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ABSTRACT 

 

 
Islamic financial system has developed more than forty years ago. Throughout its history, beside its 

successes, there have been controversial issues and criticism escalated for the past few years. When it 

comes to funding a small business, there are only two basic option, whether debt or profit sharing 

financing. Each of this option has its own advantages and its drawbacks. Therefore, the current practices 

of Islamic finance and its adherence to the core objectives of Shariah (Maqasid Shariah) are questioned 

due to the dependence of the Islamic finance industry on debt-based financing which is considered to be 

not in line with Maqaṣid Shariah. This paper aims to analyze on the discussion among scholars pertaining 

to the advantages of profit sharing or equity financing instrument in Islamic finance and its conformity 

with Maqaṣid Shariah while comparing the implication of debt financing in the context of micro and 

micro level in order to propose a better banking system for the muslims. 
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INTRODUCTION 

Globally, Islamic financial market has emerge aggressively and shown an impressive past performance. 

Deemed to the market demand and development, Islamic finance has innovatively built various services 

and products which meet the Shariah guideline and benefit the society as a whole. The Islamic financial 

Institutions offer a numerous modes of non-interest based instrument in their financing and investment 

operation. The use of a particular mode is dependent on the nature, purpose and size of transactions. 

These modes could be classified as debt type instrument, quasi-debt type instrument profit and loss 

sharing instrument such as equity financing. However, when it comes to funding a business, there are two 

basic option which is whether debt or equity or profit sharing financing. Each of this option has its own 

advantages and its drawbacks. Nevertheless, plethora of study has discussed on both type of financing 

and argued that profit sharing financing is closer in fulfilling the element of Maqasid Shariah and should 

be given more attention rather than the debt financing without neglecting the benefit of debt financing 

itself. In Islam, Allah SWT has given a parameter in conducting the business, as in surah Al-Baqarah: 275 

say that, “Allah permitted trade and prohibits riba”. Thus, it is permitted in dealing with equity and debt 

as long as it did not contradict with the Islamic rules. Nevertheless, according to Asim & Kamal, (2010) 

in their study by comparing debt with equity in the context of Maqasid Shariah and from the research, it is 

concluded that debt has the potential of harming the Maqasid Shariah which is the perseverance of 

religion, life, intellect, lineage and property. Therefore, this paper aims to analyze on the discussion 

among scholars pertaining to the advantages of profit sharing or equity financing instrument in Islamic 

finance and its conformity with Maqaṣid Shariah, while comparing the implication of debt financing in 

the context of micro and micro level in order to propose a better financial system for the Muslims. 

 
 

PROFIT SHARING OR EQUITY FINANCING 
The mode of profit sharing instrument includes Musharakah and Mudharabah. The profit is shared among 

partners accordance to pre-agreed ratios and the loss is shared in strict proportion to the capital 

contributed by each party. Whereby, in the essence of equity financing, it allow the company to sell the 

share of their company to investors to inject the capital into the business and leaving the investor with the 

chance of making profit through the performance of the company.  

 

1. Advantages of Profit Sharing or Equity Financing. 

Among the highlighted advantages of equity financing is it allows cutting the bank as business partner. 

Instead of spending money on financing or loan repayment to the bank, the infusion from equity investor 

can be use to grow the business. Furthermore, equity helps to reduce the personal risk in the business. The 

preservation of just and equitable distribution income and wealth by using equity financing could be 

achieved as both capital provider and mudharib sharing the success and failure of the business. Siddiqui 

(2007) views that by diverge away from equity financing would mean Islamic financial institution are not 

fulfilling the corporate social responsibility (CSR) as well as not contributing in realizing the maqasid 

Shariah in uplifting the socio-economic position of the ummah (Abdulazeem and Asyraf, 2007; Saiful 

Azhar, 2005). 

 

More than that, these modes of finance conform to the true spirit of the Islamic principle of risk sharing 

which al-ghurm bi al ghunm or no sharing without risk bearing.  The principle implies that any business 

undertaking must assume loss or risk (ghurm) (Saiful Azhar, 2005; Khadijah & Manan, 2012). Besides 

that, there is another element which is important to take into consideration is iwadh element. Equity 

financing fulfills the essence of Shariah requirement is the context of iwadh or counter value which is 
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essential for a contract to be valid. Three elements of iwadh that should exist are risk (ghorm), work and 

effort (ikhtiar) and liability (Daman). Equity financing such as Musharakah and Mudharabah fulfilled all 

these elements of risk, effort and liability hence equity financing contracts are more just and therefore it is 

more in line with the Maqasid Shariah (Asim & Kamal, 2010). 

