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1. Introduction  

 

Few if any disciplines can be divorced from their social effects; a correlation that is more pronounced in law both as a 

discipline and body of rules. Laws, in any society, must apply and develop along lines that serve and facilitate individual and 

social existence and expansion, neither objective being secondary to the other. In Islamic law, this function is served by the 

principles of Maslaha or Istislah (facilitating ease/social welfare) being applied to fill any lacunae in the law, as well as to mitigate 

or remove any resulting hardship (raf‟ al haraj). Maslaha or Isltislah are juristically extrapolated principles drawn from the Quran 

and sunna (practices/traditions of Muhammad). They place emphasis on ease and social welfare as the basis of social rights and 

rules. They are applied to realise the objectives of the sharia (maqasid al- sharia‟) and can be said to grease the cogs of the legal 

system so as to ensure the removal of hardship caused by any rigidity or inappropriate effect of the law (Mansuri, 2006). 

 

The principles of maslaha/istislah, thus, moderate the overarching principle of permissibility in commercial transactions and 

serve the principle of contractual fairness, as demonstrated by Muhammad‟s repeated concern toward, and repudiation of, 

contracts that flaunted (or threatened to flaunt) this principle of fairness (Kamali, 2002). The intended outcome, in every case, 

being equity between the parties and social justice. 

 

The overarching principle of permissibility governing commercial affairs between individuals can be likened to the principle 

of freedom of contract and the general lessez faire approach to commercial transactions under the common law (Beale, 2008).  

Maslaha and istislah find parallels in the principles of Equity that have long since applied to common law commercial 

transactions. It is the equitable application of principles and concepts of Islamic law, in light of today‟s context, that distinguishes 

the prescriptive approach I have taken from that which is currently applicable. 

 

I refer mainly to the Quran and the sunnah (traditions) or hadith (sayings) of Muhammad in supporting my arguments on 

issues of Islamic law. The Quran, like any other scripture is a living text, deriving life from the interpretation and extrapolation of 

the principles therein according to the current needs and circumstances at any given stage of human civilisation. Without this 

„breath of life‟ through ongoing contemplation and tailored application, the Quran, remains an amazing stream of parables and 

principles with no grounded application today. 

 

Approached in this manner, the Quran serves only one of its myriad purposes; that of being a liturgical recitation as one form 

of exalting Allah, no more. Its other functions; as a guiding text of wisdom and profound truths, its nature as a penal, moral, 

economic, spiritual and social welfare code as well as a bastion of liberation and empowerment become, literally, suspended 

because of a lack of grounding in current existence. This is because whilst the Quran is a highly sophisticated code embodying 

universal principles and truths, these are, in various instances, couched in terms local to the very issue it was revealed to address at 

that point in time. It is for this reason that the Quran also relays to us varied stories of past peoples and prophets always stressing 

that they are signs or indications for those who „know‟ and „understand‟ indicating the central role of human intellect in 

extrapolating and localising universal principles in a manner that befits the circumstances at hand. 
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Accordingly, our function is not to take the parables or stories in the Quran or the sayings and traditions of Muhammad at face 

value but, rather, it is incumbent upon us to unravel the wisdom and principles behind them that we may then apply to whatever 

similar or disparate situations we face. An apt illustration comes to mind; the Quran repeatedly mentions the fact that Abraham 

was a Muslims (as was Adam and all the other messengers named or unnamed therein) and it was he who coined the name 

„Muslim‟ (meaning one who yields to the will of God or the Creator) (Quran, al-Haj: 78). Yet, in his submission to God, Abraham 

did not suspend reason; to the contrary, it is his heightened introspective questioning of God‟s existence and logical challenge of 

the actions of his biological father and social community at large that led him to the altar of submission to the will of God (Quran, 

al-Baqara: 260; al-An‟am:74-79).  The Quran indicates great wisdom in Abraham‟s persona (Quran, al-Baqara: 127-132).  

