A Critical Appraisal of the Fiduciary Legitimacy of Mudarabah Al-JAMEI

IT“TI KURME(I Research Journal

SE2ANEL ISSN (Print) 3006-4775 (Online) 3006-4783
https://aljamei.com/index.php/ajrj
A Critical Appraisal of the Fiduciary Legitimacy of
Mudarabah: Bridging the Gap between Scriptural Evidence and
Financial Implementation

Ejaz-ur-Rehman
Lecturer (Al Ghazali University), Karachi
MS Scholar (Mohammed Ali Jinnah University MAJU), Karachi,
ijazfinance@gmail.com
Hina Sultan
Research Scholar KASBIT Karachi, Email: hinakhan1808@gmail.com
Syed Ali Abbas Abidi
Assistant Professor Shaheed Zulfigar Ali Bhutto University of Law Karachi

Abstract

This study provides a critical appraisal of the fiduciary legitimacy of
Mudarabah, a cornerstone equity-based instrument in Islamic finance. While
traditional scholarship heavily relies on specific Quranic verses and Prophetic
traditions to validate the separation of capital and labor, this paper identifies
significant interpretative and functional gaps between classical scriptural
evidence and contemporary financial implementation. Through a qualitative
and comparative analysis, the research examines the linguistic ambiguity of
the term Darb in the Quranic context and evaluates the historical weight of
Hadith narratives, such as the Basra and Urwah al-Bariqgi incidents. The paper
further explores the "Fiduciary Gap" in modern Islamic banking, where the
authentic trust-based nature (Amanah) of Mudarabah is frequently
compromised by synthetic debt-like structures and rigid collateral
requirements designed to mitigate agency costs. By evaluating the Two-Tier
Mudarabah model and the emergence of FinTech-driven equity crowdfunding,
the study concludes that current banking practices often prioritize institutional
stability over the distributive justice envisioned in Shari’ah. The findings
suggest that for Mudarabah to regain its fiduciary legitimacy, the industry
must move toward transparent, technology-backed equity models that align
more closely with the risk-reward parity of the original scriptural mandates.
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The Mudarabah construct serves as a cornerstone of Islamic finance, functioning
as a sophisticated equity-based intermediation model that bifurcates the roles of capital
ownership and managerial agency. In its fundamental form, it is a fiduciary partnership
wherein the Principal (Rabb-ul-Mal) provides the requisite financial liquidity, while the
Agent (Mudarib) contributes specialized human capital and operational expertise’. Unlike
conventional debt-based structures, this arrangement establishes a risk-sharing paradigm
where the legitimacy of financial returns is inextricably linked to the actual economic
performance of the underlying venture.

The regulatory and juristic framework governing this contract imposes a strict
functional segregation between the two parties. The investor is legally precluded from
exercising executive control or intervening in the strategic trajectory of the enterprise, a
restriction that remains binding even for the investor’s designated representatives 2 This
institutional insulation is designed to grant the manager full administrative autonomy and
discretionary authority over the mobilization of assets*. From a modern corporate governance
perspective, this structure minimizes micro-management while placing the burden of
fiduciary performance squarely on the expertise of the manager.

Regarding the allocation of economic outcomes, the Mudarabah operates on an
asymmetric risk-reward calculus. Realized surpluses are distributed according to a
contractually mandated profit-sharing ratio (PSR), ensuring an equitable distribution of
wealth. However, in the event of capital impairment or financial deficit, the loss is borne
exclusively by the capital provider’. The manager’s "capital at risk" is defined as the
opportunity cost of labor, which is forfeited in the event of an unprofitable outcome. This
reflects the Shari’ah principle that loss follows ownership, provided the manager has acted
within the bounds of professional due diligence.

Nevertheless, the limited liability afforded to the manager is contingent upon
strict adherence to fiduciary standards. Any loss resulting from moral hazard, such as
professional negligence (taqsir), willful misconduct, or a breach of the investment mandate,
shifts the financial liability directly to the manager. Furthermore, from a proprietary rights
standpoint, the investor maintains absolute ownership of all assets acquired through the
venture’s liquidity. The Mudarib possesses no claim to the residual equity or the physical
asset basse, retaining a legal right only to the incremental value generated through operational
success”.

THEOLOGICAL JUSTIFICATION AND SCRIPTURAL APPRAISAL

2.1 The Rationale for Mudarabah in Non-Conventional Finance

From a systemic perspective, Mudarabah is considered a vital cornerstone of the
contemporary Islamic financial architecture. It provides the essential operational basis for
non-interest-bearing intermediation, serving as a primary mechanism for credit mobilization
and investment®. The legal validity and moral legitimacy of this instrument are traditionally
defended through three distinct analytical channels: scriptural exegesis (Quran), prophetic
tradition (Hadith), and analogical reasoning (Qiyas).

