THE CONTRACT OF GUARANTEE
AND ISLAMIC BANKING

Dr.Samia Magbool Niazi*

Abstract

It may be stated at the outset that a comprehensive treatment of the
topic of guarantee is beyond the scope of this paper. Accordingly, we will
not discuss issues like the taking of a guarantee, that is, clauses usually
incorporated in the forms of banks, variations in the position of the
guarantor; variation in the terms of the original contract; and special types
of guarantors. In other words, the focus of this paper will be on the nature
of the contract of guarantee itself, so that it can easily be compared with
its counterpart in Islamic law. The description of guarantees in law will,
therefore, attempt to highlight those points that are needed for comparison
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Introduction

Charles Dickens said that “Credit is a system whereby a person who
can’t pay gets another person who can’t pay to guarantee that he can pay.”
In contrast to this, it is said that a guarantor is “a fool with a fountain
pen”(l). The purpose of this paper is to identify with precision the contract
of guarantee in law, distinguishing it from closely resembling contracts
and relationships, and then to elaborate the Islamic version of this contract
with equal precision along with its applications in Islamic banking as it is
prevalent today.

The words “guarantee” and “guaranty” are both used as nouns as well
as verbs. The noun in both cases denotes the contract of guarantee or
guaranty, while the verb denotes the act of providing a guarantee or
guaranty(z) . It appears that there is no major distinction between the two
words, and “guarantee” is preferred in England as well as in the United
States, while “guaranty” is mostly used as a noun”. The terms guarantee
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and suretyship are sometimes used interchangeably. According to
some,suretyship is the old term for the contract of guarantee(4) . There is a
historical distinction between “guarantor” and ““surety” in that a surety was
once a hostage, but there is no contemporary legal distinction and the use
of both words together is redundant®. Yet, Black’s Law Dictionary says
that although the terms are used interchangeably, the two terms should not
be confounded®. The contract of suretyship provides, it says, a joint
undertaking with the principal debtor, while guarantee is an independent
separate undertaking'”. The Pakistan Contract Act uses the term “surety”
in place of “guarantor”®. The Act also states that the liability of the surety
is “co-extensive with the principal debtor”™®, but that is not joint liability.
To avoid confusion, in this paper we will use the term guarantee and not
suretyship. The word “surety” will be used in the meaning assigned to it
by the Contract Act, 1872.

It may be stated at the outset that a comprehensive treatment of the
topic of guarantee is beyond the scope of this paper. Accordingly, we will
not discuss issues like the taking of a guarantee, that is, clauses usually
incorporated in the forms of banks, variations in the position of the
guarantor; variation in the terms of the original contract; and special types
of guarantors. In other words, the focus of this paper will be on the nature
of the contract of guarantee itself, so that it can be easily be compared
with its counterpart in Islamic law. The description of guarantees in law
will, therefore, attempt to highlight those points that are needed for
comparison.

The Contract of Guarantee in Western and Pakistani Law
Parties to the Contract and Their Rights and Liabilities

The Contract

A contract of guarantee is one in which the guarantor agrees to
perform the obligation, or to discharge the liability, of a third party if the
latter fails to do so"'?. There are three parties to the contract":

1. The principal debtor: He is the person primarily liable for the
obligation or liability whether existing or contemplated.

2. The creditor: He is the person entitled to the benefit of the
obligation or liability.

3. The guarantor: He promises the creditor to discharge the liability of
the principal debtor if the debtor should fail to do s0'?. The
guarantor is called surety in the Contract Act, 1872, as already
stated.



The obligation that is being guaranteed is most often the payment of
money. It does not have to be, and may be the performance of a particular
act"”. The consideration moves from the creditor and is in reality his
assurance to the guarantor(l4), who has made the request, that he will
forbear for some time, that is, he will give time to the principal debtor".
This is valid as consideration does not have to be passed on to the
guarantor"'®.

It is obvious from the above explanation that the guarantor has
secondary liability''”, and the liability arises only on default by the
debtor"®. The contract of guarantee is a contract and not a mere unilateral
promise. It is covered by the general principles of contract law as to its
creation and interpretation. In addition, the special rules of guarantee law
also apply to it"?. Although liability of the guarantor is secondary, it is
not necessary that the principal debtor be sued first. The creditor can bring
action against the guarantor immediately a default has occurred®”. The
guarantor, however, is not liable, unless the debtor defaults. A contract of
guarantee may be either oral or written®", but oral guarantees are useless
as far as banks are concerned. A guarantee obtained by misrepresentation

or concealment is not valid®?.

