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EXECUTIVE SUMMARY

If one were to single out an area of derivative trading which can find support in the relevant evidence of Shari'ah, it would unquestionably be the commodity futures. This is because futures and options that derive from commodities, especially agricultural commodities and food grains, can be used for a variety of beneficial purposes. Commodity futures can be used as hedging devices that protect farmers and the food production industry against the price risk over a period of time. Futures and options can also be used in the interest of effective planning by the market players in agricultural and industrial sectors that may wish to have the security of selling in advance instead of facing the uncertainties of marketing at short notice, especially for commodities that can only be stored over a period of months rather than years. The greatest benefit of trading in futures and options is that they facilitate risk management and risk reduction. All of these would fall, from the Shari'ah point of view, within the broad scope of public interest or maslahah, which is a recognised proof and basis of judgement in Shari'ah. However, the validity of maslahah in areas and issues which have given rise to controversy need to be established through valid Shari'ah evidence. This is the nature of the challenge that we face concerning trading in derivatives.

INTRODUCTORY REMARKS

Ever since their inception in the 1970s, futures trading and options have evoked divergent responses from the scholars of Shari'ah, and many have gone on record to declare them prohibited. Many scholars have also taken the view that they are permissible. Since there is no consensus over these issues yet, the matter may be said to be still open to-further investigation and ijtihad. Any consideration of the potential of this line of trading would naturally present us with the basic question over its permissibility in Shari'ah, and this is what I have attempted in the following pages.

The other side of the issue we face here is the applied aspect of futures and options which involve careful financial engineering and marketing strategies in the preparation of attractive and viable products. The issues that are involved here are not likely to be very different whether we look at them from a Shari'ah perspective or otherwise. The market realities are likely to dictate their own terms. We can say that we accept the reservoirs of existing commercial experience for operational purposes and adopt them provided that they are free of riba, gambling and gharar. Then there may be issues over seceritisation and standardisation of contracts whether they involve the sale of debts, or bay al-dayn, an aspect of the discussion which I have taken up in the latter part of my presentation.

WHAT ARE THE POTENTIALS

The two aspects of the topic that I have addressed, namely, the potential of developing Islamic derivatives and their permissibility in Shari'ah, are obviously interrelated. This is because the potential growth of Islamic derivatives in Malaysia would depend on the participation and support of Muslim individuals and institutions and this would necessarily raise the question over their permissibility in Shari'ah. This latter question is by no means a settled issue, and it remains to be the focus of current debate among Shari'ah scholars and experts on mu'amalat. It would indeed be presumptuous to address the potentials of Islamic derivatives without ascertaining whether -they are permissible in Islam. I have therefore addressed this aspect of the discussion in greater detail. The applied aspect derivatives is mainly a question of designing suitable trading formula and products that would appeal to the market participants and ensure the viability and survival of this line of trading on the market floor. This is, of course, equally important and must to some extent be seen an evolving process that moves along with attending circumstances, yet we are in many ways addressing an existing reality. The KLCE came into being 15 years ago, whereas KLOFFE (the Kuala Lumpur Options and Financial Futures Exchange) and MME (Malaysian Monetary Exchange) were added in the last few years. Now that the initial steps have been taken, we are asking ourselves whether we can also have a component of the derivatives market that would be acceptable from the Islamic perspective. Concerns over the market viability and strength of -the derivatives in Malaysia, whether in the conventional sector, or in newly created Islamic ones, are likely to be similar, and the strength or weakness in one is likely to be reflected in the other. Trading in commodity futures and financial derivatives has so far been limited to a relatively small number of contracts in Malaysia. The market needs to be diversified, and its potential is clearly determined by the level of capital outlay, liquidity, and participation. Since derivatives depend on an underlying asset or trade, and do not represent a totally independent vehicle, their viability and potential also depend on developments in the underlying sector.