 

2. Disadvantages of Equity Financing 

For short-term, offering equity financing is not the right approach. Investors want their capital to help the 

company make good investment and position itself for medium and long-term growth. If the cash flow 

has not picked up as expected, then the Shariah compliant company better have their reserve account or 

worst for non-Shariah compliant company which they might need to make loan with bank instead. In 

Islamic principle, it is not allowed to pre-fix the return, according to Ibn Majah, Tijarat 6, “Profit return 

is shared according to conditions determined freely by partners. And the loss is dealt with according to 

ratio of their capitals”. Therefore, Accounting and Auditing Organization for Islamic Financial Institutions 

(AAOIFI) suggested for firm to have their own reserve account in case of loss and then the firm can cover 

the investor’s loss by using the reserve account. Besides that, as equity financing does not involve with 

interest payment, therefore there is no tax saving on interest payment (Shahzlinda & Shahdila, 2015). 

 

 

DEBT FINANCING 
Debt type instrument include Murabaha, Musawamah, Salam, Istisna , Tawarruq and Qard. When a 

company raises money for working capital by selling bonds, bills or notes to investors, in return for 

lending the money, the investor become creditors and receive a promise that the principal and interest on 

the debt will be repaid. Whereby, the business relationship with a bank if financing is taken is different. 

The company does not have to give up a part of their company (shares) but it debt are taken too much 

then it can stifle the growth and the firm will be riskier. 

 

1. Advantages of Debt Financing 

Among the advantages if taking debt financing are the bank or financial institution has no intervention in 

business operation and decision. Besides, bank also does not have any ownership in the business. More 

than that, the business relationship with the bank ends once the money is paid back and for conventional, 

the interest on the loan are tax deductable (Zahariah Sahudin, 2011).  

 

2. Disadvantages of Debt Financing 

There are several drawbacks of debt financing such as money borrowed must be paid within a fixed 

amount of time. Besides, if the company relies too much on the debt, they will tend to have cash flow 

problems which later debtor will have trouble to pay the debt back.  Moreover, if the company carries too 

much debt, then they will be seen as “high risk” by the investor which will limit the ability to raise capital 

by equity financing in the future (Shahzlinda & Shahdila, 2015). Besides, business’s asset will be held as 

the collateral to the financial institution. Worst, debt financing can leave the company vulnerable during 

hard times when sales take a dip. In addition, debt also can make the company struggle to grow because 

of the high cost of repayment debt.  
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IDEAL VERSUS REALITY OF MODERN ISLAMIC BANKING AND FINANCE. 
Despite of many studies has clearly proposed that profit sharing contract must be given strong priority, 

yet the Islamic banking practice seems to be on the other way round. Asim & Kamal, (2010) in their 

study stated that the proportion of profit sharing contracts is lower as compared to debt based contracts.  

Approximately every single Islamic banks around the world nowadays focus more on debt-based 

instruments and discover that the use of profit sharing contract have decrease to almost insignificant 

proportion (Iqbal & Molyneux, 2005; Yousef, 2004). As mentioned by Yousef (2004) a lot of Muslim 

economists nowadays acknowledge that Islamic banks are avoiding the risky investments as they seem to 

consistently utilize the debt contract known as ‘murabahah syndrome’. Statistic provided by Bank Negara 

Malaysia (BNM) in its 2016 report also strengthened the previous statement as it shows that Islamic 

Banking facilities is more focusing on debt financing rather than profit sharing financing. This statistic 

have been constantly shows a similar pattern from the previous years (BNM 2001, 2002, 2013, 2004, 

2005).  

 

In conventional finance, debt financing is found to be the favorable as it is cheaper source of capital, tax 

deductable for interest payment of debt lower risk and maximum return to capital provider (Myers, 2001). 

Nevertheless, in Islamic finance the issue on the context of fulfilling the Maqaṣid Shariah for the the 

benefit of maslahah has been debated among scholars without being biased on the importance of debt 

contract (Khadijah & Manan, 2012; Asim & Kamal, 2010). Therefore, it is significant to note the facts of 

these two instruments for best investment and financing in the future plan for both capital provider and 

customer while fulfilling the Maqaṣid Shariah for the benefit of ummah as a whole. 

 

 

DEBT AND PROFIT SHARING FINANCING IN THE LIGHT OF MAQASID 

SHARIAH. 
The prime objective of Maqasid Shariah is centralized on the objective of accomplishing the development 

of both the spiritual and socio-economical well-being of Muslims.  According to Asim (2010), Al-

Ghazali's classification of the Maqasid as being ranked into three; Daruriyyah (essential), Hajiyyah 

(complementary) and the Tahsiniyyah (desirable). The Darurriyah are the basic of Maqasid Shariah are 

then divided into five which are life, intellect, faith, lineage and property. Destruction of these items leads 

to chaos within a society. While, the Hajiyyah seek to protect and promote the first category, with the 

Hajiyyah difficulty and hardship tends to be removed such as concessions in Shariah such as the 

shortening of prayer for a traveler. The Tahsiniyyah are refinements in society such as the encouragement 

for the wearing of perfume to the Friday prayer or voluntary sadaqah.  