Liability of the Guarantor

The liability of the guarantor commences upon default by the
debtor®. In other words, as stated earlier, the liability is secondary. Thus,
upon default by the debtor, the creditor need not sue the debtor; he can sue
the guarantor directly?.

The scope of the liability depends upon the terms of the guarantee.
The guarantee may cover the entire debt or a particular amount' . Again,
the guarantee may be specific, extending up to a specified time, or
continuing®. There are guarantees that are called “all monies”
guarantees. These create a very broad liability, but are discouraged by the
law?”. The courts in general interpret guarantees strictly, and in case the
terms are vague, they tend to favour the guarantor®?. Where there is more
than one guarantor, they may be severally and jointly liable, and the
creditor can have recourse to any one of them®”.

Rights of the Guarantor After he has Discharged the Liability

When the guarantor is required to pay, he is “subrogated”®” to the
creditor’s rights, that is, he stands in the shoes of the creditor®?. He can
now sue the principal debtor for indemnity(32). This is why guarantee is a
contract and not merely a unilateral declaration. To protect this right of
recourse of the guarantor, the creditor is placed under a duty not to modify



the princigal contract without the express or implied consent of the
guarantor’ 9. The guarantor also has the right to set-off any proper
counter-claim against the creditor®. The subrogation also entitles the
guarantor to benefit of any securities of the debtor held by the creditor™™.
The fact that such subrogation is not mentioned in the guarantee does not
prevent the operation of such right®®.

The guarantor who is obliged to pay is entitled to demand
contribution from the co-guarantors®”. This form of liability is not
affected by multiple or separate documents of guarantee®®”.

Guarantee Distinguished From Other Contracts

A contract of guarantee is different from indemnity in a number of
respects. A contract of indemnity is where one party (the indemnifier)
undertakes to become liable to another against any loss arising out of a
transaction with a third party. The liability arises irrespective of any
defauli®®. Indemnity involves an undertaking to keep the party to whom it
is given free from loss“”. An indemnity contract involves two parties,
while guarantee involves three®". Liability on an indemnity is primary,
and is activated in the event of something happening. The guarantor,
however, is liable only if the principal debtor defaults. The guarantor’s
liability is, therefore, secondary“”. The liability on an indemnity may
arise from the terms of the contract of indemnity or by legal
implication™. This shows that an indemnity need not be written.

It is important to note that a distinction between a guarantee and
indemnity is often blurred and to avoid problems lenders frequently
require both undertakings in support of a loan?.

A letter of credit issued by a bank on behalf of a client to a third
party in reality constitutes a guarantee, but is not strictly regarded in law
as a guarantee, and particular rules of law applicable to guarantees are not
applied to letters of credit as regards interpretation and enforcement®”. As
compared to this, a letter of comfort, for example one issued by a holding
company about the future financial stability of its subsidiary, is not
considered a guarantee and the rules of guarantee do not apply to it.

Discharge of the Guarantor (Surety)

The ways in which the guarantor is discharged from liability are
listed below with brief explanations.

1. Discharge by payment. A guarantor is discharged from his
obligation under the guarantee if the principal debtor pays the
principal debt. Such discharge is revocable as the payment may be
fraudulent“®.



2. Discharge by release of the principal debtor. An express release of
the principal debtor from all further liability will discharge the
guarantor, because such release extinguishes the guaranteed debt”.
This includes any act or omission of the creditor the legal
consequence of which is the discharge of the principal debtor™®®.

3. Discharge by agreement to give time. The Contract Act states that
the surety is discharged when a contract between the creditor and the
principal debtor leads to a composition, the granting of more time, or
an agreement not to sue the principal debtor, unless the surety assents
to such contract*”. In contrast, when the creditor makes a contract
with a third person to give more time to the principal debtor, the
surety is not released®”. Further, mere forbearance on the part of the
creditor will not discharge the surety®").

4. Discharge by material variation of principal contract. Any
variance, without the surety’s consent, in the terms of the principal
contract discharges the surety as fo transactions subsequent to the
variance®™? .