Futures trading in Malaysia began in the mid-1980s, apparently not in an Islamic framework but along American lines. In the early year of its operation American experts were frequently invited to Malaysia to advice over the development of the derivatives market here. I personally do not envisage a major departure from the existing market structures. Islamic derivatives are likely to develop much in the same way as Islamic banking. The broad outline of the expected pattern will be a dual market, one of it more familiar and modelled on the American prototype and the other a newcomer and somewhat of an unknown quantity perhaps. Nevertheless, the derivatives market may not be faced with the same kind of duality. Whereas the essence of the distinction between the conventional and Islamic banks boils down to an internal disagreement over principles, namely that of interest/riba, no single factor as such is likely to play a focal role in the derivatives. We may therefore expect that in some areas of derivatives trading, especially in the commodities futures and options, the lines of division between the Islamic and conventional financial instruments will hardly be noticeable, as both will probably operate over the same underlying assets. We also expect that the Islamic banking experience will encourage public support for derivatives. While the derivatives market is an arena mainly for institutional players, the Islamic banking sector and institutions in Malaysia are likely to support it. A successful Islamic derivatives market in Malaysia is also likely to attract participants from other Muslim countries where this facility is generally absent. But the challenges ahead are likely to be shared by the Islamic and conventional components of the derivatives market: both will be preoccupied with issues of viability and diversification not only in the Malaysian context but also in the highly sophisticated and competitive international market. And in Malaysia itself, as I said earlier, success in one of the two components of the derivatives market is likely to encourage the other. The inherent diversity of the derivatives market makes it potentially more versatile than the banking sector.

Diversifying the commodity futures and options and providing an adequate mix of products is a challenging prospect, not only in the Islamic components of derivatives market, but for derivatives generally. As we are aware, new contracts are often introduced but fail to take off the ground and are eventually abandoned for lack of liquidity and volume. Islamic derivatives will require sustained effort and careful engineering. A selective process is likely to be involved so as to identify and publicise derivative instruments whose underlying assets are clear of riba, gambling and trading in prohibited substances. The range and number of derivative instruments and products are on the whole not expected to be large, for reasons obviously of standardisation and volume. The range here is not nearly as wide or diverse as that of the stock market where standardisation and bulk trade is not among the market imperatives. I may refer here to a recent development in the Malaysian capital market which relates to our discussion over the potential of Islamic derivatives. This is the identification in the stock market of the so-called halal counters. A large number of such counters have been recently verified and known as such either directly or through the process of cleansing. This development can be seen as a step forward in the general prospects for Islamic derivatives. Since trading in the designated halal counters is deemed permissible, the derivatives instruments that are based upon them would also be deemed permissible.

Two of the most important aspects of the potential development of an Islamic commodity futures market that merit attention are standardisation of contracts and securitisation. I shall briefly discuss each of these separately as follows.

Standardisation

Trading in derivatives generally proceeds over fungible (mithli) goods and commodities that are easily replaceable and amenable to standardisation and bulk trading. This aspect of the derivatives necessarily makes them highly selective. When we speak of commodity futures and options, we are necessarily referring to items such as staple food grains, pulses, oils, timber, and tin. These are the type of fungible commodities that have market potentials as they are in constant demand. The scope of Islamic commodity futures can be extended if we take items such as rice, corn, pulses, storable foods, and seasonal produce that is storable over a period of weeks and months.

Stock index futures and options over the so-called halal counters would be another candidate for trading in an Islamic derivatives market. To the extent that trading in the underlying assets in these counters is declared to be halal, we can say perhaps that derivatives trading over the same underlying assets will also be halal. Here too standardisation would appear to be the principal means of creating a secondary market for trading in futures and options and a necessary element, therefore, of liquidity and the market potentials over them.

The significance of standardisation can clearly be seen in the case of options, which have been around for many years but were not standardised contracts and were consequently not negotiable instruments. No secondary market existed for them until 1973. It was in that year that the Chicago Board of Options Exchange was established and standardised contracts were designed making it possible to negotiate and deal in options as securities. Options were consequently standardised with respect to all their material features such as the quantity or contract size, the nature of the price quotation, expiry date, strike or exercise price, position, and exercise limits. The only element which was allowed to differ was the price, which is determined by the market forces of supply and demand.