 

In the context of business, it is important to note that in Malaysia there are two entities which involve in 

economic sector which is Shariah compliant and Non-Shariah compliant institution. Therefore, according 

to Shariah Advisory Council (SAC) of Securities Commission of Malaysia (SC’s), to be categorized as 

Shariah Compliant, the firms must not reach more than 33% of total debt. Since, in most business, the 

company will opt for a blend of both equity financing (profit sharing) and debt financing to meet their 

needs when expanding their business. These two forms of financing modes together can work well to 

reduce the downsides of each other (Shahzlinda & Shahdila, 2015). The appropriate and right ratio will 

vary according to your type of business, cash flow, profit and the amount of money needed to expand the 

business. Nevertheless, Asim & Kamal, (2010) in their study stated that Islamic banks are not promoting 

justice or in other words, it is not yet fulfilling the Maqaṣid Shariah and Islamic banks just focus on the 

form rather than substance itself as an attempt to meet Shariah compliant. As evidence on the current 
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practice by Islamic financial institution worldwide suggest that the majorities of financing operations are 

not based on equity but rather takes in the form of debt like instruments (Aggarwal and Yousef, 2000; 

Wajdi and Irwani, 2006; Mehmet, 2007). Therefore, it is important to note the actual effect of debt 

financing to the society and to identify the reasons it is in conflicts with the basic principles of the 

Maqasid Shariah.  

 

1. The Implications of Debt Financing 

Therefore, the implication of debt based financing can be sought from micro as well as macro 

perspective. 

 

1.1 Micro Perspective 

 

Debt based financing is unjust especially to the poor and as the present banking practices, in order 

for the transaction to occur there needs to be trust between the borrower and lender which is 

mostly dependant on the availability of collateral, something which the poor do not have. 

Therefore, the poor cannot borrow. This lack of access to funds sometimes leads the poor to 

borrow from unprincipled lenders and oppress the poor. The Maqasid Shariah aims to protect life 

and every year millions of poor people die due to the limited opportunities presented to them to 

climb out of poverty. Besides, Maqasid  Shariah aims on protection of the family unit and societal 

well being. However, with debt financing man is encouraged to live beyond his means by relying 

on the credit cards, forced to work extra hours in order to pay off his debts, and has no time for his 

family and this has negative effects on the society.  In contrast to this when equity is used as the 

basis of financing this does not happen as both partners are made to look out for one another and 

thus not one individual will bear the responsibility. Another implication on the society which due 

to lack of access of funds, is sometimes the poor will stay poor and the rich become richer. 

Inequality can be worsen and can leads to destruction of life and property as happened on race riot 

in Malaysia in 1969 which this goes against the Maqasid Shariah of protection of life and property 

(Asim & Kamal, 2010). 

 

1.2  Macro Perspective 

 

The implication of debt financing in macro perspective can be seen from the impact of overall 

performance in economic system. Debt financing practiced by the conventional system prompt to 

speculation which leads to instability to the economy and it harm the real sector of economy in the 

scopes of unemployment, poverty and inflation. It is interesting to note that under conventional 

system, there is separation between real sector and financial sector in the economy in which the 

debt-based financing is merely backed by financial asset and the flow of money just runs within 

the financial sector. However, under the Islamic financial system desired by Islamic economists 

and Shariah scholars, through the equity financing or profit-loss sharing agreement, there will be 

clearly no distinction at all between the financial sector and real sector in the economy since 

whatever the financial sector does will contribute to real sector since the equity financing is backed 

by real assets. Therefore, it will stimulate the employment in the economy which would lead to 

elimination of poverty as well as to hamper speculation in the economy. 
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CONCLUSION 
The Islamic Banking and Finance industry has tremendously grown in Malaysia. Therefore, certain 

Islamic values, rules, guidelines, restriction and principles are required to comply as the system is 

founded on ethical values and emphasizes the well-being of society as a whole.  

Thus, based on the aforementioned facts, it is important for Islamic Banking and Finance hold onto 

Maqasid Shariah as its clear that the equity based system is an ideal model to be implemented in the 

finance industry. Besides, as supported by Mehmet, (2007), through this mode of financing, it helps to 

create more value added in the economy and indeed contribute to economic growth as well as for the 

development of ummah. 

 

In the nutshell, Islam never forbids both modes of financing as long as it is in line with the Islamic law 

and does not involve in any prohibited element which is riba, maysir and gharar. However, being blinded 

by the term “efficiency” has cause the debt financing to be flooded in the Islamic Banking and Finance’s 

current practices while forgetting the main objective in seeking the pleasure of Allah. As mentioned in the 

Quran in Surah Al-Kahf :7,  “And indeed, We have made whatever is on earth a means of its beauty 

(and adornment) so that We test (the inhabitants of the earth) as to who is better in deeds.” 
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