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Addendum

p.6 second last line: Delete “Firstly, this research will identify a similar parallel development
trend in conventional finance and Islamic finance” and read “Firstly, this research will
identify similarities in the objections towards derivatives in conventional finance in the past

with objections to derivatives in Islamic finance in the present”.

p.7: Add at the end of para 1 “Fourthly, this thesis documents the state of readiness of Islamic
finance practitioners to use derivatives as risk management tools, as long as Shariah can

address gharar (excessive speculation and risk-taking).”

p. 265: Add seven lines from the bottom of the page:

“It should be noted that, despite the fact that, the interviews were conducted during® the
global financial crisis, derivatives were still viewed by the majority of participants as needed
in Islamic finance. Derivative instruments which have been severely blamed for the financial
crisis (Birch 2009) includes instruments such as the credit default swaps?(Torre 2009). While
the use of these instruments have been severely criticised (Birch 2009; Torre 2009), it is not
the instrument itself that should be blamed for the financial crisis but the way the instruments
were used (Mirakhor 2009). That is, for speculative and gambling puposes. Thus it is opined
that if the magasid or objectives of Shariah and the principles of Shariah i.e avoiding gharar,
maisir, gimar and jahala, are adhered too, forwards, futures and options will not be used for
speculative and gambling purposes. This is why it is opined that the interviewees believed
that forwards, futures and options are needed in Islamic finance.”

p. 277: Add after the 9" reference:

Birch, T 2009, 'The Role of Derivatives in Creating the Financial Crisis', paper presented to
AlBarakah 30th Synposium on Islamic Economics, Hilton Jeddah, August 26-27.

! The interviews were conducted from the 28th of February 2008 until the first week of September 2008.

According to Felton and Reinhart (2008, p.2) the current financial crisis began from late summer 2007.

Credit default swaps (CDS) a’ is a type of insurance against counterparty’s going bankrupt. ...A CDS
can also be used as a bet on a company’s bankruptcy or survival. ...The price of the insurance would rise as the
likelihood of the company’s bankruptcy increased, and vice versa’ (Torre 2009, p. 46).



p.278: Add after the 19™ reference:

Felton, Andrew and Carmen Reinhart eds. 2008. The First Global Financial Crisis of the 21st
Century. London: VoxEU.org Publication.

p.281: Add after the 14™ reference:

Mirakhor, A 2009, 'Strengthening the Islamic Financial System: Lessons from the Crisis',
paper presented to Public Lecture by Dr, Abbas Mirakhor, Securities Commission Malaysia,
September 29.

p.283: Add after the 5™ reference:

Torre, 1dl 2009, 'The Role of Derivatives in the Credit Crisis ', paper presented to AlBarakah
30th Synposium on Islamic Economics, Hilton Jeddah, August 26-27.
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Abstract

The objective of this research is to determine ways to overcome Shariah objections to
derivatives in Islamic finance, through comparative analysis with conventional law. In Islamic
finance, derivatives are still at the stage of infancy, where there is a lot of resistance from
scholars against its usage. This research uncovered that these Shariah objections are very
similar to earlier legal objections in conventional finance that attempted to ban or render
illegal derivatives because they were considered to be, inter alia, instruments of gambling.
Various laws, rules and regulations were enacted in conventional finance which eventually
led to the legalisation of derivatives. This research attempts to focus on the laws that were
enacted in the UK and US, to overcome or reduce the objections therein, and explore whether

these laws can overcome similar objections in Islamic finance.

This research followed the qualitative inquiry paradigm where two methods were used to
collect data — the historical and the case study methodologies. Under the first stage the
historical method was used to review laws in the UK and US from the 17" century to the 20"
century. From the laws that were reviewed, only relevant provisions that may overcome the
objections in Shariah against derivatives were selected, analysed and discussed. The second
stage followed the case study methodology. Thirty semi-structured interviews were conducted
with participants who had expertise in Islamic finance and conventional finance and/or law.
The participants were asked on the need for derivatives in Islamic finance, the applicability of
conventional laws in Islamic finance, and other recommendations on risk management
solutions in Islamic finance. The transcribed interviews were analysed and interpreted using

the qualitative software tool NVivo version 8.

The findings of this research unveiled that the underlying objection in conventional finance
against derivative usage was the prohibition of gambling, whereas in Shariah it is gharar.
Gambling and gharar are not different types of objections, they are actually related. Analysis
of the relationship between gambling and gharar led to the unearthing of the fact that maisir
or gambling falls within the definition of gharar; in other words, gambling is a subset of

gharar. Thus Islamic finance may learn from the legal history of derivative development in

Xi



conventional law in relation to objections which relate to excessive speculation and gambling.
Further, from the responses of the participants it was gathered that Islamic finance can turn
towards conventional finance to use the laws therein as long as it complies with Shariah

principles.

Results also unveiled that derivative instruments such as futures and options, that have
hedging properties, are needed in the Islamic financial industry today. Participants believed
that futures and options are more useful than harmful to the economy. However, the
participants opined that futures and options as they exist in their present form are not
acceptable in Islamic finance. At the same time when the participants were queried whether, if
all the objections towards derivatives could be overcome they would be accepted in Islamic
finance, the participants answered that this was possible. The laws that have been enacted in
conventional finance deal with issues of speculation, gambling and other abuses in the futures
and options exchange such as dishonest behaviour, cornering and set-offs. These laws that

were enacted in conventional finance may be used in Islamic finance to address similar issues.

Xii



Originality Statement

‘I hereby declare that this submission is my own work, and that this thesis contains no
material which has been accepted for the award of any other degree or diploma in any
university or other institution, and I hereby affirm that to the best of my knowledge this thesis
contains no material previously published or written by another person, except where due
reference is made in the text of the thesis.’

Notice 1

Under the Copyright Act 1968, this thesis must be used only under the normal conditions of
scholarly fair dealing. In particular no results or conclusions should be extracted from it, nor
should it be copied or closely paraphrased in whole or in part without the written consent of
the author. Proper written acknowledgement should be made for any assistance obtained from
this thesis.

Notice 2

| certify that | have made all reasonable efforts to secure copyright permissions for third-party
content included in this thesis and have not knowingly added copyright content to my work

without the owner's permission.

Xiii



Acknowledgments

In the Name of Allah Most Gracious, Most Merciful. | am thankful to Almighty God that I have
come to the end of my PhD journey and have completed this immense task. May Allah swt be

pleased with my effort, ameen.

My sincere gratitude is given to my husband, Dr. Mohamed Ali, for his unwavering belief in
me, his love and his understanding. You have always been there for me in my most trying
times, thank you. I also want to thank my children Muhammad Shahir and Aliya Shahirah, for

accepting that their mommy is still studying and making me feel joy in doing so.

Heartfelt appreciation is given to my parents Haji Kunhibava and Hajjah Nafeesa for
providing me with the crucial physical and emotional support that | especially needed. My
deepest gratitude is given to my sister, Norliah, who patiently read this manuscript at its final
stages, and to my relatives and friends for their well wishes and kind words of love and

support.

I would like to thank my supervisor Professor Bala Shanmugam for being able to get me
‘unstuck” when | thought there was no way out, and for always being calm when calamity

seemed so imminent to me.
My heartfelt thanks to Monash staff and lecturers and especially those at the postgraduate
department and centre for all their kind words of encouragement and excellent facilities

provided, without which I could never have completed my PhD.

Finally I am exceedingly grateful to all those who graciously accepted my interview requests

and also those who were willing to listen to my woes and still offer excellent advice.

Xiv



List of Publications

Journal Article

1.

Kunhibava, S 2009, ‘Understanding the Sources of Law that Governs Islamic
Banking’, The Law Review, vol. 1, p. 12.

Edited Book Chapter

1.

Kunhibava, S 2008, ‘Flexibility Versus Fairness, Conventional Derivatives and
Islamic Derivatives’, in D Bakar & ERA Engku Ali (eds), Essential Readings in
Islamic Finance, Cert Publications, Kuala Lumpur.

News Bulletins

1.

Kunhibava, S & Shanmugam, B 2006, ‘Islamic Derivatives: Boon or Bane’, INCEIF,
vol. 1, no. 3.

Kunhibava, S 2006, ‘The Fair Side of Islamic Derivatives’, Islamic Finance News,
vol. 3, no. 43.

Kunhibava, S 2007, ‘Speculation and Derivatives’, Islamic Finance News, vol. 4, no.
22.

Conferences/Colloquiums

1.

Kunhibava, S. 2006, Overcoming Risks of Currency Exchange Fluctuations: Derivative
Contracts in Islamic Finance, Islamic Banking and Finance Educational Colloquium,
INCEIF, Kuala Lumpur Convention Centre.

Kunhibava, S 2008, 'Shariah Objections to Derivatives in Islamic Finance, Determining
the Path towards Overcoming Objections', in Monash University’s 10 Anniversary
Celebration, Monash University, Kuala Lumpur.

Kunhibava, S 2008, ‘Shariah Objections to Derivatives in Islamic Finance, Determining
the Path Towards Overcoming Objections — A Comparative Analysis’, in Doctoral
Colloquium 3" Islamic Banking and Finance Conference, KUIM, Legend Hotel Kuala
Lumpur.

Kunhibava, S 2008, ‘Shariah Objections to Derivatives in Islamic Finance, Determining
the Path Towards Overcoming Objections — A Comparative Analysis’, in Doctoral
Colloguium 6™ International Islamic Banking and Finance Conference Monash
University, Monash University and IBBM, JW Marriot Kuala Lumpur.

Kunhibava, S 2008, ‘Shariah Objections to Derivatives in Islamic Finance, Determining

the Path Towards Overcoming Objections — A Comparative Analysis, in Doctoral
Colloguium Monash University, Monash University, Genting Highlands.

XV



Abbreviations

AAOQIFI - Accounting and Auditing Organisation for Islamic Financial Institutions
CBOT - Chicago Board of Trade

FSMA - Financial Services and Markets Act 2000 (UK)

IDB - Islamic Development Bank

IHFEM - International Islamic Financial Market

IRTI - Islamic Research and Training Institute

ISDA - International Swaps and Derivatives Association

olc - Organisation of the Islamic Conference

oTC - Over the counter

pbuh - Peace be upon him

SAC - Shariah Advisory Council

SCERH - Standing Committee on Ethics in Research involving Humans
SSF - Single Stock Futures

swt - Subahana Wa Taala (means “glorious and exalted is He’ (Allah))

XVi



Chapter 1 Introduction

1.1  Background to the Research

The word “derivative’ is a relatively new term in the commercial world. Its first usage in the
courts took place only in 1982 in the US, and 1995 in the UK (Swan 2000). It is therefore not
surprising that historical articles, cases and books do not mention the word ‘derivative’ but
rather words such as “forwards’, “futures’ and ‘options’. ‘Derivative’ has been defined as ‘...
a financial instrument whose value depends on the value of other, more basic variables’, (Hull
2005 p.1). “‘Derivative’ is therefore a generic term that classifies instruments that display the
same features. The necessity to form a common terminology describing these instruments
came about because of the explosion of financial engineering and innovation of these
instruments. Some examples include Interest Rate Swaps, Forward Rate Agreements, Caps,
Floors, Swap options (Market Traders Institute 2002), butterflies, straddles, condors and
strangles (Tickell 2000).

The forward® contract has been recorded as the first derivative instrument to be used and is
also the simplest in form (Bacha 2001). A forward contract is where two parties undertake to

complete a transaction at a future date but at a price which is determined today.

A futures* contract is basically a forward contract which is standardised with respect to
contract size, maturity, product quality, place of delivery etc. Future contracts are traded on

exchanges, where all buyers and sellers transact through the exchange (Bacha 2001).

An option® entitles the holder the right but not the obligation to buy (or sell) the underlying
asset at a predetermined exercise price at or any time before maturity. To acquire this right

under an option a payment of a premium is required (Hull 2005).

The market size of trading in derivatives in conventional finance® is enormous and increasing.

For example, the average daily volume of derivatives for the first quarter of 2007 reached a

3
4
5

For a more detailed definition see glossary at Appendix 10.
For a more detailed definition see glossary at Appendix 10.
For a more detailed definition see glossary at Appendix 10.
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record 3.87 million contracts at the Chicago Board of Trade, one of the world’s leading
derivatives exchanges. This is an increase of 24% compared with the first quarter of 2006
(Grabiner 2007). On the other hand NYSE Euronext’s’ derivatives trading operations on Liffe
in 2008 experienced ‘its busiest May ever’, leading to a 30% increase in total contracts traded
year-to-date compared to the same period in 2007. ‘In May, Liffe traded more than 91 million
futures and options contracts, representing an average daily volume of 4.3 million, up 20.8%
from the same month in 2007° (NYSE Euronext Business Summary for May 2008). Further,
NYSE Liffe traded an average of 3.7 million futures and options, during the fourth quarter of

2008, a 5% increase from the year ago quarter (NYSE Euronext 2009).

The increasing popularity of derivatives in conventional finance can be attributed to their
flexibility or ease of use. They are easier to buy and sell than the underlying commodity or
financial asset, such as agricultural commodities, metals, energy, currencies, stock indexes
etc. Derivatives are a useful alternative to holding the underlying commodity or financial
asset; also a relatively small amount of capital is sufficient to trade in derivatives as compared
to the actual amount of money needed to buy the commodity or financial asset. There are also
other benefits that have been noted such as better risk allocation, and reduced information
asymmetry (Stoll & Whaley 1985), (Merton 1995) and (Koski & Pontiff 1996).