Securitization

Securitization is concerned mainly with the creation of a secondary market for assets, loans and receivables, and it is, as such, an essential step in addressing the potential of derivatives trading. This is especially so when the underlying asset is a financial instrument such as the Islamic Private Debt Securities (IPSW (which have already been introduced in Malaysia), mudarabah certificates, musharakah bonds, etc. These underlying instruments need to be securitised first and it is only then that they can be offered as negotiable instruments in the derivatives market. To do this, the financial instruments in question need to be of adequate size so that they can be pooled together and packaged into standardised contracts that appeal-to market participants and traders.

Securitization basically consists of the pooling and packaging of loans into securities that are then sold to investors. Securitization is a relatively recent phenomenon which began in the West about four decades ago, initially with mortgage loans, and has since spread, especially since the 1980s, to various other types of assets such as leases, car loans, and other instalment loan contracts. Securitization is often used to market small loans that would otherwise be difficult to sell on a stand-alone basis.

The benefits of Securitization include increased liquidity and diversification for original lenders and for investors, a more efficient flow of capital from investors to borrowers, and creation of new and less expensive funding source for original lenders. Benefits also include protection from interest-rate fluctuation especially for long term investors.

Securitization can increase the liquidity of a loan portfolio by making it possible to package and sell these otherwise illiquid assets in an established secondary market. Greater diversification can be achieved because an institution can hold the same dollar amount of a particular type of loan in the form of a security backed by the loans of numerous borrowers.

Securitization is not without costs, and some of the main items that are necessarily incurred are insurance premium costs, information costs, and large sums of administrative expenditures.

To the extent that the current economic downturn in Malaysia has affected trading volumes in securities, this is obviously expected to have a dampening effect on the prospects of trading volume and liquidity in the relevant sectors of derivatives trading, such as the stock index futures in the halal counters - if one were to introduce futures and options over them. Trading in commodity futures such as in palm oil contracts in the KLCE, and other possible candidates of a similar type, may not be necessarily affected in the same way. The current economic downturn is very much a financial one, and not a production or commodity-related crisis. We have seen, for instance, trading in palm oil futures to have enjoyed unprecedented buoyancy in both volume and price.

A SHARI’AH PERSPECTIWE ON DERIVATIVES

To determine the permissibility or otherwise of derivatives in Shari’ah we need to address the following two questions. Firstly, whether trading in derivatives can be subsumed under the Qur'anic declaration that "God permitted sale and prohibited usury" (al-Baqarah, 2: 275). And secondly whether derivatives trading can qualify the terms of another Qur'anic ayah which addresses the believers to "devour not each others properties wrongfully unless it be by means of trading through your mutual consent" (al-Nisa, 4:29). This latter ayah begins with a reference to the wrongful devouring of the property of others, which is the principal theme of the ayah. The text then tells us the way that this can be avoided, and that is by trading through mutual consent. This, too, is a major theme in that it designates mutual consent as the single most important requirement of lawful transactions and contracts. The two ayat we have cited set the basic framework of our inquiry. The latter of the two ayat is more general and can, in fact, subsume the former, in the sense that usury, which is mentioned in the first ayah, falls under "wrongful devouring of the property of others," and so is sale which can be subsumed under the second clause of the latter ayah, that is "trading by mutual consent." The text that we have before us is indeed comprehensive: wrongful devouring of the properties of others includes not only riba but gambling, commercial fraud, tampering with measurements and weights (including the balance sheet), bribery, and a range of other property offences. The ultimate question is, of course, over the halal and the haram and what we have here are criteria by which to measure the propriety of our responses to relevant questions over derivatives.

It will be noted at the outset that the Qur'anic style of legislation varies with regard respectively to the halal and the haram in that the haram is specifically identified and explained as the Qur'an itself declares so (cf. al-An'am 6:119) whereas the halal is often expounded in general terms. The Qur'an, for example, specifically declares certain substances to be haram in the area of food and drink, but declares in a broad sweep that "all pure food" has been made lawful to the believers without itemising specifically what "pure food" might include.