 

Further, given Abraham, and all other „men of God‟ before Muhammad are expressly acknowledged in the Quran as having 

yielded in faith to the Will of Allah (Quran, Baqara: 135-141) and having knowledge of and applying the same universal truths 

(Fussilat: 43; al-‟Ala:18-19), why is it that the Quran revealed local contextualised solutions to the social ailments and grievances 

at the time of Muhammad? The Quran states in Fussilat: 43, „Nothing  is  said  to  you  (O  Muhammad)  except  what  was  said  

to  the  Messengers   before  you‟; and in al-­A‟la:18-­‐19 „Verily!  This  is  in  the  former  scriptures.  The  scriptures  of  

Abraham   and  Moses.‟   

 

If the currently endorsed mode of non-analytical application of the immutable and universal truths of the Quran (that the Quran 

stresses had all been previously revealed) is correct, why was Muhammad not simply satisfied with drawing from the books of the 

Christians and Jews (that the Quran stresses and Muhammad acknowledges as valid revelations of God) in addressing the 

spiritual, moral, economic and social needs that arose within his, and surrounding, communities? Indeed, Muhammad attempted to 

do so initially (Armstrong, 2001) only to be left dissatisfied and disappointed with the solutions of the past, causing him to turn to 

the Source within him in origination of fresh solutions to current social needs and circumstances. This Muhammad did through 

independent reasoning and proclamation of judgments either in the form of revelation (the Quran) or recorded hadiths (Armstrong, 

2001). 

 

The sunnah (practices) of Muhammad are sometimes also taken by Muslims as a source of law since Muhammad is believed 

to have been guided and thus whatever he did was in alignment with that Higher law that guided him. Yet, as any biography or 

history of Muhammad will reveal to the reader, Muhammad was a revolutionist in his time, certainly not a conformist (Kamali, 

2002). His clan and the people of Makkah plotted to kill him, which eventually caused Muhammad to flee to Madina (along with 

hundreds of others) precisely because he was perceived to be blaspheming against the traditions of their „forefathers‟ among 

whom were Abraham and Ishmael and Isaac, all of whom the Quran identifies and exalts as Muslims. We have mentioned above 

that the Quran states that Abraham coined the word „Muslim‟ and, further, the Quran specifically states that Muhammad was 

inspired to follow the tradition of Abraham. How is it then that Muhammad was a Muslim, guided enough that the very words of 

the Quran were revealed through him yet he abandoned specific ways and traditions of Abraham? Muhammad certainly did not 

pray or trade in the manner Abraham‟s community did, he did not dress the way they did, nor interact with and organise his 

community the way that of Abraham was etc. How then was Muhammad following the way of Abraham? The answer is quite 

simple. The Quran, urges not the conformity and copying of rules and practices of Abraham that were formulated and existed 

centuries (or more!) before Muhammad, but rather urges the emulation of the spirit of Abraham by being true to one‟s self and 

Allah, and in that, not fearing or „bowing‟ to any human (or social) authority or associating the worship of Allah with that of 

mortals, creatures or inanimate objects. 

 

The key point in the foregone explanation is that it is not sufficient to simply mirror past solutions and discoveries in present 

circumstances. For instance, the encouragement that parties to any future debt/commercial obligations record their dealings in 

writing and to be witnessed in the presence of two witnesses as stated in the Quran (Baqara: 282) was a commercial quantum leap 

in the context of 7th Century AD indicating a progression in the laws to cater for the advancing commercial realities of 

Muhammad‟s time. It is clear therefore that in times of change and progress a return to principles and the original Source, both at 

a personal and collective level, must be undertaken so as to consider their intended purpose and how best they can be applied to 

changing contexts through fresh or existing rules and practices. This is the key role played by interpretation. As Kamali puts it 

(Kamali: 2002): 

 

The sharia shows the way to justice and this way must be followed as far as 

possible. In the event however that the established rules of the sharia do not 

offer sufficient guidelines to administer justice, one may take any route, 

including those of natural rights and natural justice or the general rules of 

equity and fairness or that of a judicious policy (siyasa shar‟iyyah) in order  

to secure justice and the result that is arrived at is a fortiori in accordance  

with the sharia and cannot be held to be contrary to it. 

 

Given the central role of interpretation, I proceed to consider the balance between 

form and substance in Islamic law. 
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1.1 Form v Substance in the Quran 

 

Islam is full of prescribed forms and rituals governing all aspects of life and worship. Underpinning the structures and forms, 

however, is the substance which the Quran, at several instances, emphasises as taking precedence over form. Al-Baqara: 177, for 

instance, states that it matters not which direction one faces in prayer but rather what matters is God consciousness and works of 

goodness. Al-Hajj: 37 refers to the sacrifice made during the hajj pilgrimage and Allah states that neither the flesh nor the 

slaughter of the sacrifice matters but rather the God consciousness within one‟s self. In matters of commerce, al-Baqara: 175 is the 

quintessential reference stressing substance over form. The retort exhorted from people upon the prohibition of riba was that 

„sale/trade is like riba‟ and the response in the Quran was that Allah permitted trade and prohibited riba. 