While derivative usage in conventional finance has shown tremendous positive strides, in
Islamic finance currently there are no derivative markets. Islamic finance is the conduct of
banking and finance in accordance with the principles of Shariah. Shariah is Islamic law and
the basic requirements of Shariah are that banking and finance must not contain the elements
of, inter alia, riba (interest), gharar (excessive uncertainty), maisir (something attained
through no effort), gimar (gambling) and jahala (ignorance) (Usmani, 2002). The
development of Islamic finance itself has been unparalleled as ‘no other financial industry,
market or jurisdiction in the last decade has witnessed the staggering financial engineering
and innovation as the Islamic finance industry’ (Grewel 2007, p. 29). With such growth in the

Islamic capital markets one would expect similar growth in the Islamic derivative markets.

6 In this research conventional finance means finance as it is practiced today around the world in business that does

not include Islamic finance.

NYSE Euronext is part of a family of exchanges, located in six countries, and includes the New York Stock
Exchange, the world's largest cash equities market; Euronext, the Eurozone's largest cash equities market; Liffe, Europe's
leading derivatives exchange by value of trading; and NYSE Arca Options, one of the fastest growing U.S. options trading
platforms (NYSE Euronext n.d.).

NYSE Euron cash equities, options and derivatives, ETFs, bonds, market data, and commercial technology solutions.
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However, although scholars such as Kamali (1996, 1997, 1999, 2002, 2007) have argued that
futures and options are permissible in Islamic finance, the overwhelming majority of scholars
in Islamic finance believe that forwards, futures and options, as they are currently traded in
conventional finance, are impermissible in Islamic finance (Delorenzo; Mahmassani 1983;
Chapra 1985b; European Council for Fatwa and Research; Khan A. 1988; Usmani 1996;
Obaidullah 1998; EI-Gamal 1999; Khan F. 2000; OIC Figh Academy 2000; Naughton and
Naughton 2000; Kahf 2002; El Gari 2006; Wilson 2007). One academic succinctly
summarises the dilemma of derivative usage in Islamic finance: ‘Options and futures
contracts cannot be traded under Shariah, as they are too remote from the underlying assets

... The concern in Islam is with gharar (contractual uncertainty)’ (Wilson 2007, p.14).

Thus it is the objective of this research to investigate means to overcome and manage the
objections raised against the usage of derivatives in Islamic finance. This thesis does not
argue the permissibility or otherwise of derivatives according to Shariah, but rather, How can
we overcome the objections that have been raised by scholars of Islamic finance? How this
will be done is to turn towards the more mature conventional finance and learn from its rich
legal history. The legal history of conventional finance features similar legal objections to
forwards, futures and options. These objections as to the legality of derivatives were similar to
the ones raised today by scholars in Islamic finance. In conventional finance, laws were
passed to overcome these objections. Could these laws be adopted and modified and applied
to Islamic finance today to overcome similar objections? This is the pertinent question that

will be researched in this thesis.



1.2 Research Questions, Research Objectives and Contributions

The problem statement or research question to be addressed in this research is:

How can the objections towards derivatives in Islamic finance be overcome by adapting

laws from the legal history of derivatives usage in conventional finance?

This core research question seeks to encapsulate this whole research into one question. This
research question asks the question of ‘How?’ the objections towards derivatives in Islamic
finance can be overcome. Even though the question starts off with a very broad approach it is
narrowed down by focussing on the legal history usage of derivatives in conventional finance.
Thus this research attempts to research how the objections towards derivatives in Islamic
finance can be overcome by focussing on the legal history usage of derivatives in

conventional finance.

To answer the problem statement this research investigates six subsidiary research questions.
The subsidiary research questions that will be investigated, which point towards the
necessary data to be gathered in order to satisfactorily solve the above problem statement, are

as follows:

1. How do the legal objections directed against derivatives in Shariah compare with

the legal objections in conventional finance?

The first subsidiary research question is answered in Chapter 3. The Shariah objections
towards derivatives will be compared and contrasted with the conventional law objections
towards derivatives. How the legal objections in Shariah are similar and different to the
conventional law objections towards derivatives is described through a detailed study of the
objections. Answering this subsidiary research question will enable the researcher to
investigate in what ways the conventional law objections are similar to Shariah objections,
and also in what manner the laws of conventional finance can overcome the objections of

derivatives in Islamic finance.



2. Why are there similarities in objections towards speculation in Shariah and

conventional law?

The second subsidiary research question is answered in Chapter 4. It will be answered by
looking at the possible reasons why there are similarities in the objections between
conventional laws and Shariah. By researching and understanding the root reasons why there
are similarities in the objections in these two separate fields, it may be easier for Islamic
finance to actually appreciate and accept the conventional laws researched in this thesis.

3. What laws passed in conventional finance can be used to overcome the objections

to derivatives in Islamic finance?

The third subsidiary research question is answered in Chapter 6, by archival research where
US and UK laws from the 17" century onwards are reviewed. The relevant laws which deal
with the objections towards futures and options that could possibly be used to overcome the
objections in Shariah are compiled and analysed. Answering this subsidiary research question
will identify relevant legislation that may be used to overcome the objections towards

derivatives in Islamic finance.
4. Are derivatives needed in Islamic finance?

The fourth subsidiary research question is answered in Chapter 7 through case study and in-
depth semi-structured interviews. Answering this subsidiary research question will enable this
research to investigate, through qualitative means, the necessity of derivatives in Islamic

finance.

5. Can conventional laws be used in Islamic finance to overcome the objections

towards derivatives?

The fifth subsidiary research question is answered in Chapter 7 through in-depth semi-
structured interviews. This subsidiary research question is different from subsidiary research
question three above in the following way — subsidiary research question three is answered by
proposing past laws in conventional finance that might be able to overcome the objections in

Shariah. This research question however, follows from subsidiary research question three by
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researching whether the laws which have been proposed will be accepted by those in Islamic
finance. Thus answering this question will enable this research to determine the possible
acceptance of those within the Islamic financial industry and academia of conventional laws
to overcome the objections towards derivatives in Shariah.

6. Are further laws or other recommendations, unique to Islamic finance, required
to be introduced to enable derivatives to be incorporated and thereby comply
with the requirements of Shariah?

The sixth and last subsidiary research question is also answered in Chapter 7 through in-depth
semi-structured interviews. This subsidiary research question explores other laws or
recommendations that might be used in Islamic finance to enable derivatives to become

acceptable according to the requirements of Shariah.

The research objectives of this PhD are:

e To identify the objections towards derivatives in conventional finance and Islamic
finance.

e To compare and contrast these objections towards derivatives in conventional finance
with the objections in Islamic finance and identify if the objections are similar.

e To identify the laws that were passed to overcome the objections in conventional
finance.

e To explore whether these laws from conventional finance can be adapted to Islamic
finance, to overcome similar objections.

e To propose possible recommendations that would enable the introduction of

derivatives in Islamic finance.

Addressing the research objectives will provide three contributions to the Islamic finance

industry:

e Firstly, this research will identify a similar parallel development trend in derivatives in

conventional finance and Islamic finance.



e Secondly, this research will identify the laws that were passed to overcome the
objections in conventional finance, and determine whether these laws from
conventional finance can be adapted to Islamic finance.

e Thirdly, recommendations will be proposed that can be incorporated into the Islamic
financial framework to minimise the objections that have been aimed towards

derivatives.

1.3  Rationale of Research and Contribution to Scholarship

This research is significant because it is among the first, if not the first, research to compare
and draw from the legal history of derivative usage in conventional finance to Islamic finance.
Research in the legal admissibility of derivatives in Islamic finance has wholly focussed on
the interpretation of various Shariah sources, and hadith (sayings and the conduct of the holy
Prophet Muhammad, pbuh) in particular, for example Kamali (1996, 1997, 1999, 2002, and
2007). The various researches carried out try to identify either the impermissibility or
permissibility of derivatives from the point of view of Islamic law by delving deep into the
meanings of Shariah and figh (Islamic jurisprudence) sources. However there is minimal
work or research in Islamic finance and conventional finance identifying a sort of parallel
development and similar objection to the legal admissibility of derivatives. There seems to be
an absence of any major research which attempts to explore and compare the legal
development of derivatives in conventional finance and Islamic finance. This gap is what this

research seeks to fill.

The pilot introduction of derivatives in Islamic finance has already begun. For example, the
recent approval in Malaysia by the Shariah Advisory Council of the Securities Commission
of the Single Stock Futures, as Shariah compliant in June 2006, and in November 2006 the
signing of the derivative master agreement to document Islamic derivative transactions
between Bank Islam Malaysia Bhd and Bank Muamalat Malaysia Bhd. However this pilot
introduction has only occurred in Malaysia, and there are no derivative exchanges in Islamic

finance even in Malaysia or other parts of the world.



At the same time there also seems to be a need to ensure that those participating in Islamic
finance have a means to manage their risk (Al-Suwailem 2006). There are proposals in
Islamic finance that try to introduce Islamic contracts such as salam®, istisna®, urbun® and
ja’alah™ as alternatives to forwards, futures and options in Islamic finance (Bacha 1999; Al-
Amine 2000; Kunhibava 2006).

There are however very minimal attempts made to overcome the objections against forwards,
futures and options. This is what this research attempts to do and thus contribute to the

knowledge of derivatives and risk management in Islamic finance.

The significance of this study on a state or governmental level, where policies and laws are
passed, reviewed and amended, is that this research will enable policy makers to view and
take note of the laws that were passed in conventional finance to overcome the objections
towards derivatives. Policy makers could incorporate laws that are reviewed in this research
and also use the recommendations suggested in this thesis to postulate guidelines to be passed

in the future involving derivatives in Islamic finance.

Further, this research is in line with Malaysia’s Ninth Plan for the years 2006-2010.
According to the Ninth Malaysian Plan, the Malaysian Government plans to ‘elevate the
domestic Islamic financial system and further integrate it with the international financial
infrastructure, ... strategic initiatives will continue to be undertaken to strengthen Malaysia’s
position as a global Islamic financial hub’ (The Economic Planning Unit, Prime Minister's
Department 2006, p. 184). Thus this research will enhance the Islamic financial industry in
Malaysia by venturing into the area of derivatives in Islamic finance.

At an industry level this research will benefit the Islamic finance industry in particular, as it
explores the opinions of Shariah Advisors, professionals and academicians in Islamic finance

on issues involving derivatives such as, ‘Are derivatives needed in Islamic finance?” The

8 The bai-salam (bai means contract) allows delivery of an asset at a predetermined future date where the price is

paid in full today. Bai-salam can be compared to a forward contract except for the fact that in a salam contract only one party

is deferring his obligation under the contract (Rosly 2005), For a more detailed definition see glossary at Appendix 10.
Istisna - is another deferred sale contract, where the price is paid in instalments as the work progresses in

manufacturing or building an object (Usmani 2002). For a more detailed definition see glossary at Appendix 10..

10 Bai al-urbun is a sale in which the buyer deposits earnest money with the seller as part payment of the price in

advance and agrees that if he does not continue with the contract he will forfeit the deposit money which the seller can keep.

If the buyer, after some time, decides to go ahead with the transaction, the payment is adjusted for the initial deposit (Al-

Amine 2000). For a more detailed definition see glossary at Appendix 10.

1 The ja’alah contract can be defined as an open promise by one party to pay whoever performs a particular task a

named reward (the jul) (Kunhibava 2006). For a more detailed definition see glossary at Appendix 10..
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answers to the interviews conducted would enable those in the Islamic finance industry to
gauge the opinion of those within the industry, take note of the recommendations suggested

by those interviewed and accordingly innovate and incorporate the recommendations made.

At an individual level this research will enable individuals to understand the usage of
derivatives, the objections against them, and how they may be overcome in Islamic finance.
By researching this area, a greater understanding of the use, the purpose, and the need for

derivatives in Islamic finance will be achieved.

1.4 Parameters and Justification

Discussion of derivatives in this thesis will be limited to the conventional derivative contracts
of forwards, futures, and options only. These derivatives are chosen as these are the more
popular derivatives traded on Exchanges (Bank of International Settlements 2008, p.109A).
Further the legal history of derivatives shows us that it was only in the late 20™ century that
other more exotic types of derivatives such as swaps*?, swaptions LEAPs, CMOs etc, were
created (Swan 2000). Legal objections in conventional finance to derivatives, which occurred
mainly in the late 19™ century and early 20™ century, did not involve these more exotic
derivatives. In Islamic finance legal opinion and objections focuses mainly on futures and
options and to a lesser extent towards forward contracts. If the basic derivative contracts
themselves are opposed to, there is very little chance of more advanced derivatives featuring

in Islamic finance. Therefore the more exotic derivatives are not discussed in this thesis.

Also, derivatives can be characterised into two types depending on the manner in which they
are traded, that is, over-the-counter (OTC) derivatives and exchange traded derivatives. The
former type of derivatives are privately negotiated between the two parties of the contract
with no intermediaries, whereas in the latter case, an intermediary in the form of a derivative
exchange exists. A derivatives exchange acts as an intermediary to all related transactions,
and takes initial margin from both sides of the trade to act as a guarantee. Futures are only
traded on an exchange, whereas forwards are OTC type of contracts and options can be traded

both OTC and on an exchange (Bacha 2001). In this thesis, discussion of the objections

For a definition see glossary at Appendix 10.



towards derivatives in Islamic finance or conventional finance has not made this distinction.
In other words, this thesis, in presenting the objections towards derivatives in Islamic finance
and conventional finance, has not discussed whether they apply to OTC derivatives or
exchange traded derivatives. Rather a general approach has been taken where this distinction
between OTC and exchange traded derivatives has not been highlighted; instead the
individual contracts, that is, forwards, futures and options have been discussed. The reason for
this is because, in the objections towards derivatives in Shariah no distinction has been made
as to whether the objections applied to OTC or exchange traded derivatives. Instead the
objections have focussed on particular types of derivatives such as “forwards’, ‘futures’ and
‘options’. Since futures are traded on an exchange, whereas forwards are privately negotiated
and options can be traded OTC or on an exchange, the discussion in this thesis has revolved
around those particular instruments rather then focussing on the ‘OTC’ versus ‘exchange
traded’ distinction. Thus this thesis does not make particular reference to the distinction
between OTC traded derivatives and exchange trade derivatives, but rather explores the

individual instruments, that is, forwards, futures and options.