5. Discharge by material variation of contract of guarantee and
creditor’s act or omission impairing surety’s eventual remedy. If
the creditor departs from the terms of the guarantee, like not giving a
period stipulated to the principal debtor, or does any act inconsistent
with the rights of the surety, so that eventual remedy against the
principal debtor is impaired, the surety is discharged®?.

6. Discharge by change in legal position of the parties. This is not
mentioned by the Contract Act, 1872, however, it is settled law in
England. It covers, for instance, cases of partnerships where the
constitution of the partnership is subsequently changed or new
partners are admitted®?.

Determination of Guarantees

1. Determination by notice. A continuing guarantee may be revoked
any time as to future transactions, by notice to the creditor®. It is
possible, however, to include a clause in other guarantees that they
will be revoked by notice®®, but it is difficult to imagine a bank
accepting such a condition.

2. Determination by death. In the absence of any contract to the
contrary, the death of a surety operates as a revocation of a
continuing guarantee with respect to future transactions®”.

3. Determination by mental incapacity or bankruptcy. This will
apply to future and not to past transactions. Mental incapacity will be
governed by sections 11 and 12 of the Contract Act, 1872.



Applications of Guarantees

Lenders require that the repayment of loans be guaranteed, especially
where otherwise unsecured®®. Wherever an amount has to be repaid,
guarantees are obtained. As a guarantee is the simplest form of security it
is for that reason the commonest®”. A guarantee, however, is not a
particularly safe form of security®”. Unless a charge is taken over some
form of property, a loan secured by a guarantee is regarded by bankers as
an unsecured loan®",

The Contract of Guarantee in Islamic Law

The broad features of the contract of guarantee in law have now been
identified. These features will enable us to compare this contract with its
counterpart in Islamic law. For purposes of comparison we will rely
mostly on Shari‘ah Standard No. 5 issued by the Accounting and Auditing
Organization for Islamic Financial Institutions (AAOIFI). The title of the
standard is Damanat. The word has been translated as “Guarantees™
Where needed, we will also refer to the works of the earlier jurists and
modern scholars.

The Meaning of the Word Daman

The word daman in its literal modern sense means: to be or become
responsible; be guarantee; give security or guarantee; ensure; safeguard; to
insure; to be jointly liable; and to have joint responsibility®”. When we
examine the literature on figh, we find the term daman being used in
almost every area of the law. Thus, it is found in criminal law, in the sense
of paying compensation for an injury caused. The meaning of
compensation is found in other areas of the law as well. Another meaning
is that of liability, which is also the modern meaning. Thus, we say “so
and so will be held liable for this” or “will pay compensation for this.” It is
also used in the sense of the capacity or readiness ““ to bear loss” as in the
qa‘idah: “al-khardju bi’d-daman.” Nevertheless, despite this variety in
meanings, we do find the earlier Muslim jurists using the term daman for
the contract of guarantee in Islamic law. This is the contract of kafalah
where it applies to wealth and debts, that is, kafalah bi ‘I-mal®®.

Daman and Shari‘ah Standards for Islamic Banks

Shari‘ah Standard No. 5, referred to above, uses the term damanat
(guarantees) in the modern sense and then includes a large number of
contracts under it that are not guarantees, but independent contracts, even
though their purpose is the provision of security or collateral. The use of
the term daman in this imprecise way brings vagueness into the study of



Islamic law and we feel that there is a need to be more precise. The
following contracts and transactions are included in this standard under the
heading of guarantees'®.

1. Guarantees in contracts of trust (amanah).

2. Guarantees for existing leased properties.

3. Personal guarantees (kafalah).

4. Pledges (rahn).

S. Letters of guarantee.

6. Documentary credits.

Types of Kafalah: Surety and Daman
Examining the Evidence (Dalil) for Kafalah

In almost every book on figh, whether classical or modern®®, the
following verse of the Qur’an [Qur’an 12:72] is quoted as evidence for the
legal validity of the contract of guarantee or kafalah:

They said: “We miss the great beaker of the king; for him who
produces it, is (the reward of) a camel load; I will be bound by it.”