 

This verse underscores the similarity of the forms of trade and riba but that in substance, one was prohibited whilst the other 

permitted. The point in drawing out these verses is to emphasise that Islam is not concerned with forms as long as the welfare of 

the people, individually and collectively, is served. Ultimately, what Allah is concerned with is the substance of any matter. 

Moreover, if substance takes precedence over form in matters of ritual/worship, what more of commerce in which Muslim 

societies throughout the ages have demonstrated fluidity and a willingness to evolve practices and structures to reflect the times 

and needs of the people? 

 

1.1.1. Form v Substance in Islamic Finance Transactions 

 

An enquiry into the purpose/s of the commercial forms of transactions employed by Islamic finance (a summary of all of 

which is provided in chapter 3) is not common. Most of these structures pre-date the Islamic civilisation. Others, like the salam 

contract (advance payment for future delivery of agricultural produce) and istina‟ contract (commission to manufacture), are 

innovations of society a few generations after Muhammad. Both the Salam and Istina‟ contracts were created as exceptions to the 

general rule of contract law because they involve the sale of not-yet-existent objects or what the common law terms „potential 

property‟ (Oditah, 1991). The salam contract, for instance, was an invention of the agricultural people of the Hijaz/Iraq – a 

contract otherwise characterised as „speculative‟ for purposes of gharar  and includes a price discount for time which is an element 

of riba as currently defined (El-Gamal: 2006), yet the contract was permitted due to the social need it fulfilled. This, again, tallies 

with the common law position. Oditah explains that the permissibility of transferring „potential property‟ as an exception to the 

general rule of transferring present property was confined almost exclusively to agricultural produce – mainly crops and livestock. 

 

That, „[t]he Common law courts never recognised that goods which a company may manufacture tomorrow or receivables 

expected from their sale, were things in Potential.‟ (Oditah, 1991). „Common  law  did  not,   and   still   does   not,   as   a   

general   rule   recognise   a   present   transfer   of   future   property.‟   Oditah   cites  Lunn   v   Thornton  (1845).    

 

Today, however, Muslims have applied the salam concept widely to structure financial transactions for future delivery of 

goods that society demands proving that Islamic law concepts can be applied dynamically and progressively in light of the 

underlying principle they serve (Mansuri, 2006). Contrary to common perception, both the above named forms of transactions 

were neither revealed nor developed at the time of the prophet Muhammad; they simply comprise modes of transaction practiced 

by Muslim societies because they did not oppose any fundamental principle of Islam. Muhammad did not need to personally 

sanction them, it is sufficient that he did not specifically prohibit them, as he did the riba sale or the gharar sale, to deem them 

permissible. Moreover, in prohibiting the gharar or riba sales, Muhammad prohibited not the form, because these were often 

identical to perfectly permissible transactions, but the economic substance that the transactions in question effected. The various 

forms (whether invented before the time of Muhammad or after) existed simply for purposes of serving a real and practical need 

within the society and commercial community. 

 

Within this broad domain of „social need‟, Islamic law of commerce plays a pivotal role of regulation by decreeing the twin 

principles of riba and gharar that seek to secure the twin objectives of equity between transacting parties and efficiency in 

transactions. The point this chapter stresses therefore is that Islamic contractual and financial structures must guard to serve above 

all else, the principle of contractual fairness and social welfare. In this light, adherence to form must be to serve the substance by 

effecting equity and social justice. For clarity, by substance it is here meant economic substance as opposed to legal or procedural 

substance - a key distinction between Islamic law and common law as we shall see in section 1.3, below. 

 

El Gamal suggests the achievement of such economic substance, today, through „marking to market‟ i.e. marking the terms of 

trade to market prices. He explains that, in the context of credit sales and lease to purchase financing, the substantive prohibition 

of riba i.e. aiming to ensure equity in exchange, dictates that credit in such transactions must be extended at the appropriate 

(market) interest rate. Thus, it is said, that conventional finance has played an important role for contemporary Islamic finance by 

determining the market interest rates for various borrowers and, further, that such benchmarking of the implicit interest rates (built 

into the Islamic finance structures) is quite appropriate for purposes of equity through efficiency. 

