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1.1 Introduction

The present interdisciplinary thesis examines a relatively new area of financial economics
within the context of a religiously founded financial system. A financial option is basically a
right to buy (=call option) or sell (=put option) a specified asset for a certain price (=strike
price) in exchange for a premium (=option price). Options are time bargains, meaning that the
conclusion of the contract and the execution of the contract do not occur simultaneously. In this

regard, options show certain similarities with swaps, forwards and future contracts.

Another peculiarity of options is their tradability, hence between the conclusion of the contract
and the expiry date (the execution of the contract, or maturity), most options can be traded at
will. This and the fact that due to modern communication methods (telephone, internet) most
contracts can be concluded over the counter makes them extremely popular in the finance in-
dustry, as they are highly suitable for hedging, speculative and arbitrage purposes (cf. Hull
2018: 11). The price (and the actual value) of an option highly depends on its expiry date and
the value of an underlying asset. Therefore they are often classified as derivatives in the eco-
nomics literature (cf. Hull 2018: 1).

Meanwhile the total value of the global derivatives markets is vast and by far exceeds the global
stock markets. Moreover, the value of underlying outstanding derivative transactions is a man-
ifold of the global GDP (cf. Hull 2018:1). There is a problem because economic regulation does
not cover many aspects of trading with derivatives and their risk is hard to ascertain. During the
year 2007 many derivative products were backed by insecure and risky underlying assets and
when this fact became obvious, the prices of derivatives collapsed. Many experts, e.g. the author
of the standard work on financial derivatives, John C. Hull (2018), claim that these processes
partly unleashed the US credit crisis in 2007 and the subsequent deep economic recession in
the following years (cf. Hull 2018: 184ff).

Because of its significance, the phenomenon of options and derivative trading has occupied
scholars from several academic disciplines. Since the seventies, economists of the neoliberal
school developed complex mathematical models to describe financial options. Two of the most
popular models are the binomial model and the option pricing model of Fischer Black, Myron

Scholes and Robert Merton?.

1 The high relevance of this model, also widely known as Black-Scholes-Merton model is shown by the fact that
Robert Merton and Myron Scholes were awarded with the Noble prize for economics in 1997. Fischer Black
passed away in 1995. (cf. Hull 2018:319)



Critics of the fundamental principles of current capital market practices come primarily from
the domain of sociology. For example the sociologist Donald MacKenzie and the economist
Yuval Millo claim that derivatives were “morally dubious instruments of gambling”(MacKen-
zie / Millo 2003: 137), which had been “a central driver of the marketized, mathematicized risk-
evaluation culture of the contemporary world”(ibid.:136). Other critics say that financial op-
tions increased the liquidity of stock securities and thus they significantly contributed to the
detachment of the world of finance from the real economy (Diaz-Bone 2012: 67). Last but not
least, critics also claim that capital markets would follow their own paradigms, which were not

transparent to people outside the inner circles of finance. (Kalthoff / Vormbusch 2012: 9).

Somewhere in the middle of these two arguments we find a set of theories which work on the
same trajectory and use the same model infrastructure, as neoliberal ones, which also take psy-
chological factors into account. These approaches also known as “behavioral finance”, negate
the classical principle of homo oeconomicus- the rational man, who always seeks to maximize

his marginal utility.

One of the main designated goals of our paper is to examine the place of Islamic finance in this
area of conflict. Although there are several examples of attempts to establish a religious and
morally based economic system?, in no other world religion could it emerge to the same extent
as it does in Islam. Even some Western scholars, e.g. MacKenzie and Millo, acknowledged the
moral superiority of Malaysian officials to Westerners when they introduced derivatives in the
late 90ies and acted in accordance with Islamic jurisprudence instead of following the neoclas-
sical model. (cf. MacKenzie / Millo 2003: 139).

