minutes of Evidemnceladex. Ordered by the House
of Commons to be printed 5 July, 185hdon

Usmani, MT (1992) 'The Principle of Limited Lialtytifrom the Shariah Viewpoint'
(Aug-Sept)New Horizon22

Zahid, A (2013) 'Corporate Personality from annslaPerspective' (27Arab Law
Quarterly 1

Zahraa, M (1995) 'Legal Personality in Islamic L&W0) Arab Law Quarterlyl93

10