 

Contrary to El-Gamal‟s allusion, „marking to market‟ concept is neither alien nor foreign to Islamic commercial practice. 

Muhammad prescribed the „marking to market‟ formula of efficiency in the 6th Century AD, before common law commercial 
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principles even came into existence, when he specifically asked Bilal to sell his inferior dates at market price and with the 

proceeds buy the superior dates he wanted instead of bartering two portions for one, respectively. Implicit in the disapproval of the 

barter transaction is the potential for inequity in bartering two portions of inferior dates for one portion of superior dates without 

an objective criterion to determine the appropriateness of the measures. This caused Muhammad to characterise the transaction as 

„the very essence of riba‟. Note, Muhammad did not say, „ah, that is a riba transaction‟ because there was nothing wrong with the 

legal form of the transaction itself: instead, he said, „the very essence of riba‟ meaning the economic effect of the transaction 

(inequity) was riba. One who is concerned with understanding the depth of this tradition will appreciate that through his direction 

to Bilal, Muhammad endorsed the use of market mechanisms, including „marking to markets‟ as a cure for any inequity that may 

be (potentially or actually) effected through transactions, regardless of the legal form the transaction assumes. The same applies 

for securitisation transactions today. They are simply another form of transaction invented after the demise of Muhammad (as the 

salam transaction was) to serve a patent social need. As long as a securitisation is equitable in economic effect, there is nothing in 

the sharia that prohibits it.  

 

It is unsettling therefore that El Gamal inadvertently proceeds to justify the emphasis on legal form in Islamic finance which 

insists on non-loan structures of finance simply to avoid charging interest yet effectively attain the same goal as a loan would and 

at the same financial margins/charges. Many of these so called „Islamic finance‟ transactions are also „the very essence of riba‟ if 

one enquired into the economic substance of the forms employed. Further, El Gamal‟s defence of the „equity‟ of „bundled‟ forms 

Islamic finance assumes in present-day practice, contradicts both his theory negating interest as riba and his acknowledgement of 

most Islamic finance structures as arbitrage – i.e. structured finance transaction conjured to attain the same economic end as a 

counterpart conventional finance transaction (El-Gamal:2006). It is here proposed therefore that Islamic finance should redevelop 

its standards and criteria of „compliance‟ to reflect the intended economic substance in light of modern commercial reality. It is 

the economic substance of any transaction, be it sale, lease or loan, which must be the focus of the industry and Islamic scholars if 

Islamic finance is to pride itself on being Islamic (ethical). Its products should be for purposes of creating access to finance for the 

general public/society much along the lines of the Tabung Haji scheme in Malaysia, the Egyptian Mit Ghamir scheme in the mid-

twentieth Century, and more recently the Grameen bank project in Bangladesh. The „Islamic‟ nature of finance need have little to 

do with high profile, multi-billion dollar transactions of the kind emblazoned in our minds by the industry and media. Its focus 

should be „local before global‟. To go about it as the industry is doing currently, is to put the cart before the horse, the 

consequence of which has been not only to alienate the majority of the Muslim population both in and outside Islamic banking 

jurisdictions, but also cause widespread disillusionment regarding the industry – a cost that has begun weighing down heavily on 

the industry as precipitated by the potential default of Dubai World to its creditors and the failure to effectively communicate this 

to the market. This fact has been widely reported in the Financial Times in November and December of 2009. 

 

2. The Role of Interpretation under the Common Law 

 

The English legal system, referred to as a „common law‟ legal system, has its primary legal principles (mainly) made, and 

developed, progressively by judges (rather than the legislature) from case decisions in what is called a system of precedent, 

whereby the lower courts are bound to follow principles propounded by the higher courts in previous cases. The common law is as 

equally important as the law made by Parliament. For example, there is no Act of Parliament stating that murder is a crime; it is a 

common law crime which has been refined over the centuries by judges. 

 

Likewise, and especially, the principles and rules governing contracts and commercial transactions were almost exclusively 

developed by the courts. A distinctive feature of the common law is, therefore, that it represents the law of the courts as expressed 

in judicial decisions (Furmston: 2007). The  English law of contract was evolved and developed within the framework of 

assumpsit as a remedy for the breach of informal agreements reached by word of mouth, and, so long as that framework endured, 

it was not necessary to pursue to fervently the search for principle. An assumpsit was an undertaking. Thus, in the case of Skyrne v 

Butolf (1367) YB 2 Ric 2 (Ames Series) 223 the plaintiff sued a doctor to whom he had come to seek a cure for the ringworm. He 

alleged that the doctor, „undertook (assumpsit) in London in return for a certain sum of money previously paid into his hand, 

competently to cure the [plaintiff] of a certain infirmity.    