Authors often claim that the structure of “Islamic finance” was located in the Quran (Vogel /
Hayes 1998: 1) , a scripture which emerged nearly 1500 years ago. Relying on the argument of
the immutability of the Holy Scriptures, its supporters repeatedly stress the continuity of the
“Islamic economical model” from the Medinan era (622-633) until the 21st century. Further-
more as a result of an increased intellectual intercourse with capitalism and communism, Mus-
lim and Arab scholars like Maudiidi, Qutb, GabirT and Aflaq established a Muslim social and
economic doctrine (cf.Reisner 1996: 151), which greatly shapes modern discourses in Muslim

communities.

2 Buen vivir in Latin America, Ubuntu in Africa and the concept of gross domestic happiness in Bhutan-to name
a few. We have dealt with this issue in a separate seminar paper. Islamic Economy. An alternative concept? Uni-
versity of Vienna seminar paper 2015



On a practical level, in recent years we have seen the rapid opening of Islamic banks and insur-
ance companies offering their clients Sharia-compliant financing tools like murabaha contracts,
sukitk and takaful products. However at first glance, Islamic products seem to be under-repre-
sented on the capital markets. This issue is crucial because due to the changing economic con-
ditions, for example the rapid fall of oil prices states and corporations in the Islamic world are
in desperate need of new and innovative financing methods. Criticism mainly concerns the het-
erogeneity of the interpretations of the Sharia, the lack of common standards for regulation and
supervision and the lacking instruments for managing liquidity risks for Islamic banks (cf. Kern
2012: 18). The key questions we have formulated is how contemporary Islamic finance copes
with new complex financial instruments like options and derivatives. What are their contempo-

rary practices in Arabic countries?

An endeavor to find a complete answer to the whys would greatly exceed the scope of the
present paper. Thus we intend our thesis to be a pilot study to map the key aspects of a subject,
which is still in its infancy (cf.Kamali 2000: 191-193) and identify possible areas of research
for the future. Our research questions are the following: “Are there alternatives for financial
options in Islamic finance?” and “Do Islamic financial principles currently play a role in the

capital markets in the Gulf countries?”

In the first chapter of our paper we will introduce the basic economic concepts which lie behind
financial options and derivatives. In the second part we will devote ourselves to the second
pillar of our interdisciplinary work, where we will introduce the key theoretical aspects of Is-
lamic finance. After briefly presenting the current state of research, we will devote ourselves to
our next main topic, Islamic options. Last we will examine the current practices in the Countries
of the Gulf Cooperation (CCG).

1.2 Methodology

The present paper is a solely based on literary research on. During our analysis we will rely on
primary and secondary literature of selected works of hadith and figh. During our hadith anal-
ysis we will primarily refer to six canonical hadith collections of the Sunnites (kutub al-sitta).
These are al-Buhari, Muslim, abti Dawiid, at-Tirmidi, ibn Maga and Muwatta Malik. During
the analysis of figh, we have relied on Gaziris al figh ‘ala 1-madahib al-arba‘. The reason for
this is the high acknowledgement of this work among Sunnite Muslims. The reason why we

didn’t include Shiite hadiths and works of Shiite scholars into our analysis is not because of



their lesser relevance, but rather the time and content related restrictions we had to face in our
thesis. During the translation of Verses from the Quran- if not stated otherwise, we have relied
on the translation of Muhsin Khan. All verses and translations are quoted from the internet site

legacy.quran.com (marked in the bibliography).

Where necessary, we transliterated according to the standards of the Deutsche Morgenléndische
Gesellschaft (DMG). A detailed transliteration table can be found in the attachment at the end
of this paper. In case of frequently used geographical and common names, we use the common
English spelling forms (e.g. ”"Quran”, “Hadith”, “Sharia”, “Mecca”, “Jidda”). When we cite
English publications from authors with Arab names, we use the spelling forms under which
these works were published (e.g. “Al Saati”, “Jamaldeen”). In case we refer to the same author
who published both in English and in Arabic, we will use the Arabic transliteration, but in

brackets we will also mention the Latin variant, (e.g. Al-Qari (EI-Gart)).