We also note here that permissibility (ibahah) is a basic presumption concerning civil transactions and mu'amalat. This is once again in contrast with devotional matters, or ibadat, where the basic presumption of Shari'ah is prohibition (hazar). One of the consequences of this distinction is that the ibadat require negative proof as to their validity, whereas the mu'amalat requires negative proof as to their permissibility only. This means that mu’amalat are, on the whole, presumed to be permissible unless there is evidence to show that they partake in wrongful devouring of the property of others, gambling and riba’. This is a methodological issue, which is fairly well-known and yet often tends to be confused with the more rigorous approach that is required with respects to 'ibadat. An act of 'ibadah is thus presumed to be unlawful unless it is specifically validated, whereas a business transaction is presumed to be lawful unless proven otherwise.

Derivatives are a new phenomenon for which we find no precedent in the works of authority in fiqh. Commentators have differed as to the permissibility of futures and options from the Islamic perspective. There is yet no consensus over issues, and the scant literature that is available is on the whole negative. We often hear of prohibitive verdicts by individual commentators, Shari'ah advisors and fiqh committees that proscribe derivatives trading on various grounds. I have looked into the details and have found weaknesses in the evidential bases of these verdicts, some of which tend to ignore the actual mechanics of derivatives trading and apply the rules of conventional sale to a new and substantially different mode of trade. Some commentators have, on the other hand, taken the opposite stance and declared derivatives to be permissible. We cannot afford to ignore their efforts on both sides, and it is for reasons of brevity alone that I am unable to review their works here.Although my own conclusion over the question of permissibility of derivatives trading is affirmative in principle, this conclusion seeks to apply only to derivatives instruments whose underlying trade is clear of what is haram in Islam. We thus preclude derivatives instruments which proceed on interest-bearing transactions, gambling, unwarranted risk taking gharar and trading in such things as alcohol and pork. Provided that these are avoided, however, and that derivatives are also clear of wrongful devouring of the property of others, then trading in derivatives may be subsumed under the Qur'anic provision of permissible sale. Of course the potential of developing Islamic derivatives instruments is also limited by reference to these prohibitions.

As for the questions of whether derivatives are clear of wrongful devouring of the properties of others and whether they are concluded through mutual consent of the trading parties, the answers are both in the affirmative. Whether derivatives involve speculative risk-taking, or gharar, is a separate issue to be discussed subsequently, but they are certainly not a wrongful devouring of the properties of others. There is no underhand activity and no dishonest trading Involved in futures and options. This is because the price quotations and all other material data are published on a daily basis in the media together with the relevant information that is necessary for the conclusion of a valid contract. Traders conclude transactions in derivatives through deferred sales and purchases of contracts that proceed over underlying assets. A valid offer and acceptance, which is what a contract must consist of, can be ascertained in all derivatives trading as they all proceed on contract basis, and they are also free of elements that vitiate consent. Traders are required to register with the exchange and this is where issues of legal capacity to conclude a valid contract are normally ascertained. Contracts are concluded not by the parties themselves, but through qualified brokers and agents whose job it is to ensure proper observance of market rules on a highly controlled and centralised basis.

In SFC Finance Company v. Masri [1986] All England Report 44, Legget J. the futures contract is defined as "a legally binding commitment to deliver at a future date, or take delivery of, a given quantity of a commodity, or a financial instrument, at an agreed price." Put simply, it is an agreement between two parties to buy or sell the underlying assets at a specific time in the future for a specified price determined today. Option is a derivative instrument which gives the holder the right without the obligation to buy or sell a certain quantity of the underlying instrument at a stipulated price within a specified period of time. To acquire this right, the holder of the option pays a price, the option premium, to the seller or writer of the option contract. In Malaysia trading in derivatives is regulated by the Futures Industry Act 1993 under the general supervision of the Ministry of Finance and the Securities Commission. A futures contract under the FIA is a firm legal agreement between a buyer or a seller, and an established commodity exchange, or its clearinghouse, in which a trader agrees to deliver, or accept delivery, during a designated period, of a certain commodity, asset or financial instrument. The contract is verified for details and then registered at the exchange.