Another limitation of this thesis is that it will not discuss Islamic contracts which have been
discussed as alternatives to forwards, futures and options such as salam, istisna, urbun and
ja’alah. These Islamic contracts are either on the verge of being approved in Shariah or are
commonly used in Islamic finance. Therefore discussion on these contracts will not only be
out of the scope of this thesis, but will also be pointless as their legal admissibility is generally

not an issue.

Further, the conventional laws™® that are discussed in this thesis are from the jurisdiction of
largely UK and US laws. Other jurisdictions may be mentioned but the laws in the UK and
US will be the prime focus in this thesis. The reason for this is firstly because these two
countries have a rich legal history which can be traced and followed in discussing the legal
objections, and further because these two countries are among the top countries in the world
that have the largest market for derivative trading (Bank of International Settlements 2008,
pp.31 and 109A).

1 Conventional law in this thesis means laws enacted by a State (e.g. legislation) or judiciary (e.g. case law) and

excludes Shariah law (Islamic law).
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Also, it should be noted that derivatives can be based on different types of assets,
commodities, or financial instruments, such as equities or bonds, interest rates, exchange
rates, or indices. The main difference between commodity and financial futures contracts are
that financial futures usually have a limited range of delivery dates based on a three-month
cycle, whereas commodity futures often have monthly or seasonal delivery dates. Further, a
majority of financial futures are cash settled, whereas commodity futures contracts specify a
delivery location (What are the various types of financial futures? 2006). Financial
derivatives only began to be traded in the 1970s, and since most of the legal opinions in
conventional finance are featured in the late 19 century and early 20™ century, most of the
discussion in this thesis will be focused on commodity derivatives, in particular future

commodities.

1.5  Outline of the Research Design and Methodology

The study presented here sets out to explore the laws and regulations that were passed in
conventional finance in the US and UK to overcome the objections aimed at derivatives and
their possible application in Islamic finance to overcome the objections in Shariah. This
research follows the qualitative inquiry paradigm and historical and case study methods for

answering the research and subsidiary research questions posed.
This research is conducted in two stages.

First stage will involve using the historical method and archival research to review the
conventional laws from the UK and US from the 17" to 20" century to identify and

extrapolate the relevant laws.

Second stage will involve conducting in-depth interviews with the appropriate Islamic
finance personal as to their views on issues such as: ‘Are derivatives needed in Islamic
finance?’; “Whether the laws passed in conventional finance would overcome the objections

in Islamic finance?’; and, ‘What further recommendations are necessary?’

The data received from the interviews are analysed using the software NVivo.
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Figure 1.1  Illustration of the Methodology Used in this Thesis

Research Questions

N

First Stage: Legal History - reviewing Second Stage: Conduct in-depth semi
conventional laws from the 17th to 20t century -structured interviews on opinions of practloners,
to identify and extrapolate the relevant laws Shariah advisors, and academic scholars

A 4 \ 4

Data Analysis

Data Analysis

Findings/Recommendations

The above illustration represents the methodologies used in this thesis. Each method

v

answered specific subsidiary research questions. The methodologies used will be discussed in
greater detail in Chapter 5. Chapter 5 also discusses the data collection method, sampling,

data analysis method, ethics, reliability and validity.

1.6 Outline of Thesis

Here a brief outline of the chapters that form this thesis is made. This chapter, which has

outlined this thesis and put it into context, is excluded. This thesis comprises eight Chapters.

Chapter 1 presents the problem statement and subsidiary research questions that will be
investigated in this thesis. This chapter also lays down the significance of the study
undertaken, the objectives and contribution of the study. A brief outline of the methodology

used is also explained.

Chapter 2 lays down the premise or relevant background required to understand the
literature review chapter (Chapter 3). In this chapter the historical development of derivatives
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is outlined, a comparison between Shariah and conventional law is made and Shariah

injunctions discussed.

Chapter 3 presents in detail the literature on the legal objections in Islamic finance of
various scholars on derivatives, and compares this with the legal objections of derivatives in
conventional finance. The objections of the two fields are compared, contrasted and

subsidiary research question one is answered.

Chapter 4 explores probable reasons why there is a similarity of objections between
Shariah and conventional laws. This chapter addresses the second subsidiary research

question.

Chapter 5 presents in detail the methodology undertaken for the purposes of the first and
second stage of the research. Here an explanation will be provided of the research design and
methodology chosen. Further, the selected interviewees, the questions posed, and ethical
issues will be explained in detail.

Chapter 6 presents the historical methodology used to review archives of laws from statutes
from the 17" century to the 20™ century in conventional law and finance to overcome the

objections towards derivatives. This chapter answers the third subsidiary research question.

Chapter 7 presents the data, interpretation and analysis of data from in-depth interviewing
through the case study method. This chapter answers the fourth, fifth and sixth subsidiary

research questions.

Chapter 8 provides the conclusions and implications for each subsidiary research question

and the core research question. Recommendations and further research are also discussed.

Appendices (1-10) contain the documentation to support the thesis. The appendices include
(1) Human Ethics Certificate of Approval, (2) Explanatory Statement, (3) Consent Form, (4)
Interview Guide, (5) Email Inviting Potential Participants to be Interviewed, (6) Email
Requesting Participants to Review Transcript, (7) Table of Meeting with Participants, When
and Where, (8) Email of Research Results, (9) Table 6.1, Matching Conventional Laws with
Shariah Objections, (10) Glossary.
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1.7 Summary

This chapter discussed the overview of this thesis. It discussed the research problems,
research issues, research objectives, and contributions. This chapter also laid down the
significance of the research undertaken, parameters and justification of this thesis, the
methodology employed, and an outline of the chapters. The next chapter lays down the
premise or background needed before the literature review is described in Chapter 3. Chapter
2 starts with the historical development of derivatives in conventional finance, thereafter

Shariah is explained, and finally Shariah is compared to conventional law.
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Chapter 2 History of Derivatives, and Comparing Shariah with Conventional Law

2.1 Introduction

This chapter will lay the premise required for a comparison to be made between Shariah
objections and conventional law objections to derivatives, which will be discussed in Chapter
3. The history of derivatives travels back 4000 years, as do the laws regulating them. It is
therefore pertinent to trace the history of derivatives to be able to locate the point from which
comparison will begin. Further, the uniqueness of Shariah and conventional laws has to be
highlighted to understand the different sources used to make the comparison. This chapter
also discusses the injunctions present in Shariah. It is necessary to explain these injunctions
so as to understand the Shariah objections to derivatives as laid down in Chapter 3.

2.2  Origination and Evolution of Derivatives and its Presence in Islamic Finance

While it is common to find descriptions attributing the beginnings of derivatives to the 17"
century Osaka markets in Japan or the 19" century Chicago Board of Trade in America
(Tickell 2000), it is a less known fact that derivative transactions were conducted in ancient

Mesopotamia around 4000 years ago (Swan 2000).

2.2.1 Early Derivative Transactions

Based on a Cuneiform®* Bearer Bond™® from ancient Mesopotamia around 1750 BC, it can be
seen that an agreement existed for the delivery of slaves in the future on a flexible

settlement®®. The agreement did not identify individual slaves, the seller even had the option

1 ‘Cuneiform’ is a form of writing and was a ‘unifying factor from the point of view of legal regulation of

commerce’ for more than two millenniums (Swan 2000), p.34.

1 A British museum tablet number WA 92547, translated by Christopher Walker of the British Museum
(Swan 2000), p.29.

16 It is interesting to note that the earliest known written code of laws, the Laws of Bilalama, King of
Esthnunna, mentioned future deliveries, these laws were written between about 2268 and 2259 BC, section19 of
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to deliver slaves or to pay a sum of silver, and finally the agreement was transferable prior to
the delivery date (Swan 2000). Another type of contract of this period was called the ‘grain
loan’. For a price paid at the time the contract was made, the seller agreed to deliver a
commodity in the future (Swan 2000). This contract is very similar to the salam contract in
Islamic finance. A salam contract allows delivery of an asset at a predetermined future date
where the price is paid in full today. Salam can be compared to a forward contract except for
the fact that in a salam contract only one party defers the obligation under the contract (Rosly
2005).

In ancient Egypt, economic life was different from Mesopotamia, because to large extent,
property and agricultural commodities belonged to the ruler. However there are tomb
inscriptions which provide evidence of the usage of derivatives at that time (Swan 2000).

Ancient Israel, on the other hand, was governed by the laws of the Mosaic code which
originated around 1250 BC. The code consists of 613 commandments, 248 ‘mandatory
commandments’ and 365 ‘prohibitions’. These laws are set out in the Exodus, Deuteronomy
and Numbers Books of the Old Testament (Swan 2000, p.54). What is interesting is that
Mosaic Law has very similar restrictions as those found in Shariah and in particular on
derivatives. Under Mosaic Law the sale of future goods was not possible. A valid sale
required a transfer of money in exchange for existing, specified property in the seller’s
possession which was consummated by the buyer taking possession of it. However, there is
evidence showing that where trade was required for essential commodities, contracts for

future deliveries were allowed (Swan 2000).

During these ancient times most of the contracts for future deliveries resembled forward
contracts rather than futures as defined in modern times. These types of markets emerged
much later. These forward type of contracts for future deliveries were also traded during the
era of the Greeks, and the Romans, mainly through influence of Middle Eastern lands (Swan
2000). As for derivative contracts that existed during the Roman era, they continued to have

commercial uses during these dark ages (Swan 2000, p.112).

the Laws of Bilalama refers to commodity transactions, and introduces the element of contracting for future
deliveries, (Swan 2000) Another law code of Mesopotamian law, the Code of Hammurabi, of King of Babylon
for 42 year between 1792 and 1750 BC, covered two important stages of development of the law of sale
necessary for derivative contracts (a) sale of goods, to be delivered in the future, and (b) transferability of rights
under contract of sale (Swan 2000, p.46).
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With the advent of the Middle Ages economic stability returned, and by the 12™ century two
major trading centres began to flourish on the European continent, one at northern Italy and
the other in northern Europe around the region of Holland and Belgium (known as Flanders)
(Teweles & Jones 1998). The latter trade centre (known as the Champagne market fairs
named after the Counts of Champagne on whose land the fairs were held) developed strong
economic ties with England. These trade fairs became the main centres of commodity
exchange in Europe. ‘Traders came not only from Flanders and Italy but from Scandinavia,
England and even Russia’ (Teweles & Jones 1998, p.7). Most of the transactions at these fairs
were spot transactions. However, there was the usage of a document called a lettre de faire
which was a forward contract that specified the delivery of goods at a later date. These
documents eventually evolved into negotiable documents which could be transferred to
several parties before arriving at the warehouse where the specified goods were stored
(Teweles & Jones 1998).

These forward trading contracts traded by merchants at these fairs resembled closely the
modern day futures market except for the fact that the trades were not standardised (Teweles
& Jones 1998).

Soon other fairs emerged at Bruges, Antwerp and Amsterdam (circa 13" century) (Swan
2000). In England year-round meeting places where traders could buy and sell commodities
were eventually created. These meeting places were known as exchanges, an early example
being the Royal Exchange, which opened in England in 1570. Later the Royal Exchange was
divided into specialised exchanges like the London Commodity Exchange (Teweles & Jones
1998).

In the 1600s two significant events in the history of derivatives occurred, firstly the futures
markets that emerged during the speculation of the Dutch tulip, (Garber 1989), and secondly
the first organised futures exchange in the Dojima Rice Exchange in Osaka, Japan (West
2000).
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2.2.2  Speculation of the Dutch Tulip

The Dutch tulip market and futures markets that arose as a result occurred during the years
1634-37. The market was for durable bulbs, that could produce beautifully patterned flowers
(Garber 1989). Before 1634, the market for tulip bulbs was ‘limited to professional growers’
(Garber 1989, p.534). However in the beginning of 1634 non-professionals entered the tulip
trade in large numbers, as a result of greater demand for bulbs in France. Speculation
increased into a frenzy as more people participated in the tulip market and prices of the bulbs
increased tremendously*’. This continued until suddenly in 1637 the frenzy ended and even

rare bulbs could not find buyers at ‘10 percent of their previous prices’ (Garber 1989, p.538).

The tulip futures markets were formally developed in 1636. During this time traders began to
meet in numerous taverns in groups called ‘colleges’ where trading was regulated by a few
rules governing the method of bidding and fees. Buyers were required to pay fees to the
sellers™.

The futures market for the bulbs worked in the following way as described by Garber (1989),

p.544:
No margin was required from either party so bankruptcy constraints did not restrict the
magnitude of an individual's position. Typically, the buyer did not currently possess
the cash to be delivered on the settlement date and the seller did not currently possess
the bulb. Neither party intended a delivery on the settlement date; only a payment of
the difference between the contract and settlement price was expected. Thus, as a bet
on the price of the bulbs on the settlement date, this market was not different in

function from currently operating futures market.

During the period 1636-37, September—February, before the collapse of the tulip market
speculation, no bulbs were delivered because of the nature of tulips, whose bulbs could only
be obtained in June by exhuming them from the soil. The tulip speculation finally collapsed
after the first week of February 1937 (Garber 1989).

ol A ‘single Semper Augustus bulb was sold at the height of the speculation for 5,500 guilders, a weight of

gold equal to $50,000 evaluated at $450 per ounce.” (Garber 1989) p.537 Quoting Mackay in (Mackay 1852).