2.2 Quranic Proof-Texts and Interpretative Analysis
Proponents of the Mudarabah model frequently cite specific Quranic injunctions to
establish its divine permissibility and ethical foundation:
1. Economic Dispersal: The scriptural mention of those who travel in search of
"Allah’s bounty"’. Scholars argue that the linguistic root of Mudarabah is derived
from Darb, signifying the act of "striking” or "struggling” upon the earth. In this
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context, the verse is interpreted as a divine sanction for the physical and commercial
effort inherent in a partnership for profit®.

2. Post-Ritual Commerce: The command to disperse in the land and seek divine bounty
following the completion of religious obligations®.

3. Permission for Trade: The general allowance that "it is no sin for you that you seek
the bounty of Allah [by trading]"'°The proponents argue that since Mudarabah
constitutes a collective endeavor by partners to seek this "bounty” (Fadl), these verses
provide a broad legislative umbrella for the contract’s legality.

2.3 A Critical Rebuttal of the Quranic Arguments

A rigorous academic appraisal reveals significant interpretative gaps in the
traditional reliance on these verses as primary evidence for the Mudarabah contract. Critics
argue that the conclusions drawn from the text, which mentions: (= 3 &si i s3T5
A Jiné e (5235 (...while others travel through the land in search of Allah’s bounty), are
often extracted from their immediate linguistic and historical context. The primary issue is
one of linguistic ambiguity; the term Darb (signifying traveling or struggling) is a versatile
expression used throughout the scripture in various capacities.

For instance, the term is utilized in the context of military struggle or general
locomotion in other sections of the text. Because the scripture employs this terminology to
describe a vast spectrum of human exertion and movement, it remains hermeneutically
difficult to logically restrict its application to a highly specific, modern-style commercial
partnership. Furthermore, the broader scope of the term Fadl—found in the commands to
disperse and seek the bounty of Allah—poses an additional challenge to specific legal
justification. In these instances, Fadl is a multifaceted concept that encompasses not only
material profit but also spiritual grace, societal honor, and divine courtesy. These verses
represent general exhortations toward productive economic mobilization and ethical conduct.
However, they lack the specific regulatory detail required to serve as a definitive legal
framework for a partnership based on the separation of capital and labor. By interpreting
these general moral commands as specific contractual evidence, practitioners may be
conflating broad ethical guidance with precise commercial jurisprudence.

JURISTIC JUSTIFICATION THROUGH THE PROPHETIC TRADITION (HADITH)
The legal validity of Mudarabah in classical jurisprudence is largely substantiated
through the Sunnah, specifically through the Tacit Approval (Sunnah Taqririyyah) of
the Prophet Muhammad (P.B.U.H) and the historical precedents of his companions
(Sahabah). Proponents of this financial model categorize the evidence into four
primary historical and legal narratives:

1. Pre-Islamic Usage and Implicit Endorsement

It is widely contended that the Mudarabah structure was a prevalent commercial
practice among the Arabs during the pre-Islamic era (Jahiliyyah). Upon the advent of
Islam, the Prophet (P.B.U.H) did not abolish this practice but rather permitted its
continuation by not prohibiting it. Historical records indicate that prominent figures
such as Umar ibn al-Khattab, Uthman ibn Affan, Abu Miisa al-Ash'ari, and Abbas ibn
Abdul Muttalib engaged in these types of capital-labor partnerships®’. This historical
continuity is often cited as a foundational pillar for the contract's legitimacy.

3.2 The Incident of Urwah al-Bariqi and Fiduciary Agencye

[507]

Vol. 2 No.3 (April-June 2025)




A Critical Appraisal of the Fiduciary Legitimacy of Mudarabah Al-JAMEI

Supporters frequently reference an event reported in Sunan Abi Dawud involving
Urwah ibn Abi al-Ja’d al-Barigi. In this narration, the Prophet (P.B.U.H) entrusted
Urwah with a single dinar to procure a sacrificial animal (udhiyah). Demonstrating
exceptional entrepreneurial skill, Urwah utilized the liquidity to purchase two goats,
subsequently selling one for a dinar and returning to the Prophet (P.B.U.H) with both
a goat and the original capital. The Prophet (P.B.U.H) expressed satisfaction with this
outcome, invoking divine blessings upon Urwah’s commercial acumen. Proponents
argue that this incident represents a primitive form of fiduciary agency analogous to
the Mudarabah framework.