Several issues tend to arise when verifying the validity of this contract from the Shari'ah point of view. One of these is concerned with the non-existence of the subject matter of contract, in the case of both futures and options, which is said to consist of a mere exchange of promises without anything changing hands at the time of contract. A case has thus been made that a contract of sale in which delivery and payment are both deferred to a future date amounts to unwarranted risk-taking and gharar that is imbued with uncertainties over the prospects of fulfilment. The Shari'ah, it is argued, validates sale in. which at least one of the two counter values, either delivery of the subject matter, or the payment of price, is deferred to a future date, but not if both are so deferred. The Shari'ah thus validates the salam sale in which the price is paid at the time of contract and delivery is postponed to the future. It also validates deferred sales or bay' bi-thaman ajil where delivery takes place at the time of contract but the price is payable later. A futures contract is thus said to indulge in exc6ssive risk-taking gharar as it involves deferment of both sides to the bargain.

This is the typical response that we have seen. I submit, however, that the gharar that is anticipated still obtains in a conventional future sale (al-'aqd al-mudaf) but that it does not arise in futures and options. This is due to the guarantee function of the clearinghouse, which is a peculiarity of the derivatives market and that exists precisely for the purpose of preventing uncertainty and gharar over the fulfilment of contract. The Shari'ah forbids gharar in exchange contracts for fear of creating unknown consequences that may well lead to hatred, enmity, and injustice. Gharar sales that are linked to the seller's inability to deliver the sold objects are illustrated in the fiqh books by the sale of fish in water, bird in the sky, sale of a runaway camel, sale of green or unripened grain or fruit, and such other sales that are usually conditional upon the presence of an uncertain event. A glance at the mechanics of the futures markets shows on the other hand that the clearinghouse normally guarantees that the contracting parties meet their obligations according to the terms of their agreement. 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 vagaries of climate, politics, or of the market-place. Since this guarantee is 100 percent, there is no room for gharar on account of the parties' failure to meet their obligations.

Futures and options are also clear of riba' as sales and purchases therein do not involve payment of interest by any of the parties involved. The only money that is deposited is the margin money, be it initial margin or maintenance margin, which is kept in the customer's own account and is returnable to him when not needed. No interest accrues on the margin deposit. Futures and options which do not proceed on interest-bearing transactions are therefore acceptable from the viewpoint of Shari’ah. Hence we need to say that interest rate futures and options are unacceptable. I would imagine that an Islamic derivatives market would have a natural propensity to develop its potential in the commodities sector.

The question as to whether the type of speculative commerce that is typical of derivatives is acceptable from the viewpoint of Shari'ah is a more worrying one. We know, of course, that speculation can not be altogether eliminated, neither in conventional sales nor in derivatives. It is also a fallacy to say that Islamic commerce is nonspeculative. On the contrary, speculation is an accepted feature of many modes of trading that the Shari'ah has clearly validated. We note, for example, that transactions such as mudarabah and musharakah are highly speculative, so much so that the element of risk and possible failure of the proposed business or enterprise is much greater in these than in most of the interest-bearing transactions which move within relatively narrow ranges that are often pegged to the prevailing interest rate.

Every business transaction necessarily implies an element of uncertainty. One of the most important reasons for most people to enter a business transaction is the individual expectation of the likely course of future events and the risk that they accordingly take over them. A trader who buys a quantity of wheat in the cash market, or buys a futures contract in the derivatives market in order to sell it at a later date, takes his decision on the basis of his forecast of future prices. He thus decides to pay a certain price for it today based on the expectation of the price that will prevail in the future. There is no guarantee whether his expectation will be realised. He necessarily takes a risk, and the logic of his taking that risk is basically the same whether he deals in physical commodities or in commodity futures. This is a risk that is imbedded in any business activity.