18 The fees was “1/2 stuiver (1 stuiver = 1/20 guilder) out of each contracted guilder and up to a maximum
of 3 guilders for each deal’. (Garber 1989), p.543. Note that 1 guilder was equivalent to approximately 10.38g of
fine silver and 0.77g of fine gold.
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2.2.3 The Dojima Rice Market

Another futures market that arose during this time period was the Dojima rice market.
However this market, unlike the Dutch tulip market did not collapse but was the beginning of

the modern day organised futures market.

The Dojima rice market began with wealthy landowners and feudal lords in Japan storing
surplus rice paid to them by their feudal tenants at storage warehouses in Osaka as a source of
ready cash at hand (Teweles & Jones 1998). The warehouses were managed by agents of the
lords who were paid a fee. These landlords soon began issuing receipts that entitled the bearer
to rice from their warehouses. “By issuing receipts, lords could ensure a steady income stream
from their otherwise seasonal and weather-dependent product’ (West 2000, p.2580). Since
rice itself was a form of currency in Japan at that time, these rice receipts acquired a currency-
like status. Warehouses even ‘issued “empty” bills (kumai Kitte) that were traded as credit
instruments rather than actual entitlements to physical rice, which did not exist in the issuing
warehouse’ (West 2000, p.2581). By the 1650s a functioning market existed for these rice
bills (West 2000). By 1730 the imperial government of Japan officially authorised futures
trading at the Dojima market. The rules at the Dojima futures market resembled closely,
modern day futures markets, for example the terms of the contracts were standardised,
contract term duration was limited, and all trades had to be cleared through a clearing house.
However, a significant difference of the Dojima futures market from modern day derivative

markets was that delivery of the commodity was never permitted (Teweles & Jones 1998).

2.2.4 Chicago Board of Trade

In 1848 one of the most striking events in the history of derivatives took place, and is often
cited as the source of modern day derivatives, namely the creation of the Chicago Board of
Trade (CBOT) (Tickell 1999).

Chicago’s location on Lake Michigan made it suitable as a major centre for the storage, sale,
and distribution of grain (Chance, n.d). However at harvest time, the tonnes of grain that

arrived at Chicago would be in excess of its storage capability. ‘The vast influx inevitably
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created a glutted market, forcing prices to decline sharply’ (Lurie 1972, p.218). On the other
hand during non-harvesting season grains were in short supply and prices of the grains
inflated (Chance, n.d). This coupled with the fact that there were no uniform standards of
grading the quality of grains resulting in disputes and eventual litigation, led to the creation of
the CBOT (Lurie 1972).

Thus from 1848 the CBOT, a futures trading on organised exchanges, was created to allow all
year buying and selling of grains “eliminating imbalances between supply and demand’ (Lurie
1972, p.219). In the first four years of existence these merchants met above the Cage and
Haines flour store at 101 South Water Street (Swan 2000). Changes slowly took place from
the 1840s. The CBOT began to trade in such commaodities as grain, beef, wool, stone, brick,
and produce. In March 1859 the CBOT was chartered by the Illinois legislature to:

@) ‘Establish rules

(b) Appoint grain inspectors

(c) Arbitrate business disputes between members who wished to submit them for
arbitration; and

(d) Discipline members.” (Swan 2000, p.218).

The CBOT formed a department in 1858 to classify and certify grades of grain numerically by
colour, quality and general condition. Standardisation of grain enabled the purchaser to know
what type of grain he was buying. In 1864 “pits’, defined as areas of trade for futures contract
trading, were established, and by 1874, the state of Illinois had assumed responsibility for
grain inspection and supervision of grain and warehouse facilities. Thus the CBOT introduced
a system whereby there was “an open continuous market” where there would always be buyers

and sellers who would be protected from fluctuating commodity prices (Lurie 1972, p.220).

Derivatives markets continued to develop during the late 19" century and for most of the 20™
(Tickell 2000).

However from the 1970s onwards the size of the derivative markets enlarged and became
increasingly complex (Tickell 2000). Several main factors such as volatility in the financial
markets, better computing and telecommunications, and emerging theories of managing risk

led to greater financial innovation and engineering (Rusinko & Matthews 1997). Further, the
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event of international currencies floating freely led to the creation of the first derivative
contract not based on commodities. ‘In 1972 the Chicago Mercantile Exchange created the
International Monetary Market which permitted trading in currency futures - the first
derivatives contracts not to be based on physical products - which laid the foundations for the

development of more esoteric and abstract contracts later on’ (Tickell 2000, p.88).

Today there are standardised derivatives which are traded through an exchange or customised
through negotiation by the parties involved, that is, OTC derivatives.

2.2.5 Derivatives in Islamic Finance

In 1997 the Shariah Advisory Council (SAC)' of the Securities Commission in Malaysia
resolved that the futures contract on crude palm oil was permissible and in accordance with
Shariah principles (Securities Commission 2006a). Then in 1998, the SAC resolved that the
mechanism for stock index futures contracts® did not contradict Shariah principles, and that
stock index trading was allowed as long as it was Shariah compliant, and this is done by
ensuring that the index components are made up of Shariah compliant securities (Securities

Commission 2006a).

Later in 2006 the SAC approved another derivative instrument that is, the single stock
futures®* (SSF). As long as the underlying stocks of the SSF were Shariah compliant the SSF
was considered permissible. Five of the ten SSFs trading on Bursa Malaysia Derivatives
Berhad were deemed Shariah compliant, namely AirAsia, 10l Corporation, Maxis

Communications, Scomi Group and Telekom Malaysia (Securities Commission 2006b).

9 The SAC of the Securities Commission in Malaysia was established in 1996 and is responsible for

‘advising the Commission on issues related to the Islamic capital market to ensure its consistency with Islamic
principles. The SAC analyses Shariah principles which can be used for introducing new Islamic capital market
and services, as well as evaluates existing conventional capital market instruments to determine the extent to
which these instruments comply with Shariah principles’, (Securities Commission 2006a), p. v. The SAC also
conducts Shariah compliance review on securities that are already listed on Bursa Malaysia.

2 ‘A composite index futures contract is created when a total number of shares which form the index
components are made the underlying asset to the instrument. The share index is a benchmark which indicates the
performance of the share/equity market. The contract is an agreement between a buyer and seller to receive and
hand over a certain number of shares comprising the selected share components at an agreed price and at a
determined future date. However, the agreed price is not paid in full, merely a margin value until a full
settlement is made’ (Securities Commission 2006a), p.80.

2 A SSF is a futures contract with an underlying of one particular stock, usually in batches of 100, there is
no transmission of share rights or dividends (Farlex 2005).
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In the same year, on the 12" of September, the International Swaps and Derivatives
Association (ISDA) and the International Islamic Financial Market (IIFM) signed a
Memorandum of Understanding as a basis for developing a master agreement for
documenting privately negotiated Shariah compliant derivatives transactions. ISDA and IIFM
intend that the agreement will be accepted by Shariah advisors and become a standard
document used for Shariah compliant privately negotiated derivatives around the world
(Marra & Haroon 2006).

Again in November 2006, Malaysia witnessed the signing of the derivative master agreement
to document Islamic derivative transactions between Bank Islam Malaysia Bhd and Bank
Muamalat Malaysia Bhd ('Banks Sign Islamic Derivatives Agreement' 2006).

These developments indicate that despite the objections raised by scholars (discussed under
section 3.2) derivatives are present in Islamic finance and are likely to have greater presence.
However, derivatives have only made their debut in Malaysia; other countries around the

world have not openly accepted derivatives in Islamic finance (Kunhibava 2006).

The next section will lay down the comparison between Shariah and conventional law.

2.3 A Comparison - Shariah (Islamic Laws) and Conventional laws

The distinguishing factor between Islamic finance and conventional finance lies in the sources
of law that govern the two finances. Conventional finance adheres to legislation passed by the
State and Common law decisions made by judges when there is a lacuna in the law (this will
be collectively described as conventional law for ease of understanding). Islamic finance too,
must adhere to State and Common law decisions to operate in the modern financial markets.
However the source of law upon which the principles of Islamic finance is based on is
Shariah.

Shariah literally means ‘the way to a watering place’ (Doi 1984, p.2). It is the path that must
be followed by Muslims, and governs man in conducting his life in order to realise the Divine

Will. It includes all forms of behaviour - spiritual, mental and physical (Laldin 2006).
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There are four fundamental sources of Shariah law: the Holy Book - Al-Quran, the hadith,

ijma and giyas (Doi 1984).

The first source is the Islamic Holy Book called Al-Quran. The Holy Quran is the original
and eternal source of Shariah law. It constitutes messages that Allah (swt) inspired the
Prophet (pbuh) to relay for the guidance of mankind. These messages are universal, eternal,
and fundamental (Laldin 2006).

The hadith, the second foundation of Shariah, is next in importance to the Al-Quran. It is a
piece of information, such as an account, narrative or story and constitutes a record of the
Sunnah of the Prophet (pbuh), handed down from generation to generation and which has
become the rules of faith and practice of Muslims. The Sunnah (pl. sunan) signifies the
custom, habit, or usage of the Prophet (pbuh). It designates his behaviour, mode of action, his

sayings and declarations under a variety of circumstances in life (Laldin 2006).

The third source of Shariah law is the ijma. Ijma means a consensus of opinion of the
mujtahids (the learned scholars of Islam), or an agreement of the Muslim jurists of a particular

era on a question of law (Laldin 2006).

Qiyas is the process of reasoning by analogy of the mujtahids with regard to certain difficult
and doubtful questions of doctrine or practice, by comparing them with similar cases already
settled by the authority of the Al-Quran and Sunnah and thus arriving at the solution of
undecided questions (Laldin 2006).

As for conventional law, there are two defined sources of legal jurisdictions, known as the
Common law legal system and the Civil law legal system. Whether a jurisdiction follows a
Common law legal system as opposed to a Civil law legal system depends on the historical
background of a nation. Common law systems usually descend from the English legal system,
and therefore all Commonwealth countries including the US have Common law systems (Lee,
RW 1915). Common law systems place emphasis on judicial decisions, which are considered

‘law” just as are statutes (Long 1994).
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Civil law jurisdictions, on the other hand, descend from Roman law through either the
Napoleonic Code or the German Civil Code and also from Canon law. Roman law itself
evolved in Rome before the Christian era (Badr 1978). Canon law, on the other hand, is the
body of laws and regulations made by or adopted by ecclesiastical authority, for the

government of the Christian organisation and its members (Boudinhon 1910).

Under Civil law jurisdictions case law was traditionally given less weight. However, it would
seem that the distinction between the two systems are becoming blurred as the importance of
judicial decisions in civil jurisdictions are given more weight and with the growing

importance of statute law and codes in Common law countries (Long 1994).

While the Civil law legal system descended from Roman law and Canon law, Common law is
vaguely described as having been developed from customs or Roman and Canon law (Berman
& Greiner 1980) and thereafter institutionalised in the 12 ™ century by King Henry 1l (Adams
1924). However Makdisi (1999, p.1638), believes that the origins of Common law are
actually from Islamic law, due to the uniqueness of Common law which is separate from any
other European legal system, including Roman law and Canon law, but has similarities with
Islamic law. This will be discussed further in Chapter 4. Nevertheless it is safe to say that
Common law and Civil law share common characteristics. They both deal with the

interpretation of man-made laws whether it be case laws or statutes.

On the other hand, Shariah deals in religious matters and God-made laws, and therefore
differs from Common law and Civil law in that respect. However it is not a religious law the
way Canon law is. Shariah deals not only with purely religious matters but also with all those
subjects which comprise the content of Common law and Civil law legal systems (Badr
1978). Shariah comprises of three basic elements, namely, agidah, figh and akhlaq, (Laldin
2006). Agidah concerns all forms of faith and belief in God Allah (swt) and His will, held by
a Muslim. Figh is concerned with governing the relationship between man and his Creator
and between man and man (figh will be further defined below). Finally, akhlaq covers all
aspects of a Muslim’s behaviour, attitudes and work ethics with which he performs his
practical actions (Haron 1997). It is with the Shariah branch of figh that Islamic finance is
governed. Figh can be further divided into two areas called ibadat and muamalat. Ibadat is
concerned with the practicalities of a Muslim’s worship of Allah, whereas muamalat is

concerned with man-to-man relationships. Nevertheless, aspects such as political activities,
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economic activities and social activities fall within the ambit of muamalat (Haron 1997).
Islamic finance, being part of economic activities, is thus linked with Shariah principles

through muamalat (see figure 2.1).

Figure 2.1  Elements of Shariah
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Sources: Rosly (2006), Haron (1997)

Injunctions relating to agidah, ibadah and akhlaq are fixed and unchangeable as they are
considered to be suitable to be implemented at all times and places. However injunctions of
Shariah which regulate the relationship between man and man and other creatures change
with the changes in circumstance, custom, time and place (Laldin 2006). This includes rulings
relating to muamalat such as contractual law transactions, criminal law, the judiciary and
Islamic finance. It is this feature of Shariah that makes it suitable to be implemented at all
times as it can accommodate the needs of people in different times and situations (Laldin
2006).

The rulings in relation to muamalat are derived from the sources of Shariah. However due to
the changing circumstances of the world and the needs and interests of the people (maslahah)
many of the legal injunctions had to be formulated from the sources of Shariah through

reason by rightly qualified Muslim Jurists. This is known as ijtihad, that is, ‘exerting one’s
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reasoning faculty to determine a point of law’ (Abdal-Haqq 1996, p.9). During the time of the
Prophet Mohammad (pbuh), the Qur’an was clarified and exampled by the Prophet. After the
Prophet’s death and the death of the Sahaba (Companions), Muslims confronted a number of
difficult questions with the spread of Islam into new cultures and lands (Abdal-Hagq 1996).
There was a need for proper guidelines on how to derive law from Islamic sources. Thus
arose the legal schools or madhab which developed a comprehensive set of methodologies on
how to interpret Shariah (Abdal-Haqq 1996). The process of applying and deducing laws
from Shariah and the laws thereby deduced is collectively known as figh.