The argument advanced is that as the word za‘im means kafil
(surety), therefore, the contract of kafalah is legally valid. We find it
difficult to agree with this reasoning. An examination of the transaction
that is the subject-matter of the verse reveals that this is not the contract of
kafalah, but what is called a “general offer,” a unilateral contract that
becomes binding on both parties once the promisee completes the act
required. In Islamic law it goes by the name of ju ‘alah, also ji‘alah. In this
case, the promisor is merely saying to the promisee that if he can bring the
king’s beaker he will have a camel load. The contract would have been
valid even without the words “I will be bound by it.” In our view, this
evidence does not justify the contract of kafalah.

Thereafter, a tradition is quoted to support the contract. This is the
tradition of Salmah ibn Akwa‘ in which the Prophet (pbuh) refused to
offer funeral prayers over the indebted deceased till one person offered a
guarantee for its repayment(m). This tradition has another problem even
though the contract of guarantee is clearly mentioned. It implies that the
consent of the principal debtor is not required (dead in this case). If
consent is not required, it is difficult to see how the guarantor will recover
the debt from the principal debtor.

Consensus of the jurists (ijma ‘) is also claimed for the contract'®®.
The consensus also upholds the illegality of charging for the provision of



guarantee, because guarantee is a kind of a loan to the principal debtor and
charging for it will convert it into a contract of riba®.

The evidence for guaranteeing an unknown amount or a future
obligation is the tradition al-za'im gharim. It may be translated as: the
gurantor is liable (for the debt)’”. The Aanafi jurists rely on this tradition
for the legality of kafalah”". As the tradition conveys an unqualified

meaning, it is considered to cover all eventualities.
Types of Kafalah

Kafdlah in figh is primarily of two types’?. The first is kafalah
bi’nafs or surety for the person. This is the old contract of suretyship for
producing the person, and in which the guarantor sometimes became a
hostage””. It can be compared to the provision of bail in criminal cases
today. The other type is kafalah bi’l-mal or standing surety for debts. This
second type is the subject matter of this paper and we shall focus on this

type.
The Liability of the Surety and the Principal Debtor in Islamic Law

The Nature of Kafalah and Liability

In order to understand the liability of the principal debtor and the
surety in Islamic law, it is essential to see how the nature of the contract of
kafalah is understood and how its meaning is traced in figh. The meaning
of kafalah is understood in two ways:

1. Merger of Liabilities With Respect to the Demand: The first way
of considering the nature of kafalah is to treat it as the merger of
liabilities for purposes of demand of the debt for the parties, but not
with respect to the debt itself. The debt remains the liability of the
principal debtor as it was originally. The surety, however, becomes
subject to demand from the creditor just like the principal debtor.
This case is similar to the separation of demand for the debt in the
case of the agent and the principal in the case of a bay‘ (sale). The
hugiiq and the hukm are separated. Likewise, in this case the demand
1s directed towards the surety when the debt remains attached to the
dhimmah (liability) of the asil (principal debtor). It may also be
compared to rahn (pledge) where the right of disposal is separated
from the ownership of property. Likewise, in this case'™.

2. Merger of Liabilities With Respect to the Debt. The second way is
to merge the liability (dhimmah) of the surety with the liability of the
principal debtor for the debt itself. The basis here is that kafalah here
is a credit given to the principal debtor attached to his dhimmah and
the obligation for meeting the demand of the debt. The obligation for



meeting this demand depends upon the original debt. In this
situation, even though the debt is due from them both, the demand
can be directed to either one of them, just like the case of the usurper
who has usurped from the first usurper (ghasib). Each one of them is
liable for the value of the property, but the property itself is due only
from one of them”,

Liability in Kafalah Compared to Liability in Hawalah

To better understand the meaning of kafalah, it needs to be
compared to hawalah (transfer of debt). Hawalah and its derivative
meanings convey the idea of transfer from one location to another. The
legal meaning is the transfer of the debt from the liability (dhimmah) of
the principal debtor to that of another person within a relationship of trust
and creditworthiness. The jurists disagree about the legal implications of
the two contracts.

1. The Hanafi view. According to the H; anafi jurists, the difference

between kafalah and hawalah is that in kafalah the principal debtor
is not absolved of liability (he remains liable for the debt), while in
dawalah the principal debtor is no longer liable for the debt after the
contract of hawdalah is concluded”®.