People are also naturally inclined to minimise the element of risk, and to avoid it altogether if possible. Yet there is a link between the expected yield and the risk involved in business activities: the greater the risk due to uncertainty, the greater is the expected yield. We know from the history of commerce that people have never stopped taking risks. Risk-taking is therefore an inalienable aspect of commerce, and by far the greater part of transactions in futures and options are designed to give the investor a wider choice between the degrees of risk they wish to take. Provided that the trade itself is lawful and involves genuine economic activity, risk-taking can at best be reduced and contained, but not eliminated. The rules of Shari'ah governing contracts require that the parties avoid excessive risk or gharar of the kind that puts into serious doubt the ability of one or both of the parties to fulfil their obligations. The Shari'ah also allows the contracting parties to reduce the expected risk by taking suitable risk reduction measures. In a mudarabah contract, for example, the investor or rab al-mal may stipulate conditions to be observed by the investment manager (miudarib) in order to reduce the risk of making losses. The latter may thus be asked not to sell on credit or not to invest in a particular business that may involve a very high level of risk taking. Futures and options are among the principal risk-reduction strategies that the derivatives market can offer and they can be effectively used in order to reduce exposure to risk.

Defining speculation or identifying the speculator is always difficult and many have stated that no clear definition can be given. This is because the distinguishing lines between investment, speculation, and gambling are not always clear, and ambiguity tends to persist regardless of definitions. What can be said, however, is that speculation deals in risks that are necessarily present, but gambling creates the risk that would otherwise be non-existent. As the wheat crop grows, harvested, concentrated and dispersed, the obvious risks of price changes must be taken by those who own the wheat or have a commitment to buy it. These risks would be present whether futures markets existed or not. If the speculators were unwilling to take them, someone else would have to. Speculators are interested in futures because the price volatility in futures provides them with an opportunity to make profit. The speculators' presence in the market enhances liquidity which enables hedgers to pass their risk on to the speculators. The futures market is thus an arena for shifting risk from those who are unwilling to take it to those who are. The motivations of a speculator could well be identical with those of a gambler; the main difference being that futures speculation reallocates risk from those who do not want it to those who do. Futures speculation, in other words, directs the risk-taking motive into an economically productive channel, and the risks that are taken are real commercial risks. The underlying object of gambling on the other hand is risk which does not relate to the exchange or production of goods and services. To equate derivatives with gambling is also unfounded simply because they lack the vital element of gambling, namely the wrongful misappropriation of the property of others, or akl al-mal bi'l-batil, as we have earlier discussed. Furthermore, derivatives are premised on valid objectives as they facilitate production planning in agriculture, industry and commerce and also provide efficient marketing facilities for high volumes of trade. The derivatives market also creates trading vehicles and an arena for profitable commerce that can avert the flight of much needed funds to foreign markets. Price discovery is yet another benefit of derivatives in which they have surpassed all other price forecasting mechanisms that were previously known. Futures and options can be used as risk reduction devices through effective hedging that protects against price risk. Thus when a trader goes long in the cash market, he can go short in futures and vice versa and can thereby hedge against unfavourable price movements over a period of time. Many businesses use the futures market to protect themselves against possible losses in the cash market. The hedge position can, in turn, be reversed or closed by an offsetting transaction that may square off or close an open position.

The hedging facility that is offered by the derivatives market can effectively reduce the cost price of an asset as well as allowing flexibility in planning and financing arrangements. Banks are usually keen to give loans using hedged assets as collateral. Derivatives thus provide useful tools for managing and hedging risk if used prudently.

The weight of research so far indicates that speculation probably does more to smooth price fluctuation than to increase it. Admittedly the derivatives are susceptible to excessive speculation, but high levels of speculation are also seen in conventional trades. Speculation as such cannot be avoided but what can be done is to develop sound regulatory controls. I understand that Malaysia has gone along way in this direction, especially in 1995, when new regulations were introduced following reports of extensive losses in currency futures by Malaysian financial institutions. One of the main features of the Bank Negara guide lines on derivatives is that "derivative products can only be offered to customers who have an underlying interest to hedge." Derivatives are thus to be used mainly for hedging purposes by importers, exporters and borrowers who have reason to hedge their foreign exchange payments and receipts.