There are four madhab or schools of law for Sunni Muslims?. The teachings of each school
depend largely on the geographical area, although there is a scattering of the followers of all
four schools in most of the Muslim world (Badr 1978). The madhabs® are the Hanafi, Maliki,
Shafi'i and Hanbali.

Since the 10th century the main law-making activity had ceased, and activity of the jurists
remained limited to interpretation and explanation of the existing doctrines, bringing it up to
date with life as the conditions changed, because it was believed that any principle that could
be deduced by ijtihad had already been deduced or extracted (Abdal-Haqq 1996). After this

time any new decision or fatwa (legal opinion) was based on previously recorded

2 Approximately 90 percentage of the Muslims in the world are Sunni while the remaining are Shia, the

differences between the two are basically that the Shia principally in Iraq, Iran, Lebonon and Syria, believe that
the leadership of the Muslim community the Caliph must be from the Prophets lineage, they await the emergence
of a Muslim leader from the line of the Prophet who will embody wisdom and spiritual power of the twelfth
Imam. Until that time his representatives, the ayatollahs provide interim leadership. As for the Sunni they do not
believe that physical lineage is necessary to be a Caliph. The second difference is that the Shia continue to
believe ijtihad (personal reasoning) as a legitimate source of Islamic law, whereas Sunni Muslim prohibit the
current use of ijtihad. (Abdal-Haqq 1996) This thesis will focus on the legal opinions from the Sunni school of
law.

% The Hanafi school was formed in Kufa, Irag, under Abu Hanafi who lived from 702 to 767. It preserves many
of the older Mesopotamian traditions. It based its rulings largely on ra'y - results of logic deduction of its
scholars (Ashraf n.d.).

The Maliki school comes from Medina, under Malik ibn Anas ibn Amir who from 717 to 801. This school ruled
heavily in favour of the practice (sunnah) of the local community of Medina, because at the time it was formed,
the word sunnah did not yet mean "practice of the Prophet" (Ashraf n.d.).

Muhammad Idris ash-Shafi'i (760 to 820 in Egypt) was the first one to systematise Islamic Law. Originally, he
studied in Madina under Malik ibn Anas ibn Amir founder of the Maliki school. In his book, the Risala (the
Message), balancing the two trends, he laid down the sources of Law, Figh. He fixed them (in order of priority)
to be: Quran Sunnah of the Prophet, based on: Hadith from the Prophet Hadith from the Companions of the
Prophet Ijma and Qiyas (Abdal-Haqq 1996).

Ahmad Ibn Hanbal from 778 to 855 founder of the Hanbali school, the latest of the four madhabs had followed
Shafi'i method with ever greater emphasis on the ahadith, avoiding reasoning as far as possible, but not
completely denying it. Thus, the difference between the schools is primarily in the various weight given to those
four components, and in some original decisions remaining from the very beginnings of these schools, and
belonging to its first masters (Ashraf n.d.).
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determinations made by a particular madhab. This concept is known as taqlid or conformity
and is sometimes compared to the concept of stare decisis or judicial precedent in Common
law (Abdal-Hagq 1996). However many well known scholars have argued the relevance and
importance of ijtihad in modern times (such as Doi (1984) and Kamali (1997)).

Therefore, finding the injunctions of Islamic law requires reference to not only the sources of
Shariah but also the books of figh. Legal opinion of scholars in Islamic finance often refers
back to these sources of law when formulating an opinion on the permissibility of a contract
or instrument in Islamic finance. Thus while discussion in this thesis will be on legal scholars’

opinion in Shariah, conventional law references will be made to case laws and statutes.

Another significant feature of Islamic law which differentiates it from conventional law is the

fact that not all acts done under Shariah are characterised as legal or illegal. There are

intermediate values as to a person’s action (Abdal-Haqq 1996). There are generally five

categories of assessment. These are acts that are (Abdal-Haqqg 1996):

) obligatory, where performance will amount to a reward and omission will amount to a
punishment from God,;

i) recommended, performance of act is rewarded but neglect is not punished;

i) permitted, acts which neither get reward nor punishment;

Iv) discouraged, acts where there is a reward for avoidance but no punishment for
performance; and,

V) forbidden, where there is reward for avoidance and punishment for non avoidance.

While in other legal systems an act might be allowed, prohibited or indifferently treated, in
Shariah an individual is not only guided as to what he is “entitled or bound to do in law, but
also what he or she ought, in conscience, to do or refrain from doing’ (Badr 1978, p.189). In
other words Shariah encompasses legal injunctions and moral or ethical injunctions whereas

conventional law is concerned with legal issues alone.

Thus Shariah encompasses religious laws and laws other than religion. It is derived from the
Quran, Hadis, Ijma and Qiyas. The process of applying and deducing laws from Shariah and
the laws thereby deduced is collectively known as figh. Shariah is unwritten law like
Common law. Common law legal systems and Civil law legal systems, on the other hand,

both involve the interpretation of statutes and case law; they vary only in the degree of the
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weightage given to either statute law or case law. Hence while discussion in this thesis will be
on legal scholars’ opinion in regard to Shariah, with regard to conventional laws reference

will be made to case laws and statutes.

In the following section fundamental injunctions in Shariah will be explained to understand

the current objections of Islamic scholars towards derivatives discussed in Chapter 3.

24 Fundamental Injunctions in Shariah

Islam permits and encourages its followers to become involved in trade activities. As stated
in the Quran in verse 275 of Surah 2: ““Trade is but like usury”, but God hath permitted trade

and forbidden usury.”%*

The Prophet (pbuh) in his early life used to be a trader, and, similar to many of his eminent
companions, a businessman. The Prophet (pbuh) was once conferred the title of ‘amin’ or
‘trusted one’ because of his honesty in all dealings (Haron 1997). Likewise the principles of
Islamic business include honesty and the belief that trade is to be conducted in a faithful and
beneficial manner. Trade manipulations and malpractices aimed at earning undue profit
through operations like hoarding, black-marketing, profiteering, short-weighting, hiding the
defective quality of merchandise, and adulteration cannot be regarded as honest trade (Haron
1997). To ensure honesty, transparency and ethical dealings in trade, fundamental injunctions
were established in Shariah, such as the prohibition of riba, gharar, maisir, gimar and jahala.
Many of the objections against derivatives relate to the existence of these injunctions. To
understand the objections aimed at derivatives it is necessary to describe these injunctions in

the following paragraphs.

o Translated by, (Ali, AY 1999)
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2.4.1 Riba, Usury and Interest

The giving and receiving of riba is strictly prohibited in Islam. Literally, riba means increase,
addition, expansion or growth (Ali n.d.). However, not every increase or growth is prohibited
in Islam; the prohibition is related to the manner through which an addition is gained (Bakar
n.d.). Riba, with regards to Islamic finance is taken to mean interest paid to depositors and
interest charged upon fund users, and is strictly prohibited in Islam (Usmani 1999). Interest
itself is defined as ‘an amount, or fee, payable for loaning money to the borrower; interest is

usually expressed in a percentage’ (Pelanduk 2000, pp.267 - 268).

The prohibition of riba is not a new phenomenon. Until a few hundred years ago any extra
amount demanded by the lender in addition to his capital was called usury. Early European
philosophers such as Plato (350 BC)® and Avristotle (350 BC)* condemned the practice of
taking usury. Further, the issue of riba is an old religious issue, not only in Islam but also in
Judaism, Christianity (Kharofa 1993), Hinduism and Buddhism (Wayne, Visser & Mcintosh
1998).

Ancient records from Vedic texts in India (2,000-1, 400 BC) and later in the Sutra texts (700-
100BC) and in Buddhist Jatakas (600-400 BC) show a contempt for usury (Wayne, Visser &
Mclntosh 1998).

However, by the 2" century AD and afterwards, the concept of usury was less stringent
where a differentiation was made between prevailing socially accepted range of interest and
the amount charged above interest was termed as usury, the latter being condemned (Wayne,
Visser & Mclintosh 1998).

2 Plato (427-347 BC), Laws, Book V:

“In marrying and giving in marriage, no one shall give or receive any dowry at all; and no one shall deposit
money with another whom he does not trust as a friend, nor shall he lend money upon interest; and the borrower
should be under no obligation to repay either capital or interest” (Plato 360 B.C.).

% Aristotle (384-322 BC), Politics, Book I, Part 10:

“There are two sorts of wealth-getting, as | have said; one is a part of household management, the other is retail
trade: the former necessary and honorable, while that which consists in exchange is justly censured; for it is
unnatural, and a mode by which men gain from one another. The most hated sort, and with the greatest reason, is
usury, which makes a gain out of money itself, and not from the natural object of it. For money was intended to
be used in exchange, but not to increase at interest. And this term interest, which means the birth of money from
money, is applied to the breeding of money because the offspring resembles the parent. Wherefore of any modes
of getting wealth this is the most unnatural” (Aristotle 350 B.C.).
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In Judaism, in the Old Testament (Torah) it is stated, ‘if you lend money to any of my people
with you who are poor, you shall not be to him as a creditor; neither shall you require usury
from him.” (Ex. 22:25) (Encyclopedia of Religion and Ethics 1926). This statement, though,
was interpreted to mean that lending through usury was not allowed between Jews but

allowed to a non-Jew (Kharofa 1993).

The Christian Church also prohibited all usurious transactions (Gafoor 2002-2004), the
Gospel according to Luke reads, ‘Give away to every one who begs of you, and of him who
takes away from your goods, do not demand them back again’ (Luke 6:30) in (Kharofa 1993,
p.16).

However this prohibition against usury changed, ‘... by the end of the thirteenth century,
several factors appeared which considerably undermined the influence of the Orthodox
Church. Eventually, the reformist group, led by Luther (1483-1546) and Zwingli (1484-
1531), agreed to the charging of interest on the plea of human weakness’ (Gafoor 2002-2004).
In the year 1545 the Act of ‘In restraint of usury’ of Henry VIII in England legalised the
imposition of interest. This Act fixed a legal maximum interest; any amount in excess of the
maximum was usury. The practice of setting a legal maximum on interest rates was later
followed by most states of the United States and most other Western nations (Encylcopedia
Britanica cited in Gafoor 2002-2004). Hence interest was legalised and usury, which was
differentiated from interest only in the amount of interest charged, was not legal. Usury today

is referred to as “a very high rate of interest’ (Pelanduk 2000, p.466).

In Islam, riba is categorically prohibited through both the Qur'an®” and the Sunnah? of the
Prophet leaving no room for any contrary or reverse opinion, (Usmani 1999). However the
division of interest and usury has been claimed by a few scholars in Islam (Rahman 1964;
Shafaat 2005; Farooq 2006); they believe that the Qur’an prohibited only usury and not

interest.

2 Surah 30, Surah al-Rum, verse 39, Surah 4, Surah al-Nisa, verse 161, Surah 3, Surah Al-Imran, verse

130-2, and Surah 2, Surah al-Bagarah, verses 275-281

2 There are many narrations of the prohibition of riba through the Sunnah of the Prophet (pbuh), an often

quoted and well known narration is from Ubada ibn al-Samit: The Prophet, peace be on him, said: "Gold for
gold, silver for silver, wheat for wheat, barley for barley, dates for dates, and salt for salt - like for like, equal for
equal, and hand-to-hand; if the commodities differ, then you may sell as you wish, provided that the exchange is
hand-to-hand”” (Muslim, Kitab al-Musagat, Bab al-sarf wa bay al-dhahab bi al-waraq nagdan; also in Tirmidhi
quoted from (Chapra n.d.).
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This view is in the minority. The majority and overwhelming view, which is the view taken in
Islamic finance, is that interest as well as usury is prohibited in Islam. This was decided in the
Council of the Islamic Figh Academy, during its second session, held in Jeddah 22-28
December 1985, resolution 10/2 (OIC Figh Academy 2000):

Any increase or interest on a debt which has matured, in return for an extension of the
maturity date, in case the borrower is unable to pay and increase (on interest) on the
loan at the inception of its agreement, are both forms of usury which is prohibited

under Shari'a.

The taking or the giving of interest and usury is therefore prohibited in Islam. Therefore
currency options and futures will not be included in the discussion since the overwhelming
majority of jurists (such as Obaidullah (1999), Usmani (2002), EI-Gamal (2006)) require
currency exchange to be by spot settlement, otherwise the rule of riba would be infringed.

2.4.2 Maisir, Qimar, Jahala and Gharar

Qimar or gambling is strictly prohibited in Islam. As stated in verse 219 of Surah 2 of the
Qur’an: “They ask thee concerning wine and gambling. Say: “In them is great sin, and some

profit, for men; but the sin is greater than the profit.”*%°

Qimar is often described as maisir
which means something attained through no effort (Damansari 2007). This is one of the main
reasons that gambling is prohibited in Islam. Other reasons include: gambling results in the
taking away of one’s property without lawful or proper exchange; gambling causes anger and
frustration caused by losing; gambling can be addictive and compulsive which may lead to
bankruptcy; and further, gambling may cause a person to forget his duty as a Muslim (al-

Qardawi 1994).

Jahala on the other hand means ignorance, and when applied to a sale, will cause the sale to
be defective. For example if the object of sale or price was unknown to the buyer due to a

2 Translation by (Ali, AY 1999) Another injunction on the prohibition of gambling in the Qur’an can be

found in verse 90 Surah 5 of the Qur’an.
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buyer’s ignorance then it would be impossible to deliver or receive the price or object of the
sale. This sale would thus be invalid due to jahala (Al-Zuhayli 2003).