2. Ibn Abi Layla’s view. In Ibn Abi Layla’s view, the contract of
kafdlah absolves the principal debtor of liability as in the case of
hawdalah. The basis is that the debt is established against the liability
(dhimmah) of the surety and this necessarily absolves the principal
debtor of liability. The reason is that as long as one dhimmah holds
the debt completely, all other dhimmas have to be free of it. If it
moves from this to another dhimmah, the first one becomes free. As
the debt is established against the dhimmah of the surety, the
dhimmah of the principal debtor becomes free. Thus, in his view, in
both hawalah and kafalah, the principal debtor is absolved of
liability!"”.

3. Imam Zufar’s view. As distinguished from this view, Imam Zufar
maintained that in the contract of hawalah the principal debtor is not
absolved of liability. Thus, in both hawalah and kafalah, the
principal debtor remains liable. In his view, the only thing that is
added through the contracts is that the demand for the debt has been
strengthened or doubled, not that it has been removed altogether
from one of the parties””® .

4. The Response of the Hanafi jurists. To counter these arguments, the
Hanafi jurists maintain that each contract, that is, hawalah and
kafalah, has been assigned a different name and this indicates



different legal effects. Likewise, the contract of salam has been given
a specific name for legal effects that are implied by the term used for
the contract. The legal effect is the immediate payment of the price
and its possession within the session of the contract. It also implies
the delay of the goods bought. The meaning of sarf is the payment of
each counter-value within the session. In the same way the contract
of kafalah conveys the meaning of merger of liabilities. The
implication is that one dhimmah be merged with another. This is not
possible if the principal debtor is absolved of liability. As
distinguished from this hawdlah means transfer, and this meaning is
realised when the liability is transferred from the dhimmah of the
principal debtor'™”.

The above analysis leads the jurists to conclude that the creditor has
the choice to claim the debt from any of the two debtors, the principal
debtor or the surety, and to make a demand upon any of them. It may be
added here that under certain circumstances the principal debtor can be
absolved of liability in a contract of kafalah through stipulation. From this
we may conclude that primary and secondary liability can also be
varied®”.

The Rules of the Contract of Guarantee (Damadan) in Islamic Law

The rules for kafalah will now be stated very briefly with the purpose
of comparison with the contract of guarantee in Western law. For this
purpose we have relied upon the Shari‘ah Standard alone, although most
of the rules can be derived from the books of figh, both earlier and
modern.

1. Kafalah is of two types: Kafalah that is with the consent of the
principal debtor and kafalah that is without the consent of the principal
debtor. The banks only accept the form in which the principal debtor
has given his consent®™",

2. It is permitted to fix a period of the guarantee and to determine and
amount to be paid®?.

3. Itis also permitted to make the contract conditional and to associate it
with a future obligation®?.

4. It is not permitted to charge an amount for providing a guarantee, but
the guarantor is entitled to the costs incurred®®.

5. It is permitted to guarantee a debt that is not determined as yet or one
that has not become due as yet®.

6. It is permitted for the creditor to demand the debt, at his choice, from

the principal debtor or from the guarantor(%) .

10



7. 1t is permitted to the guarantor to set an order in which the demand is
made, that is, the creditor demanding the debt from the principal
debtor, and upon default, demanding it from the guarantor®”. This
means that secondary liability for the guarantor can be created, but is
not essential and he may consent to have primary liability.

8. If the creditor absolves the principal debtor of the debt liability, the
guarantor’s liability is terminated. If the creditor absolves the
guarantor of liability, the liability of the principal debtor still stands®®.

9. The contract of kafalah may be part of a loan agreement or be
independent of it®”.

10. It is permitted to have more than one guarantor

11. In the case of future obligations, the guarantor may determine the

guarantee by notice served upon the creditor, but this is done before

the debt liability has arisen".

The Standard does not discuss ways in which the contract of
guarantee is determined. A perusal of the books of figh shows that this is
almost the same or the same rules can be easily derived®”. We are not
dealing with this issue here.

(90)

Conclusion

A comparison of the contract in both legal systems shows that the
contract is almost exactly the same. This does not mean that there are no
problems when the contract is compared with figh literature. For instance,
the jurists may not allow a guarantee for an unknown debt or for a debt
that has not come into existence as yet"™.

11
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