The next issue to be addressed is that derivatives consist of short-selling where the seller does not own nor possess the object of sale. This is said to invoke the ruling of the Hadith which simply declares "sell not what is not with you la tabt" ina laysa 'Indak." Many commentators have consequently passed prohibitive judgements on derivatives. But the Hadith has invoked a variety of interpretations from the ulema and we need to ascertain its import by looking not only at its words but also at its underlying rationale and. intent. For if we apply the Hadith at its face value, it would proscribe salam, and certain other sales, which is clearly not intended. Three different interpretations which are given to this Hadith are as follow:

The Hadith before us means that one should not sell what one does not own. Since the basic purpose of sale is to transfer ownership to the buyer, this purpose cannot be achieved in the event where the seller does not own the object himself. "Sell not what is not with you" therefore means sell not what you do not own.

The ulema of Hadith and also many jurists have restricted the import of this Hadith only to the sale of particular objects (i.e., buyu'al-a'yan). This is because fungible goods can be easily replaced. The buyer can make good his commitment by purchasing the goods in the open market even if he did not own them at the time of contract. The Hadith before us is therefore meant to apply only to the sale of particular items which may be difficult to find in the market, hence the fear of unwarranted risk-taking gharar. If we follow this interpretation, futures and options would evidently fall outside the scope of this Hadith simply because sales and purchases in derivatives proceed exclusively in fungible goods in standardised quantities. The derivatives can simply not accommodate buyu' al-a’yan.
The third interpretation of the Hadith before us has it that this Hadith is basically concerned with the seller's ability to deliver. The emphasis in the Hadith is not so much on ownership, nor even on possession, but on the seller's effective control and ability to deliver (qudrah 'ala al-taslim). For one may own an object but may still be unable to deliver, or may possess it without owning it. The effective cause ('illah) and purpose of the Hadith is therefore to prevent uncertainty gharar that emanates from the seller's inability to deliver. Applying this interpretation to derivatives, we must conclude once again that the Hadith only contemplates conventional sale, which is the original context of its pronouncement, but not futures and options. This is due, once again, to the guarantee function of the clearinghouse, which is a peculiarity of the derivatives market. The clearinghouse exists for the very purpose of ensuring timely fulfilment of contracts that are traded on the exchange. The question of ability to deliver and the fear of gharar relating to it simply does not arise.

Our next issue is over the offsetting transaction in futures and options. With the exception of about 2 percent of contracts which are held to maturity and lead to actual delivery of the underlying commodity, the vast majority of contracts are closed out by offsetting transactions prior to maturity, that is, before the delivery time. This raises the controversial issue in fiqh of the validity of the sale of debt (bay'al-dayn) which many have declared to be forbidden.

A sale of debt in futures is one in which a certain commodity contract is bought on the exchange and before the buyer has paid the price, he sells it to someone else, and then this second buyer transacts over what is an unsettled debt again and so on. The sale of debt can take a variety of forms and the main objection against it is that it involves risk-taking gharar over fulfilment. It is reported in a Hadith the one Musa b. 'Ubaydah al-Rabdhi reported from 'Abd Allah Ibn 'Umar - simply that "the Prophet, Peace Be Upon Him prohibited bay 'al-kali'bi'l-kali'."
The Hadith appears only in some collections, and many prominent scholars, including Imam al-Shafi'i, Imam Ahmad b. Hanbal, Yahya b. Ali al-Shawkani, and Ibn Taymiyyah, have considered it to be weak and stated that no Hadith has been verified on the sale of debts. Having reviewed the evidence, Shaykh Siddiq al-Darir has concluded the "bay' al-dayn is lawful absolutely, whether the sale is to the debtor or to a third party, for cash or for credit provided that the sale is clear of riba, and no textual injunction has declared it forbidden."

My own analysis of the issue over bay' al-dayn focuses on the Qur'anic ayah of mudayanah, which clearly applies to the sale of debts, but thanks to restrictive interpretations that were given to it, many jurists confined its import exclusively to salam, that is, sale in which the price is paid promptly but delivery is postponed to a later date.

The ayah reads to the effect:

O you who believe! When you deal with each other in a transaction involving future obligations for a fixed period (idha tadayantum bidaynin ila ajalin musamman) reduce it into writing. Let the scribe write faithfully as between the parties.... (al-Baqarah, 2:282).