Gharar, also prohibited in Islam, is more difficult to define (Vogel & Hayes 1998), as it is
more general and encompasses a number of other elements such as maisir and jahala. Gharar
has been defined as ‘danger’, (Al-Zuhayli 2003, p.82), ‘risk’, (EI-Gamal 2001, p.2) and also a
transaction equivalent to ‘a zero-sum game with uncertain payoffs’ (Al-Suwailem 1999 &
2000, p.1). Al-Zarga’s (1964) in Al-Zuhayli (2003, at p.83) has defined a gharar sale as the
sale of probable items whose existence or characteristics are not certain, and due to the risky

nature, makes it akin to gambling.

Gharar sales are invalid precisely because of the excessive uncertainty and risk involved. An

example of such a sale can be found from the Hadith narrated by Abu Huraira:

The Prophet forbade two kinds of sales, that is, Al-Limais and An-Nibadh (the former
is a kind of sale in which the deal is completed if the buyer touches a thing, without
seeing or checking it properly and the latter is a kind of a sale in which the deal is
completed when the seller throws a thing towards the buyer giving him no opportunity
to see, touch or check it) and (the Prophet forbade) also Ishtimal-As-Samma’ and Al-

Ihtiba' in a single garment (Bukhari n.d.).

Maisir or gambling due its high risk and uncertain outcome, and jahala sales in which
ignorance can lead to uncertainty, are gharar and invalid. It follows that maisir, gimar and
jahala can be described as the subset of gharar. This is because all jahala transactions would
amount to gharar because of the excessive uncertainty involved, but not all gharar sales are
jahala. An example of the latter would be ‘in the case of buying a runaway slave with known
characteristics’ (Al-Zuhayli 2003, p.109). Likewise with maisir or gimar, all maisir or gimar
transactions are gharar because of the high risk involved and uncertain outcome, but not all
gharar transactions are maisir or gqimar. This is because the term gharar does not always
result in a zero-sum® outcome; for example the sale of milk in an udder, whereas gambling
always results in a zero-sum game (Al-Suwailem 1999 & 2000, p.64). Between jahala and
maisir or gimar there would be no relationship unless in cases of extreme ignorance a person

goes ahead with the transaction; then this could amount to a gamble or where a person is

% This is a game in which whatever one party gains is what the other loses.(Al-Suwailem 1999 & 2000)
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gambling and he is ignorant of the consequences or other facts of the game. Below is a
pictorial representation of the relationship between the injunctions gharar, maisir, gimar and

jahala.

Figure 2.2  Relationship of Gharar, Maisir and Jahala

Gharar

Maisir,
gimar

How do the above injunctions relate to derivative trading? Derivative trading has been
accused of being gharar and a form of maisir, due to speculation, (Wilson 1991; El-Gamal
1999; Khan, MF 2000; Obaidullah 2001; Kahf 2002; Al-Suwailem 2006; DeLorenzo).

Speculation itself is not considered to be “unlslamic” (Khan, A 1988). This is because
speculation exists in all forms of businesses, such as mudarabah® and musharakah® (Kamali
1999). The concern is when speculation turns out to be a zero-sum nature of a game that
resembles maisir and gharar (Obaidullah 2002). What this means is that when speculation is
used to create wealth as in mudarabah and musharakah it would be acceptable, but when
speculation is used for wealth transfer only, that is, from one party to another, as in cases of
gambling and loaning money based on riba, then this would amount to speculation which is a

zero-sum game as in gambling.

3 For Islamic financial institutions, the word mudaraba is basically an agreement between at least two

parties, that is, a lender, sometimes known as an investor (rabb al-mal), and an entrepreneur, also known as an
agent-manager (mudarib). The distribution of profit between two parties must necessarily be on a proportional
basis and cannot be a lump sum or guaranteed return. In the case of loss where this loss is a result of
circumstances beyond the control of the mudarib, the investor will bear all financial risk and the mudarib loses
his time and effort only. (Haron 1997)

% Musharaka means a joint-venture agreement between two parties to engage in a specific business
activity with the aim of making profit. The termination of an agreement may be based on time or after fulfillment
of a certain condition. In this principle, both parties will provide capital and the investor or lender may also
participate in the management. Profit will be shared between the two parties in the agreed ratio and the ratio need
not coincide with the ratio of participation in the financing of the activity. However, in the event of a loss, all
parties bear the loss in proportion to their share of financing. (Haron 1997)
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In Islam, wealth creation is important, rather than wealth transfer, because wealth decays and
new wealth must be created to replace the old wealth (Diwany 2003). If only wealth transfer
was to take place, the stock of wealth would not be enough and would eventually be held by a
few fortunate human beings. Wealth creation is therefore necessary for the equal distribution

of wealth and more fundamentally for the survival of mankind (Diwany 2003).

Some argue that the advantage of the speculators’ presence in the market enhances liquidity
which enables hedgers® to pass their risk on to the speculators (Kamali 1999; Smolarski,
Schapek & Tahir 2006). Others argue that the benefits to the hedgers seem to be very little
compared to the advantages gathered by speculators (Khan, MF 1997; Obaidullah 1998).
‘According to the Office of Comptroller of the Currency (OCC), only five commercial banks
account for 96% of total notational amount of derivatives in the commercial banking system
in the U.S. Further, only 2.7% of total derivatives are used by end users, that is, corporations
assumed to hedge their risks, while the remaining 97.3% is used by dealers (OCC, 2005) ...
This shows that end users, and thus hedgers, are minorities in the derivatives market.

Speculators dominate the market” (Al-Suwailem 2006, p.43).

In summary maisir, gimar, jahala and gharar are prohibited in Islam. Speculation per se is
not prohibited, especially where wealth creation takes place. However, where speculation
leads to a zero-sum result akin to gambling it has been opined that it falls under the

prohibition of maisir, gimar and gharar (this will be discussed further in Chapter 3).

2.4.3 Halal and Haram

Halal is that which is permitted, with respect to which no restriction exists, and the doing of
which Allah (swt) has allowed. Haram on the other hand is that which Allah (swt) has
absolutely prohibited. The principle is that all is permissible unless it has been explicitly
prohibited, that is, the general rule is permissibility and the exception is those items which are
haram (al-Qardawi 1994).

For a definition see glossary at Appendix 10.
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The reasons why items are declared to be haram are due to their impurity and harmfulness.
The impurity or harmfulness may be hidden or may not be discovered during one’s lifetime.
Examples of things which are haram include gambling, alcohol, prostitution and pork
consumption (al-Qardawi 1994).

The legality of derivatives in Islamic finance requires that the underlying asset of the
derivative is halal, otherwise the derivative would be outright invalid. For example in regard
to equity options, the equity stocks must meet some additional criteria to conform to Islamic
norms, that is, all business activities of the company issuing the stocks should be halal and
permissible (Obaidullah 1999).

2.5 Summary

This chapter traced the history of derivatives over 4000 years in the past. Modern derivative

markets as we know them today, however, only began in the late 19 ™ century.

This chapter also explained the sources of law of Islamic finance and compared them with
conventional law sources of Common law and Civil law. Shariah, the source of law for
Islamic finance, encompasses more than just law. It includes religious, moral and ethical
injunctions. When comparing Shariah with conventional law the former requires one to look
at Islamic scholars’ opinion on new areas of finance, such as the legality of derivatives in
Islamic finance. This requires interpretation by the scholars of classical figh texts to come to
an opinion on the legality of derivatives; whereas conventional law requires one to search
case law and legislation to find legal objections. This chapter explained the Shariah
injunctions of riba, maisir, gimar, jahala and gharar. Maisir, gimar and jahala were found to
be subsets of gharar, and speculation which results in wealth creation was found to be

permissible unlike speculation which leads to a zero-sum outcome.

The next chapter will compare the legal objections of derivatives in Islamic finance and

conventional finance.
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Chapter 3 Shariah and Conventional Law Objections to Derivatives: A Comparison

3.1 Introduction

The previous chapter established the background necessary to compare the Shariah objections

with conventional law objections.

This chapter will examine the Shariah objections of scholars of Islamic finance to the
permissibility of derivatives. These objections will then be compared to the objections raised
in the 17", 18™, 19™ and 20™ centuries towards the adoption of derivatives by conventional
finance in the UK and US.

In turn this chapter will answer the first subsidiary research question - How do the legal
objections directed against derivatives in Shariah compare with the legal objections in

conventional finance?

3.2  Shariah and Legal Objections to Derivatives

The literature in Islamic finance and conventional finance has aptly discussed the legality or
otherwise of derivatives, but what has yet to be done is a comparative study on the legal
objections between these two fields. This chapter attempts to fill this gap by comparing the
legal objections to derivatives in Islamic finance with conventional finance. Firstly, the legal
objections in Islamic finance are discussed and then the legal objections in conventional
finance are discussed. Thereafter comparisons between the two are made.

When comparing the legal objections to derivatives in Islamic finance with conventional
finance it should be noted (from section 2.3) that the sources of the legal objections between
the two vary. In Islamic law, in areas which are not covered by the Al-Quran and hadith, figh
must be used to derive the appropriate Shariah laws on the subject matter. This is conducted

by highly learned scholars. In the discussion below on the legal objections in Islamic finance,
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scholars’ opinion in regard to Shariah is referred to. However, with regards to conventional

laws, legal objections are made from case laws and statute.

3.2.1 Shariah Objections in Islamic Finance

Discussions on derivatives and their legality or otherwise in Shariah only began from the
1980s when Islamic finance itself began to emerge and develop. Therefore, the Shariah
objections to derivatives in this thesis are discussed from the 1980s onwards. However
reference to classical figh authorities will be made to explain how and why contemporary

scholars in Islamic finance object to derivatives.

The main Shariah grounds as to why derivatives have been objected to by contemporary

scholars in Islamic finance may be summarised in the following points:

1. Futures sale being the deferment of both counter values is a sale of one debt for

another, that is, bai al kali bi al kali, which is forbidden by Shariah.

2. Both counter values in future sales are non-existent at the time of the contract —
neither the money, nor the goods. It is therefore not a genuine sale but merely a sale or
exchange of promises. A sale can only be valid in Shariah if either the price or the

delivery is postponed but not both.

3. Options sales are a mere right to buy or sell; charging of fees for this is not

permissible.

4. For a sale to be valid there must be a transfer of ownership of the item sold, therefore
if the seller does not own the item he cannot transfer ownership. The rationale behind
taking possession is to prevent gharar. This issue is sometimes separated from another
legal objection against derivatives, and that is, that futures sales fall short of meeting
the requirements of gabd or taking possession of the item prior to resale (Kamali
1996). In this thesis these two issues will be discussed under one heading because both

point to the issue of the seller not owning or possessing the goods before resale.
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Further, other legal opinions have discussed these two issues under one legal objection
and not two (OIC Figh Academy 2000).

5. Futures and option trading involves speculation and verges on maisir, gimar and

gharar.

Having given an overview of the objections it is now necessary to discuss in detail how the

scholars came up with these legal objections.

3.2.1.1 Futures Sale is a Sale of One Debt for Another

The exchange of a debt for a debt, also known as bai al dayn bi al-dayn or bai al-kali bi al-
kali, has been generally found to be prohibited in Islamic law by Islamic scholars (Al-Zuhayli
2003, p.79). Imam Ibn Hanbal, founder of the Hanbali school, ruled that common consensus
(ijma al nas) has forbidden the sale of debts (Kamali 1996). There also exists a hadith which
reports that: ‘Musa ibn Ubayd reported from Abd Allah ibn Umar simply that the “the
Prophet prohibited bai’ al kali bi al kali”” (Al Shawkani, p.176, translated in Kamali 1996,
p.212).

An example of exchange of a debt would be where Baker A borrows 50 litres of milk from
farmer B to be returned after six months. Farmer B in the meantime sells the milk (indebted to
him) to Baker C in return for 5 bushels of wheat to be delivered in two months. This is an
exchange of a debt by Farmer B to Baker C and is prohibited. The underlying reason being
that there would be gharar due to the uncertainty whether there would be actual delivery (Al-
Zuhayli 2003).

This general prohibition has been ascribed to futures. The sale of futures contracts, where
parties can offset their transactions by selling the ‘debts’ owed to them by other parties
(before the delivery of the underlying asset) will amount to a sale of a debt and is therefore
claimed to be prohibited (Obaidullah 2001).

For example, A buys 10 bushels of wheat to be delivered in six months at the price of

RM10,000. Both the price and the delivery are deferred except for the small margin amount
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that has to be paid by A. After three months A sells the 10 bushels of wheat at RM12,000,
both counter values to be delivered in three months. The wheat has yet to be received by A
and it is a debt owed to A which he is selling; this has been declared to be prohibited because
it is the selling of a debt for a debt, that is, the RM12,000 payable in three months.

This objection is refuted by Kamali (1996). Kamali (1996) claims that the evidence shows
that it is not possible that there exists a common consensus prohibiting the exchange of debts
because the ‘legal schools have recorded divergent rulings’ as to the definition of what bai al
kali bi al kali is. Even the hadith “only appears in some collections and many prominent
scholars consider it to be unreliable’ (pp.212-214). Further Kamali (1996), argues that there is
no clear prohibition of the exchange of debts with a number of scholars actually allowing it;
and therefore in the absence of a clear prohibition on the sale of a debt the principle of

permissibility must prevail provided it is devoid of riba and gharar.

Kamali (1996) turns to futures trading itself, and states that the nature of the futures contract
makes it a contract between the purchaser (or seller) and the clearing house only. There is no
third party involved in the transaction, thereby there are no uncertainties over clearance and
delivery. ‘In other words, the price was a debt on the clearing house, which is the principle
party in the transaction ... it acts in the capacity of a fully committed guarantor’ (p.213).
Therefore, future contracts involve the fulfilment of obligations and debt repayment by the

debtor, which is allowed in Islamic law.