3.3 The Basra Incident: Risk and Liability in State Funds

A pivotal legal precedent often cited from Sunan al-Kubra al-Bayhaqgi involves the
sons of the second Caliph, Umar Faroog™. During a military expedition in Irag, the
Governor of Basra provided them with state funds (mal) to be delivered to the
treasury in Medina. He suggested they utilize the funds to purchase regional
commodities, sell them in Medina, and retain the surplus while returning the principal
to the state. Upon their return, the Caliph initially objected to this arrangement,
viewing it as an unfair advantage. However, a crucial legal intervention occurred
when a companion suggested that the transaction be treated as Mudarabah.

The logic presented was based on the principle of "Al-Ghurm bi-al-Ghunm" (Risk

accompanies Gain); since the sons bore the collateral risk of the merchandise during
transit, they were entitled to the profit. This reasoning satisfied the Caliph, who then
permitted the profit-sharing arrangement™®. This event is considered one of the
strongels4t historical justifications for the Mudarabah contract in Islamic administrative
history™".
3.4 The Khadija (R.A) Partnership: Pre-Prophetic Commercial Engagement
Finally, the commercial relationship between the Prophet Muhammad (P.B.U.H) and
Hazrat Khadija (R.A) prior to the Prophetic mission is frequently invoked. In this
arrangement, the Prophet (P.B.U.H) managed her trade caravans to Syria as a
Mudarib, while she provided the capital as the Rabb-ul-Mal. This early example of
high-trust, ethical management serves as a moral archetype for the fiduciary
legitimacy of modern profit-sharing ventures.
To complete this article and align it with modern banking practices, | have re-
engineered your final section. | have replaced the analogical arguments with modern
economic concepts such as synergy of factors of production, resource optimization,
and venture capital modeling. Following the critique, | have added a new section
specifically linking these debates to Modern Islamic Banking (MIB) to ensure the
article feels current and academically robust for your PPR.

ANALOGICAL REASONING (QIYAS) AND ECONOMIC RATIONALIZATION
2.4 The Case for Resource Optimization
Proponents of Mudarabah often employ analogical reasoning to justify its
validity within the modern financial ecosystem. The primary argument rests on the synergy of
economic factors: it is a mechanism where dormant capital meets idle human expertise. In
scenarios where an investor possesses liquidity but lacks entrepreneurial skill, and a manager
possesses expertise but lacks capital, Mudarabah acts as a bridge for resource optimization®.
Furthermore, it is often compared to ljarah (leasing/hiring) and Muzara'ah (sharecropping).

[508]

Vol. 2 No.3 (April-June 2025)




A Critical Appraisal of the Fiduciary Legitimacy of Mudarabah Al-JAMEI

Since Islamic law permits the hiring of labor and the sharing of agricultural yields, it is
argued that the sharing of commercial profits should be equally valid [15].

2.5 Risk as a Justification for Return

A central tenet of modern Islamic finance is the principle that risk-taking
justifies profit. Proponents argue that because the Rabb-ul-Mal (investor) faces the
potential for total capital loss, the resulting income is distinct from Riba (usury). This
is viewed as a model of distributive justice, where both the financier and the worker
are rewarded for their respective contributions—capital and labor—in a manner that
promotes economic circulation.

5. CRITICAL NEGATION OF ANALOGICAL ARGUMENTS

5.1 The Instability of Analogical Bases

The attempt to validate Mudarabah through Muzara'ah or Ijarah faces

significant academic hurdles. Critics point out that Muzara'ah itself is a highlg/
contested concept with substantial juristic disagreement regarding its validity™®.
Relying on a controversial premise to validate a secondary contract is logically
inconsistent. Furthermore, some modern scholars argue that the classical
understanding of land ownership and rent (Ijarah) may be in tension with the
egalitarian land-use principles suggested in certain Quranic interpretations’.

5.2 The Risk Fallacy

The argument that "risk" automatically legitimizes income is challenged by
the Quranic prohibition of Maisir (gambling). In the Quran explicitly forbids &, &l &
5uills 53501 W3 461 (O you who believe, intoxicants and gambling...'®). Gambling
involves the highest degree of risk (Gharar), yet it is strictly prohibited. Therefore,
risk alone cannot be the sole basis for the legality of profit. If the reward of capital in
Mudarabah is justified only by the risk of losing it, it fails to meet the Quranic
standard that wealth should be generated through productive human effort rather than
the mere passage of time or the positioning of capital.