Accurate documentation of transactions involving future obligations for a fixed period, or dayn, is thus the central theme of this ayah. We know that the text here endorsed the then prevailing realities of Arabian commerce including deferred sale (bay' bi-thamam ajil), murabahah (cost plus profit sale), al-ijarah (lease and hire), salam and istisna' (manufacturing order) that were in vogue when this ayah was revealed. These were contracts of exchange in which at least one, if not both, of the counter values were deferred to a future date. Notwithstanding this, in a statement attributed to Ibn Abbas, it is reported that this ayah was revealed concerning the contract of salam and that it did not apply to other varieties of deferred sales. Imam al-Shafi'i has held on the other hand that the ayah under discussion is general and can include all varieties of dayn, not just the one incurred in salam. The Qur'an has, in other words, permitted all deferred liability transactions. Since the text has not specified the scope or type of such transactions, there is no compelling reason to depart from this general position and confine its purport only to salam.
Futures sales are all credit sales which proceed over dayn. Provided that they are occurately

dayn
In a variant version of this Hadith the last word is rendered as 'yastawfih' (i.e., weighs and measures it). Ibn Abbas, who has reported this latter version, has added that the requirement of qabd applies to all other things as well. However, the Hadith is clearly confined to foodstuffs, especially to perishable food, because of uncertainty over the delivery to the buyer of food that is not in the sellers possession. When there is no such uncertainty, such as in the sale of real property, then qabd is not a requirement. Qabd is also not a requirement in the event that the goods, whether foodstuff or other, are owned through gift and inheritance, which involve no financial exchange committing the seller to the payment of a price to someone else.
The issue in other words is once again over uncertainty and risk-taking gharar. Two points- may be noted when we attempt to apply the Hadith before us to futures, one of which is that the clearinghouse fully guarantees fulfilment of all contracts that are traded on the exchange. If failure to fulfil one's contract is the essence of the gharar which the Hadith seeks to prevent, then it may be said that the market mechanism in futures has eliminated the gharar in question and the-issue over qabd therefore does not arise.
The second point to note is over the meaning of qabd. Qabd is a juristic concept and has been variously interpreted by the ulema. Qabd can mean holding and retention, taking into custody, evacuation, measuring, separating, and even viewing. It is thus concluded that qabd should be understood in the light of the prevailing custom. Qabd, in other words, is a relatively open concept which is amenable to the changing realities of commerce. Could we not say then that qabd in contemporary commerce also means computerised debiting and crediting of the relevant accounts, which is what happens in the trading of contracts? Have we not seen this in scriptless trading which commercial custom has now accepted in stocks and shares, and by analogy also in futures and options, where qabd may be said to occur when a sale or an offsetting transaction is verified by the exchange and the parties accounts are duly adjusted as a result?
Since the Qur'an validates sale and encourages lawful commerce, including deferred liability transactions, and there is no specific prohibition in the Qur'an or Sunnah on trading derivatives, then it remains for us to say that they are permissible provided that they are clear of riba', gambling and gharar. The exchange authorities and the government need to be engaged in a continuous process to enhance vigilance and develop more refined methods to keep the derivatives clear of manipulation and excessive risk-taking that jeopardise the integrity of the market and erodes customer confidence in its procedures.
CONCLUSION

Derivatives instruments require an unusually high level of trading volume and wide-ranging participation, and Islamic derivative instruments would be no exception to this. To encourage Muslim participation and involvement in the future development of such instruments, it is necessary that we come to grips with the Shari'ah-related concerns about them, especially as derivatives trading is a relatively new phenomenon in Malaysia and the rest of the Muslim world outside Malaysia. I hope that this brief analysis of the issues will further encourage an ijtihad -oriented discourse that merits credibility and recognition by our Shari’ah scholars and all those who are concerned with the economic success and prosperity of the ummah.
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is a permissible variety of sale. The last issue I take up is concerned with the requirement of qabd, or taking into possession, of the subject matter of sale. The purchaser may accordingly not sell the goods he has bought, especially in the case of foodstuffs, until he takes delivery first. Since there is no physical delivery of goods, nor of the underlying assets, in the derivatives, it is said that they fall short of the requirement of qabd: The basis of this requirement is a Hadith which simply declares. "He who buys foodstuff should not sell it until he has received it."