In the researcher’s opinion the argument set forth by Kamali is very valid for this objection
against futures, because of the nature of futures transactions. It is a fact that the clearing house
acts as the seller for each buyer and the buyer for each seller in all futures transactions. Each
transaction is guaranteed. There is no direct interaction of one trader with another trader.
There is therefore, no exchange of a debt for a debt, as each transaction ends with the

exchange of buying or selling the futures contract.
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3.2.1.2 Both Counter Values in Futures and Options Sales are Non-existent or Deferred

In Islamically permitted contracts only one of the counter values of the contract is allowed to
be deferred and non-existent, (for example the salam contract). Where both the counter values
are deferred and non-existent at the time of the contract, as is in the case of futures and

options, Shariah objects to its permissibility.

According to the Mejelle, the Ottomon Civil Code, (elaborated between 1869 and 1875 and
based on the Hanafi law of figh), in art. 197 of the code provides that ‘the thing sold must be
in existence’ and art. 205 further provides that: ‘the sale of a thing which is not in existence is
void’ (The Mejelle English Translation of Majallah el-Ahkam-i-Adilya and a Complete Code

on Islamic Civil Law n.d.).

Mahmassani (1983, p.327), has stated that contracts to sell future things, except for the salam
and istisna contracts, are invalid in Shariah because such things are non-existent. In the case
of salam or even istisna only one of the goods is deferred at the time of the sale. This is
allowed in Shariah. However, the non-existence of both counter values of the contract, in the
case of both futures and options, amounts to unwarranted risk-taking and gharar that is filled

with uncertainties over the prospects of fulfilment.

This opinion is also held by the Organisation of the Islamic Conference (OIC) Islamic Figh
Academy. The Islamic Figh Academy when holding its Seventh session in 1412 H (9-14 May

1992) made the following resolution:

... Where the contract provides for the delivery of described and secured merchandise
at some future date, and payment of its price on delivery. It also stipulates that it shall
end with the actual delivery and receipt of the merchandise. This contract is not
permissible because of the deferment of the two elements of the exchange. It may be
amended to meet the well-known conditions of “salam” (advance payment). If it does
so it shall be permissible (OIC Figh Academy 2000, resolution no. 63/1/7).
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This decision of the OIC Figh Academy was confirmed by the European Council for Fatwa
and Research®* (European Council for Fatwa and Research, Final Statement of the Twelfth
Ordinary 6-10 of Dhul-gi'dah, 1423 AH, 31 December 2003 - 4 of January 2004 n.d).

Usmani (1996) also found futures transactions impermissible because according to Shariah

the sale or purchase cannot be effected for a future date.

These opinions are based on a number of hadith and opinion of classical figh jurists of the
Shafii, Hanbalis and Hanafis. According to Al-Zuhayli (2003, p.74) the “‘top scholars of all
schools of jurisprudence have agreed that the sale of non-existent objects and objects that may
cease to exist’, is not valid. For example the ‘the sale of fruits and plants, before they appear
... sale of pearls in shells, milk in udder, wool of the back of sheep, and a book before it is
printed” (Al-Zuhayli 2003, p. 75). Examples of hadith prohibiting non-existing goods are as

follows:

1. Jabir narrated that the Messenger of Allah (pbuh) forbade the selling of fruits until
they ripen, (Sahih Muslim, 915) (Bukhari 1487).

2. Abu Bakhtari reported: | asked Ibn Abbas about selling of dates. He replied; “The
Prophet (pbuh) forbad the sale of dates until they became fit for eating and could be
weighed.” A man asked: “What to be weighed?” Another man sitting beside Ibn
Abbas replied, “Until they are estimated.” (Sahih Muslim. 916), (Bukhari 2246).

3. Ibn Abbas reported: “The messenger of Allah (pbuh) prohibited the sale of fruit before
its quality is known, the sale of wool on the back of sheep, and the sale of milk in a
udder” Al-Tabarani Quoted in Al-Zuhayli (2003, p. 75).

The reason for ruling these contracts of non-existent assets as invalid is due to jahala and the
existence of gharar. There is ignorance, uncertainty and excessive risk in the knowledge of

the quality and quantity of the non-existent asset (Al-Zuhayli 2003). For example, in the case

i The European Council for Fatwa and Research is a ‘Dublin-based private foundation, founded in

London on 29 March - 30 March 1997 on the initiative of the Federation of Islamic Organisations in Europe, the
European Council for Fatwa and Research is a largely self-selected body, composed by Islamic clerics and
scholars, presided by Yusuf al-Qaradawi... Its fatwas often rely on the four classical Islamic law schools (four
schools of Figh), as well as all other schools of the people of Islamic law (Figh) knowledge’ see (Wikipedia)
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of the sale of wool off the back of sheep this is uncertain as the wool is continuing to grow,
making demarcation difficult (Al-Zuhayli 2003).

However Imam Malik opined in the case of the sale of milk for a specified number of days
from the udder of a herd of sheep whose milk is homogeneous and productivity is known, as
allowed, but not the sale of one sheep’s milk from the udder. As for the wool on the back of
the sheep Imam Malik also ruled it to be valid since it was observable and deliverable (Al-
Zuhayli 2003). This opinion illustrates that where jahala and gharar are minimised sale of

items which are nonexistent may be allowed.

Opinions of Ibn Al-Qayyaim and his teacher Ibn Taymiyah of the Hanbali School (fugaha),
permitted the sale of items that did not exist at the time of the contract, if their future
existence is known according to custom. Their reasoning was based on the fact that there was
no distinct prohibition in the Al-Quran or hadith, and the hadith that did prohibit sales of non-
existent goods were describing situations of excessive risk and uncertainty, where the object
may not be deliverable. They find that the sale of a non-existent object is forbidden if there is
ignorance about its future existence. The prohibition is based on excessive risk and

uncertainty (gharar) and not based on the lack of existence (Al-Zuhayli 2003).

Zahraa and Mahmor (2002) opine that although:

A substantial majority of Muslim scholars stipulate that the subject matter must be in
existence at the time the sale is concluded as an essential ingredient of the validity of
the sale ... the non-existence of the subject matter does not necessarily invalidate the
sale. ... the absence of uncertainty and the doubt regarding the qualitative and
quantitative description of the subject matter as well as the safe availability rather than
existence of the subject matter is the prime concern for the validity of the contract of
sale, (p.397).

A similar approach is taken by Kahf (2002), who though agreeing with the OIC Islamic Figh

Academy decision that the classical figh position of the prohibition against delaying both
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items in a sale contract would make futures impermissible, added a practical reservation to the

decision in relation to real life contracts. The scholar states™":

... businesses require planning in advance and all parties have to contract their
products and their inputs in advance regardless of the idea of financing (remember that
salam is only a financing contract). The simplest example is the letter of credit. It
always includes sale with postponement of both delivery and price and they are both
affected in a future date at the same time. | believe that the evidence from the Sunnah
against postponement of the two items is very weak and there is no claimed “ijma’ on
this issue that I find one of the necessities of life to the extent that it is impossible that
our complete Shariah would make it unlawful. Yet this is not to say that futures are
permissible because | think only genuine trade with postponement of the two
exchanged items (price and goods) is permissible not the speculative practice on price

change only as it is normally in commodity futures.

Therefore, Kahf (2002) is of the opinion that deferment of the two counter values should be
permissible due to the necessities of life. However, due to the speculatory nature of futures

(‘only a small percentage, 3-4% ends implemented’ (Kahf 2002)) they should not be allowed.

Kamali (1999) opines that nonexistence of the counter values in a futures or options contract
will not amount to gharar because of the guarantee function of the clearing house, which
exists for the purpose of preventing uncertainty and gharar over the fulfilment of the contract.
“This is an unprecedented gharar prevention measure in the history of commerce in that the
guarantee function we have here leaves nothing to chance, to the vagarities of climate,

politics, or of the market-place’ (Kamali 1999, p.532).

Finally, when the Malaysian Securities Commission Shariah Advisory Council at the 11"
Meeting on 26 November 1997 resolved that the futures contract on crude palm oil was
permissible, it discussed the issue of buying a non-existent asset (bai ma’dum). They clarified
that the prohibition of bai ma’dum was actually due to the presence of the element of
uncertainty to hand over the goods sold. Bai ma’dum is prohibited because of the element of

gharar rather than the element of madum (Securities Commission 2006a, pp. 77-78).

35

page.

No page number can be provided for this quote because the legal opinion (fatwa) is taken from a web

43



Therefore, it can be seen that generally, the non-existence of the underlying asset may
invalidate a contract. However, it is not the non-existence of the asset but rather the existence
of gharar that makes the contract invalid. If gharar can be removed then the non-existence of

the subject matter at the time of the contract should not invalidate the contract.

3.2.1.3 Options Sales is a Mere Right to Buy or Sell - Charging of Fees for this is Not

Permissible

In an option contract for the right given to buy (or sell) the underlying asset at a

predetermined exercise price, a payment of a premium is required.

According to Usmani, (1996, p.10), an option is a promise and such a promise itself is
permissible and is ‘normally binding on the promisor’. However the fact that option
transactions charge fees on the promises makes them invalid under Shariah. This ruling, he

opines, applies to all kinds of options, no matter whether they are call or put options.

This view is based on the fact that options are rights and not tangible assets and therefore
cannot be the subject matter of a sale and purchase. As stated by the Organisation of the
Islamic Conference (OIC) Islamic Figh Academy® when holding its Seventh session in 1412
H (9-14 May 1992) resolution no. 63/1/7:

Option contracts as currently applied in the world financial markets are a new type of
contract which do not come under any one of the Shariah nominated contracts. Since
the object of the contract is neither a sum of money nor a utility or a financial right

which may be waived, then the contract is not permissible in Shariah.

% The Islamic Figh Academy is a subsidiary organ of the OIC, created by the Third Islamic Summit

Conference held in Makkah al-Mukarramah (Saudi Arabia) in Rabiul Awwal 1401 H (January 1981). It is based
in Jeddah (Saudi Arabia). Its members and experts are selected from among the best scholars and thinkers
available in the Islamic world and Muslim minorities in non Muslim countries, in every field of knowledge
(Islamic Figh, science, medicine, economy and culture, etc.). One of its objectives are to tidy problems of
contemporary life and to undertake an authentic and effective analysis thereof with the purpose of providing
solutions based on Islamic Shari' and culture and open to forward looking Islamic thought’ see (The Islamic Figh
Academy) The Islamic Figh Academy passes resolutions which are fatwa or legal opinions, which are highly
regarded in the Muslim world but are not legally binding.
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This decision of the OIC Figh Academy was confirmed by the European Council for Fatwa

and Research (see section 3.2.1.2).

This same stance is taken by Delorenzo (n.d), where the scholar opines that the sale of options
is prohibited for the reason that it involves the sale to another party of nothing more than a

right to buy.

Under Islamic law, trading of intangibles such as service and usufruct (manfaah) are
recognised. However, a right given under an option may not be the same thing as an usufruct.
The rights under an option do not have a tangible or material quality. They are similar to a
preemptive right such as the right of custody and guardianship, which are allowed in Shariah

but are not allowed to be sold against monetary compensation (EI Gari 1993, p.13).

Kamali (1997, p.27) disagrees that a compensation is impermissible. He affirms that the
concept of options is valid under Shariah under the concept of al-ikhtiyarat and that the origin
of al-ikhtiyarat is traceable in the Sunnah, and has further been developed through initiative
and ijtihad, in the juristic writings of the ulama (scholars learned in Islamic law). On the
issue of options being a mere right and therefore incapable of sale and purchase, Kamali
groups the right given under an option under intangibles such as service, and usufruct
(manfaah) and concludes that while the Shafii school and the hanbalis have included usufruct
under the definition of property, the Hanafis and Malikis have not. However, the legal jurists
of the Hanafis and Malikis of later periods have generally included usufruct in the definition
of property.

Kamali (1997) continues his argument on whether compensation is allowed under the Shariah
by stating that the typical al-ikhtiyarat (option) that the Sunnah validates is the option of
stipulation (khiyar al-shart) which grants to the buyer the option within a time frame either to
ratify the contract or to revoke it. Under such options, Kamali (1997) maintains that the

Sunnah entitles the parties the freedom to insert stipulations that meet their,

legitimate needs and what may be of benefit to them. Nevertheless, the liberty that is
granted here is subject to the general condition that contractual stipulations may not

overrule the clear injunctions of Shariah on halal and haram. Provided that this
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limitation is observed, in principle, there is no restriction on the nature and type of

stipulation that the parties may wish to insert into a contract (p.29).

Based on this argument of freedom to contract, Kamali (1997) opines that the freedom to
insert stipulations in contracts includes the request for monetary compensation. Thereby
Kamali concludes that the imposition of a fee for the right granted by options is valid under
Shariah.

Obaidullah strongly disagreed with this stance taken by Kamali. Obaidullah (1998) does not
dispute the validity of a sale with a condition where the condition is a stipulation of an option,
khiyar al-shart. Obaidullah even states that the contractual price is valid if it includes any
compensation for the benefit provided by the seller for being at a disadvantage. However in

conventional options,

trading would imply separation of the compensation component and its up-front
payment to the option writer or seller under a separate contract ... a promise or
obligation cannot be the object of sale according to an overwhelming majority of
scholars ... In classical Shariah law, before daman (compensation) can operate one
needs to show some illicit act (taaddi) or negligence (tafrid) by the party required to
compensate ... Kamali also fails to cite a single reference of the great fugaha (an
expert in figh) of the past on the use of daman in the bai wa shart framework
(Obaidullah 1998, p.80).