 

In developing the law the judiciary plays an important role; that of statutory interpretation and contextual application in light 

of the facts before them. Whilst the meaning of law in a statute should be clear and explicit, this is not always so. Many cases 

come before the courts because there is a dispute over the meaning of a word in a statute. For instance, it is judicial interpretation 

that confirmed the independent existence of arbitration clauses in commercial contracts as demonstrated by the contrast between 

the decisions of the House of Lords  in May and Butcher v Regis and Fiona Trust & Holding Corporation and others v Privalov 

and others (Lord Hoffman). 

 

In Fiona Trust the relevant issue was whether arbitration clause survived the rescission of the charterparty agreements 

(Shelltime 4). This called for an interpretation of s 7 of the Arbitration Act 1996, which provides: 

 

Unless otherwise agreed by the parties, an arbitration agreement which forms 

or was intended to form part of another agreement (whether or not in writing) 
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shall not be regarded as invalid, non-existent or ineffective because that other 

agreement is invalid, or did not come into existence or has become 

ineffective, and it shall for that purpose be treated as a distinct agreement.  

 

The House of Lords held that: 

On its proper construction, cl 41 of the Shelltime 4 form contained nothing to 

exclude disputes about the validity of the contract, whether on the grounds 

that it was procured by fraud, bribery, misrepresentation or anything else. 

The principle of severability enacted in s 7 of the Arbitration Act 1996 meant 

that the invalidity or rescission of the main contract did not necessarily entail 

the invalidity or rescission of the arbitration agreement. The arbitration 

agreement had to be treated as a 'distinct agreement' and could be void or 

voidable only on grounds which related directly to the arbitration agreement. 

There might be cases in which the grounds on which the main agreement was 

invalid were identical with the ground upon which the arbitration agreement 

was invalid...Even if the allegation was that there was no concluded 

agreement, that was not necessarily an attack on the arbitration agreement. If 

the arbitration clause had been agreed, the parties would be presumed to have 

intended the question of whether there was a concluded main agreement to be 

decided by arbitration.  

 

Lord Hoffman provided his reasons for the above judgment as follows: 

A proper approach to construction therefore requires the court to give effect, 

so far as the language used by the parties will permit, to the commercial 

purpose of the arbitration clause. But the same policy of giving effect to the 

commercial purpose also drives the approach of the courts (and the 

legislature) to the second question raised in this appeal, namely, whether 

there is any conceptual reason why parties who have agreed to submit the 

question of the validity of the contract to arbitration should not be allowed to 

do so.  

 

There was, for some time, a view that arbitrators could never have jurisdiction to decide whether a contract was valid. If the 

contract was invalid, so was the arbitration clause. In Overseas Union Insurance Ltd v AA Mutual International Insurance Co Ltd 

[1988] 2 Lloyd's Rep 63, 66 Evans J said that this rule “owes as much to logic as it does to authority”. But the logic of the 

proposition was denied by the Court of Appeal in Harbour Assurance Co (UK) Ltd v Kansa General International Insurance Co 

Ltd [1993] QB 701 and the question was put beyond doubt by section 7 of the Arbitration Act 1996.  

 

Contrast the approach of Lord Hoffman in Fiona Trust with that of Lord Buckmuster in of the House of Lords in the case of 

May and Butcher v Regem where it was held, on the question of whether the arbitration clause survived the contract being 

rendered void: 

The next question is about the arbitration clause, and there I entirely agree 

with the majority of the Court of Appeal and also with Rowlatt J. The 

arbitration clause is to refer disputes “with reference to or arising out of this 

agreement.” But, until the price has been fixed, the agreement is not there. 

The arbitration clause relates to the settlement of whatever may happen when 

once the agreement has been completed and the parties are regularly bound. 

There is nothing in the arbitration clause to enable a contract to be made 

which, in fact, the original bargain had left quite open.  

 

In May and Butcher, the House of Lords, clearly adopted an interpretation that negated the seperability of an arbitration clause 

in a contract. Given this approach, it is no wonder that the legislature had to step in to remedy the unwillingness of the judiciary to 

give commercial effect to the intention of the parties expressed through the inclusion of an arbitration clause. This is now 

expressed in section 7 of the Arbitration Act 1996.  