MODERN PERSPECTIVES: MUDARABAH IN CONTEMPORARY BANKING
The transition of Mudarabah from a simple bilateral partnership to a structured
financial product in the global banking system has introduced significant fiduciary
complexities. To bridge the gap between classical ideals and contemporary execution, we
must analyze the following structural dynamics:
6.1 The Agency Problem and Synthetic Certainty
In classical jurisprudence, the Mudarib is a trustee (Amin) whose word is accepted
regarding losses, provided no negligence is proven. However, in the modern banking
environment, the "trust" (Amanah) of the manager is managed through restrictive
covenants, rigorous external audits, and performance benchmarks. While these
measures mitigate Moral Hazard, they often strip the Mudarib of the managerial
autonomy envisioned by classical scholars®. Critics argue that by imposing strict
collateral requirements or "side-contracts” that guarantee the principal, banks are
creating synthetic certainty. This shifts the contract away from equity toward a "debt-
like" structure, thereby undermining the fiduciary legitimacy of the profit-sharing
model.
6.2 Two-Tier Mudarabah: The Double Fiduciary Burden
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Most modern Islamic financial institutions (IFIs) operate on a Two-Tier Mudarabah
model. In this structure, the bank acts as a Mudarib for the depositors (the ultimate
Rabb-ul-Mal) and simultaneously acts as a Rabb-ul-Mal for the entrepreneur or
business client. This creates a double-layered fiduciary duty. The bank must navigate
intense information asymmetry; it must ensure that the entrepreneur is reporting true
profits while also ensuring that the "bounty” is distributed fairly to the depositors
rather than being absorbed by the bank as excessive management fees. If the bank
uses "Profit Equalization Reserves" to smooth out returns, it risks decoupling the
depositors' reward from the actual economic performance of the underlying assets®.
6.3 Disruption through FinTech and Equity Crowdfunding

A significant modern development is the revitalization of Mudarabah through
Financial Technology (FinTech). Digital platforms and Equity Crowdfunding models
are arguably closer to the "struggle in the land" mentioned in the Quran than
traditional banking intermediaries. By removing the "middleman™ (the bank), these
platforms allow for: Direct Investor-

1. Entrepreneur Linkages: Reducing the agency costs inherent in the two-tier
model.

2. Transparency through Blockchain: Using smart contracts to automate profit
distribution according to pre-decided ratios, ensuring the fiduciary legitimacy
is protected by code rather than just promises.

3. Micro-Venture Capital: Enabling small-scale entrepreneurs to access capital
based on their skill (Amil) rather than their credit score, fulfilling the Social
Justice mandate of the Shari’ah.

Summary Chart: Comparative Analysis of Mudarabah Models
The following table summarizes the evolution of the contract and the
shifting fiduciary risks:

- Direct Financial Venture Growth/Social
partnership/Trade Intermediation Impact
PRIBKBEAFIRGY Pure Loss-Sharing  Managed via Reserves Direct Project Risk
- Personal Trust Regulation & Audits ~ Transparency &  Smart
(Amanah) Contracts
- Absolute (Investor)  Complex/Legal Fractional/Direct
Entities
- 0% (Original High  (Standardized Low (New Tech Paradigms)
Analysis) models)

Conclusion
The journey of Mudarabah from a primitive desert trade partnership to a multi-
billion dollar banking instrument reveals a profound tension between ethical ideals and
market pragmatism. This research has demonstrated that while the theological justifications
for Mudarabah are historically significant, they face rigorous challenges when subjected to
modern hermeneutic and economic scrutiny. The "Fiduciary Gap" identified in this study is
not merely a theoretical concern; it is a structural reality in modern Islamic financial
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institutions where the burden of risk is often asymmetric and the manager’s autonomy is
constrained by conventional-style oversight.

Ultimately, the legitimacy of Mudarabah in the 2Ist century depends on the
industry’s ability to move beyond "Shari’ah-compliant" labeling and toward "Shari’ah-based"
substance. To bridge the gap, Islamic banks must address the agency problem by embracing
transparency over synthetic security. The rise of FinTech and blockchain-based smart
contracts offers a promising path forward, potentially restoring the direct investor-
entrepreneur linkage that characterized the early Prophetic era. By fostering a financial
ecosystem that rewards genuine effort and entrepreneurial risk, rather than just capital
positioning, the Islamic banking industry can fulfill its higher objective (Maqasid) of creating
a stable and equitable global economy.
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