In other words some disadvantage must have occurred before payment of compensation is

allowed.

In the researcher’s opinion the only issue here is whether a right given in an option is valid
under a sale and purchase agreement as the subject matter of the sale. A ‘right’ being
intangible is argued to be not a property by the Figh Academy (1992), El-Gari (1993) and
Obaidullah (1998). However if a service and usufruct is considered to fall under property and
therefore allowed to be a subject matter of a sale why shouldn’t a right provided under an
option? The differentiation of a right from services and usufruct seems artificial, especially
when an option is used to hedge and provides the buyer the right to prevent losses. Kamali’s

(1997) view is preferred. Further the argument that the seller has to experience a disadvantage
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for compensation to be given applies in options. Since the options buyer is not obliged to buy
or sell the underlying commodity, he may let the option lapse, in which case his greatest loss
would be the premium. However, the seller’s gain would be the premium alone and losses
could be unlimited depending on the price movement of the underlying asset. It is therefore a
more disadvantageous position that the seller or the writer of the option takes and therefore,

the giving of compensation should be allowed under the circumstances.

3.2.1.4 Futures Sale Falls Short of Taking Possession of the Item Prior to Resale

In futures and options transactions the majority of buyers and sellers reverse out of their
position before delivery or maturity. This means that in futures and options physical delivery
hardly ever takes place. For example 99% of all contracts are settled before maturity in
futures (Al-Suwailem 2006, p.43). This feature of derivative trading, that is, of selling before
delivery is made, and selling something which one does not possess, has been subject to
intense criticism by Islamic scholars (as discussed below), and has been one of the grounds on
which derivatives has been objected to.

Khan A. (1988, p.98) states that in a futures market only 1% of the contracts actually mature
into physical delivery. Therefore commodities are non-existent, there is no physical transfer
or delivery, and successive sales are made without anyone actually owning the commodity.
Therefore, he concludes that all transactions in the chain are unlawful. Khan A. (1988) gives
his reasoning that a number of intermediaries make money without adding any time, place or
form of utility to the commodity. Thus, some people earn money without giving anything in
recompense. Actual physical delivery of the commodity is good because it creates jobs from

storage, transport and packaging.

The Islamic Figh Academy at its Seventh session in 1412 H (9-14 May 1992) resolution no.
63/1/7 came to the following legal opinion - where,

the contract provides for the delivery of described and secured merchandise at some
future date, and payment of its price on delivery. The contract, however, does not
stipulate that it shall end with the actual delivery and receipt of the merchandise, and

thus it may be terminated by an opposite contract. This type of contract is the most
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prevalent in the commodity markets. It is not at all permissible’, moreover, ‘it is not
permissible to sell a merchandise purchased under *“salam” terms with advance
payment unless the merchandise has already been received’ (OIC Figh Academy
2000).

This decision of the OIC Figh Academy was confirmed by the European Council for Fatwa
and Research (European Council for Fatwa and Research, Final Statement of the Twelfth
Ordinary 6-10 of Dhul-gi'dah, 1423 AH, 31 December 2003 - 4 of January 2004 n.d).

A similar opinion was formed by the Islamic Figh Academy (India)®’, Ninth Seminar (year
was not given), when discussing buying and selling before getting possession, although the
Indian Academy did not specifically name futures and options contract in particular.
However, they did opine that a, ‘selling deal before getting possession’ is prohibited because
there is always a risk of rescission. This means that unless the sold off property does not come
under the real possession of the first buyer it may be possible that the sold off property may
not come under his ownership at all and hence he might not be able to hand over the same to

the second buyer (The Islamic Figh Academy n.d.).

Usmani (1996) contends that in most future transactions, delivery of the commaodities or their
possession is not intended. In most cases the transaction ends up with the settlement of

difference of price only, which is not allowed in Shariah.

Naughton and Naughton (2000) and Chapra (1985) opine that short selling or the sale of
securities that the seller does not own at the time of the sale or does not intend to deliver,
serves no proper economic function and the public interest would be better served by

prohibiting short sales and requiring a 100% margin.

This same stance is taken by El Gari (2006), where he states that a commodity bought under a
forward or future contract must be delivered before being disposed off by sale, that is, the

buyer must wait until delivery to be able to sell the same:

3 Islamic Figh Academy in India was established in June 18, 1990 through registration as a trust. The

Islamic Figh Academy Council of Founders comprises of 17 distinguished and renowned Scholars. An eleven
member Academic Council has been constituted to supervise, monitor and improve the academic programs of
the Academy. A three member organizing committee looks after the arrangement and organizational aspects of
the Fighi Seminars. The central office of the Academy is situated at Jamia Nagar, New Delhi (Islamic Figh
Academy (India)).

48



Commodities in organised futures markets are bought and sold several times before
actual delivery, otherwise the market will fail to provide liquidity, which is an
essential part of the mechanism. But from a Shariah perspective, even in standard sale
contracts, it is not permitted that the buyer sells before actual receipt of the purchased
item (El Gari 2006, p.16).

These legal opinions are based on a number of hadith. Examples of the hadith are as

follows®®:

1. Hakim b. Hazzam relates that he asked the Prophet (pbuh): “A man comes to me and
asks me to sell him something that | do not have. Should I sell it to him and then go
and acquire it for him from the marketplace?” The Prophet (pbuh) replied: “Do not
sell what you do not have.” [Sunan al-Tirmidhi (1232), Sunan Abu Dawud (3503),
Sunan al-Nasai (4611), and Sunan Ibn Majah (2187)] (quoted in Al-Suwailem, n.d).

2. Ibn Abbas narrated that the Messenger of Allah (pbuh) said: “He who purchases food
should not sell until he takes possession of it.” lbn Abbas said: Every sale is subjected
to this condition (Sahih Muslim, 909).

3. Abu Hurairah asked Marwan: “Have you legalised usury?” Marwan said: “No”, then
Abu Hurairah said: “You have legalised selling promissory notes whereas the
Messenger of Allah (pbuh) forbade selling foodstuff unless received by the seller.”
Marwan then addressed the people and forbade selling such notes. Sulaiman said: |

saw the guards taking them away from the hands of people (Sahih Muslim, 910).

Scholars of the different legal schools differ regarding the meaning of what actually should

not be sold before receiving possession.

% Kamali (1996) separated his analysis and discussion of the first hadith (do not sell what is not with you,

pp.205-208) from the rest. The latter three hadith he explained under the requirement of gabd or possession (pp.
208-211). However other scholars have made no distinction between these two types of hadith (see for example
Al-Zuhayli (2003, p74 — 76)). This thesis takes the latter approach i.e. all the hadith will be discussed under one
category because both point to the issue of the seller not owning or possessing the goods before resale, further
the legal opinions discussed in 3.2.1.4 have discussed these two issues under one legal objection and not two.
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The Hanafis have ruled that it is not permitted to resell a movable object of sale prior to
receiving it. The Malikis ruled that it is not valid to sell foodstuffs prior to receipt whether or
not their genus is subject to riba. The Hanbalis ruled that the sale of food prior to its receipt is
not permissible if the food is measured by volume, weight or number, and finally the Shafii
ruled that it is not permissible to sell items, movable or immovable, where the seller’s
ownership is not complete (Al-Zuhayli 2003, pp.121-122).

According to Al-Suwailem (n.d.)*® Ibn Taymiyah’s, a Hanbali jurist, opinion is preferred.
According to 1bn Taymiyah the *‘meaning of “what you do not have” is: “what you are unsure
that you will be able to acquire.” It may be that the product being sold is not readily available
in the marketplace or may only be available at a price higher than the one that it is being sold
for. In such circumstances, either the buyer or seller will be injured by the sale. [Refer to Ibn
al-Qayyim, Zad al-Ma’ad]’.

Therefore, according to this opinion, if the product being sold is not in the possession of the
seller then he may not sell it, but what he should do is request his customer to give him some
time to verify the availability and price of the product and if he wants to purchase it
afterwards he can do so. On the other hand ‘if the product is easily available to the seller from
some other vendor or supplier at a known price, then from a legal standpoint it is effectively —
though not literally - in the seller’s possession. In this case, such a sale does not come under

the Prophet’s prohibition” (Al-Suwailem, n.d).

Kamali (1996) highlights that contemporary writers such as Musa (1954), al-Qadir (1982),
and al-Qardawi (1987), have drawn attention to the fact that the marketplace of Madinah
during the Prophet’s time was so small that it could not guarantee regular supplies at any
given time; this could therefore explain the prohibition stated in the hadith, that is, uncertainty
with regard to the ability to deliver. However, in modern times where the seller can find the
goods at almost any time and make the necessary deliveries, such a prohibition would no
longer be applicable; the fear of not being able to find the goods and make delivery ‘is now
irrelevant’ (Kamali 1996, p.208).

No page number can be noted because this is from a webpage.

50



To summarise the legal opinions stated above - for a sale to be valid there must be a transfer
of ownership of the item sold, therefore if the seller does not own the item he cannot transfer
ownership. The paramount reason for this prohibition would seem to be due to gharar, or the
uncertainty about delivery of the goods purchased (Obaidullah 1998). However according to
Ibn Taymiyah if the item is easily available in the market then the prohibition would not
apply. This opinion fits well with the reason for the prohibition, that is, to prohibit gharar; if
the commodity or asset is easily available there will not be an issue of gharar. This opinion
also has practical utility, in that a person prohibited from selling items he did not possess but
knew he could easily obtain, but would have to first possess the item before reselling it, would
cause a delay in the completion of commercial transactions. Further, international business
would be highly hampered and difficult to complete, especially global trade between

countries.

3.2.1.5 Futures and Options Trading Involves Maisir, Qimar and Gharar

The issue of gharar has been raised numerous times in the foregoing discussion; it has been
the underlying reason why scholars have objected to:

o the sales of one debt for another;

¢ sales of non-existent objects; and

o sales of items before taking possession of them.

The following discussion on gharar, on the other hand, is linked to the issue of gambling, the

zero sum nature of derivatives, and pure uncertainty of the outcome of the contract.

Khan A., (1988) states that in an Islamic framework, speculation per se is not unlawful.
However speculators cannot ‘thrive’ in an Islamic framework because each transaction
requires physical delivery. Furthermore, speculation often requires borrowed funds on interest
which is not allowed in Islam. Also, in an Islamic economy the liability of the borrower is
unlimited; this would not favour speculators who would not want to expose all their assets to
an infinite risk. “Therefore we believe that the Islamic framework leaves little room for
speculators’ (Khan, A 1988, p. 101).
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Wilson (1991, 2007) discusses the validity of futures and options under Shariah. Wilson
explains that under Shariah, the highest moral standards are expected from traders. The
responsibilities of traders include not only behaviour which is free of exploitation, and
honesty in all dealings, but also that the trade itself should be productive and socially
desirable. Wilson opines that these requirements automatically preclude speculative
behaviour. For speculative behaviour is ‘both unproductive and socially undesirable because
of its potentially exploitative nature’ (Wilson 1991, p.209). It is for this reason Wilson
concludes that forward, futures and option dealing are viewed as ‘potentially corrupting’,
(p.209). Wilson also opines that ‘options and futures contracts cannot be traded under
Shariah, as they are too remote from the underlying assets’ which is gharar (Wilson 2007,
p.14)

Obaidullah (1998, p. 84) asserts that excessive uncertainty or gharar leads to the possibility of
speculation which is forbidden and ‘speculation in its worst form, is gambling’. Obaidullah
then goes on to question whether conventional options involve excessive risk. He notes that in
options the buyer and seller have diametrically opposite expectations. The gains of the buyer
equal the losses of the seller and vice versa; the sale of options is a risky zero-sum game.
Obaidullah explains that the possibility to speculate on the future direction of the price of the
underlying asset due to the random fluctuation in prices causes the gains and losses to the
parties to be random too, resulting in the options contract being nothing more than a game of
chance. The gains are therefore in the nature of maisir, and the possibility of massive losses
indicates a possibility of default by the loser and hence, gharar. Obaidullah concludes his
discussion on options by stating that ‘option as an independent contract may not be suitable
forms of hedging or managing risk ... these can be used for speculating on price movements
and generate unearned income, which violates Islamic norms of financial ethics.” (Obaidullah
1998, p.100).

Obaidullah reiterates this argument in his articles (2001) and (2002) where he extends this
argument to futures as well. He states that in the case of options and futures in conventional
financial markets the presence of large scale speculation is tolerated on the grounds of
providing liquidity and ensuring active markets. The speculators’ presence is seen to improve
operational efficiency of the market by bringing transaction costs down. However this trade
off between tolerance of gimar and maisir with hedging facility will not apply in the Islamic

framework. The zero-sum nature of the game is objected to.
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A similar stance is taken by DeLorenzo (n.d). The scholar believes options and futures, both
being intangibles, are part of the zero sum markets where gains take place when there are
corresponding losses. Delorenzo opines that this sort of economic activity is clearly
forbidden in Shariah. The scholar adds that proponents of futures and options markets may
argue that these activities perform the function of stabilising prices and regulating risk, but, as
far as the Shariah is concerned these markets produce nothing of value. He concludes that
‘options and futures amount to bets on the direction the market is moving in. Obviously, the

ethics of this market are unacceptable’ (DeLorenzo, n.d).

El-Gamal (1999) stresses that financial options are pure gharar. He goes on to explain that
this does not mean that they are necessarily going to be considered invalid forever because if
jurists find the benefit for allowing them to be overwhelming, then they may be endorsed. As
an example, EI-Gamal, explains that the salam contract contains gharar since the object of
sale does not exist at the time of the contract, however it is considered as permissible due to
the need of this contract to improve economic efficiency.

Khan, F. (2000) opines that