 

Another illustration of the role of interpretation under the common law is gleaned from the interpretation of what constitutes a 

wagering contract. Under the common law, bets were enforceable and by a series of statute from 1710 to 1892, wagering contracts 

were rendered void (Furmston, 2007) (these statutes now stand repealed by sections 334 and 356 of the Gambling Act 2005). A 

wagering contract was defined in Carlill v Carbolic Smoke Ball Co, which later received unqualified approval of the Court of 

appeal. 

 

However, the case of Ellesmere v Wallace demonstrated that though wagering contracts were prohibited by statute, what 



INTERNATIONAL JOURNALS OF ACADEMICS & RESEARCH - IJARKE                                               ISSN: 2617-703X  
IJARKE Humanities & Social Sciences Journal                                                                      

www.ijarke.com          

 

12 IJARKE PEER REVIEWED JOURNAL                           Vol. 1, Issue 1                                                             August, 2018 

 

comprised a wagering contract and the consequent determination of whether the contract was void for illegality was dependant on 

the interpretation of the court on the facts of the case. Thus, in Ellesmere v Wallace, it was held that a bet placed with the Horse 

racing totalisator was not a wagering contract within the meaning of the Gaming Act 1845, since the Board can neither win nor 

lose on the transaction. The Court of Appeal held that the money placed on the bet was recoverable (Furmston, 2007). Further, the 

Court observed that though an essential feature of a wagering contract is that the stake is the only interest which the parties have 

in the contract, (Carlill v Carbolic, (1892)) the question whether the parties are interested in something more than the mere 

winning or losing of the stake depends on the substance of the agreement, not upon its outward form. Thus, the Court observed: 

In construing a contract with a view to determining whether it is a wagering 

one or not, the Court will receive evidence in order to arrive at the substance 

of it, and will not confine its attention to the mere words in which it is expressed,  

for a wagering contract may be sometimes concealed under the guise of language  

which on the face of it, if only the words were to be considered, might constitute  

a legally enforceable contract. Similarly, where there is a present price agreed,  

though the value of the article is unascertained at the time the contract  

for its sale is made, the transaction is not a Wager.  

 

Examples include the sale of next year's apple crop, the sale of the next haul of a fisherman's net, and the sale of an undeclared  

dividend. See Thacker v Hardy (1878) 4 QBD 685, CA; Marten v Gibbon (1875) 33 LT 561, CA.  

 

 

3. Form v Substance under the Common Law: The Exfinco Scenario. 

 

A key feature of securitisation, as we shall see in chapter 7, is that the value of securities issued will be determined by the 

performance of the pool of segregated assets, and not by the continuing credit worthiness of the originator. The separation of the 

credit risk of the originator and the credit risk of the SPV in this way often enables the originator to obtain lower-cost financing 

through securitisation than it would otherwise be able to obtain. For example, before the advent of the credit downturn 

commencing September 2008, many originators with corporate credit ratings of BBB (the lowest investment grade rating at 

Standard & Poor) had securitised assets resulting in an issue of AAA-rated securities. Securitisation may also achieve other 

objectives; for example, it may allow a regulated entity to remove assets from its balance sheet for regulatory capital purposes, 

and thus do more business, by structuring a transaction as a sale rather than a loan. It is important to note therefore, in contrast to 

the emphasis this thesis has placed on economic substance in Islamic law, that in examining the question of whether a structured 

transaction is a sale or a loan, the courts enquire into the legal substance of the transaction and not the economic substance. 

(emphasis added) This is not to say that that the common law does not concern itself with the economic substance of a transaction; 

it does so through equitable doctrines of unconscionable dealings and equitable principles generally. However, within the strict 

realm of financial transactions, the Court looks to the legal substance of the transaction for purposes of characterising the 

transaction as a (true sale) securitisation or loan. In other words, the Court pays no regard to whether the parties structure the 

transaction as a sale or loan as long as, legally, the  transaction is what they say it is and not a guise for something else. This is 

also the current approach of the Islamic finance industry that this thesis has argued for a shift from to a focus on economic 

substance in line with the principles of Islam. 

 

The Court of Appeal in Welsh Development Agency v Export Finance Co Ltd (aka Exfinco) considered the question of whether 

a transaction described by the parties as a sale of goods could be characterised as a secured loan. The court had regard to the 

manner in which the parties had described their transaction in the documents as evidence of what, in substance, the parties had 

agreed, and held that despite similarities to a mortgage or charge, the agreement was what it purported to be, that is, a sale 

transaction. However, the court indicated that its decision was not applicable where the transaction was a sham. The court 

examined the detailed terms of the documents and identified the legal substance of the matter, as set out in those terms, as being in 

accordance with the form - a sale and not a secured loan. Slaughton LJ pointed out that in such cases one was seeking to ascertain 

the legal nature of the transaction and not its economic effect. (emphasis added) He identified two ways of examining the 

question: the external and internal route. The external route involved an allegation that the written document did not truly 

represent the agreement of the parties in that it was a sham or pretence. The internal route involved the examination of the written 

agreement in order to ascertain its legal nature from the terms contained in the document. 

 

Under English law, for a transaction to be deemed a sham the parties must have intentionally executed documents that give the 

appearance of creating legal rights and obligations different from those which the parties intended to create (Goode, 2004). 

 

Slaughton LJ observed that „the task of looking for the substance of the parties‟ agreement and disregarding the labels they 

have used may arise in a case where their written agreement is a sham intended to mask their true agreement. The task of the 

courts there is to discover by extrinsic evidence what their true agreement was and to disregard, if inconsistent with the true 

agreement, the written words of the sham agreement. Slaughton LJ‟s analysis in the exfinco case was applied by the Court of 

Appeal in Lavin v Johnson  and found that the legal nature of one part of the document was in conformity with the form (a sale) 
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whilst that of the other part of the document was not and thus represented a security transaction. In Dutton v Davis, the Court of 

Appeal again held that the legal nature of the transaction was in accordance with the form of the transaction and thus did not 

involve the grant of a security which could be redeemed. 

 

Goode explains, with relevance to current Islamic finance practice, that an agreement that is in substance a loan may readily be 

disguised as a purchase to evade either the Money Lenders Act (now repealed) or, where the „seller‟ is a company, the registration 

requirements embodied in section 395 of the Companies Act 1985 (now section 860 of the Companies Act 2006). Where an 

allegation of such disguise is made, the court must inquire into the facts of the case and, where necessary, look behind the labels 

given to the transaction by the parties (Re Watson, (1890)).  

He continues to say (Goode, 2004): 

The question to be decided is not whether the transaction would have the 

effect of avoiding the relevant statute – for parties are free to organise their  

affairs in any such way as to ensure they escape the legislation they consider 

burdensome – but what is its legal nature. 

...The external route is to show that the document does not record the real 

agreement between the parties – in other words, that the document is a sham 

and is designed to conceal the true nature of the transaction. ...But even 

where the document is a true record of the parties‟ agreement, the court may 

conclude from an examination of its terms that its legal character is that of a 

security, not a sale. This is the internal route. ...But in each case it is the legal  

substance to which the court has regard, not the economic effect.  

 

In the recent case of Brighton & Hove City Council v Audus, Morgan J explains that, „there are many ways of raising money 

besides borrowing. If the transaction is not in the form of a loan it is not to the point to say that its object was to raise money or 

that the parties could have produced the same result more conveniently by borrowing and lending money‟. 

 

This explanation is critical to understanding the distinct approaches taken by the common law courts and Islamic law 

regarding re-characterisation. This is because while it is also the case that that under Islamic law the issue of re-characterisation 

does not turn on whether the effect of the transaction is to evade a prohibiting statute or law – Muhammad‟s advise to Bilal to sell 

his inferior dates so as to purchase superior from the proceeds of his sale had the effect of evading the prohibition of riba that was 

otherwise triggered by Bilal‟s barter – it does enquire into the economic effect of the transaction. Muhammad was not preferring a 

market transaction over a barter transaction other than in economic effect which rendered a market sale transaction, on the facts, 

preferable (equitable) as opposed to a barter transaction. 

 

4. Conclusions 

 

Interpretation of the Quran and the sayings/practices of Muhammad play a central role in Islamic law generally. Interpretation 

is to be undertaken in line with the principles and spirit of the primary sources so as to uphold the principle of contractual fairness 

and bring about social justice. In this light, a consideration of form v substance was undertaken both for comparative purposes as 

well as to stress the emphasis placed on the substance of Islamic commerce and contractual dealings. The spirit of equity and 

justice, as the core of an Islamic society, necessitates that adherence to the substance of any undertaking be paramount to the form 

it serves or mimics. 
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