2. The theory of financial options

2.1. The global relevance of options and derivatives

Options belong together with forwards, futures and swaps to the group of financial instruments
which are commonly known as derivative securities. The basic feature of derivatives is that
their value depends on the value of another commodity (derivare Latin to derive, to draw on),
often called “underlying asset”. In the past few years derivatives gained increased importance
both for financial service providers, as well as for corporations. The primary reason for the
attractiveness of derivatives is that they are ideally suitable for mitigating financial risks of

various kinds: e.g. commodity price risks, exchange rate risks and interest change risks.

Another basic feature of derivatives is the time difference between the conclusion of the con-
tract and the performance thereof. For this reason derivatives are also often classified as “time
deals” (in contrast to “spot deals”, where contract conclusion and performance happen simul-
taneously). In other words, this means that the specification of the contract details, e.g. the price
and quantity are fixed today, while the delivery (and possibly also the settlement) take place at
some point in the future. This future date of contract performance is also called the maturity

date or expiration date.

We can further classify time deals into unconditional time deals and conditional time deals. A
conditional time deal means that one of the contracting parties has the possibility to choose
whether to perform the contract to the originally stipulated conditions or not, whereas in the

case of unconditional time deals, there is no such option (cf.Geyer /Hanke et al. 2015: 257).

While forwards and futures belong to the group of unconditional time deals, financial options
belong to conditional ones. In practice this means that the buyer of the option (in stock market
jargon also called “the contract party in the long position”) has the decision, whether to exercise
the option or not. On the other hand, the seller (in other words: “writer”, “option holder” or
“contract party in the short position”) is obliged to perform the contract according to the stipu-

lated contractual provisions, in case the buyer decides to exercise that option.®

3 Today there is a huge variety of options on the market, therefore there are no clear provisions regarding the ex-
act date of the exercise of the option. Basically we distinguish European and American options. While European
options can be exercised at maturity date only, American options can be exercised any time within the contract
period.



The possible spectrum of underlying assets is virtually infinite. The first standardized derivative
contracts were future transactions on grain and livestock on the Chicago Board of Trade in the
mid-1800s. Today there is practically a limitless range of possible underlying assets. Apart from
agricultural products, which still enjoy a high popularity, there are derivatives on foreign cur-
rencies, interest rates, raw materials (e.g. crude oil in particular), machinery and even real es-
tate. (The daily bulletins of the CME group give a fairly good overview of possible underlying
assets: (CME Group 2018)).

The growing importance of options and derivative markets is signalized by their rapidly grow-
ing size since 2000. Basically the exchange of options and derivatives can take place on two
main exchange platforms: Conventional stock exchanges and offmarket exchange platforms,

(also called “over the counter [OTC] markets”).

In stock exchanges, the trading of options runs similarly to other commaodities like shares and
bonds; they can be traded at will between the market participants. On the other hand, in OTC
the contracting parties agree on the details of the contract bilaterally, without third party in-
volvement®. The main actors in OTC derivatives markets are banks, fund managers and larger
corporations (Hull 2018: 3). ). In November 2017 the total size of OTC traded derivatives
amounted nearly to $500,000 billion US dollars, out of which ca 10% were options (BIS 2017).
Out of the $51,858 billion outstanding OTC option contracts, $10,901 billion (21%) contracts
were on foreign exchange deals, $36,970 billion (71%) were on interest rates and $6,836 billion
(13%) were equity linked (ibid.).

The trading volume of financial options traded on global stock exchanges was comparable to
those which were traded over the counter: In September 2017 the open interest of all options
traded amounted to USD 52,367 billion. This graph shows the division of the exchange traded

by continents:

4 In some cases though, the contract parties may present the OTC trade to a central counterparty (CPP), which
operates similarly to an exchange clearing house. (Hull 2018: 3)



Asia and Other Markets;
Pacific; 0,03% 2%

(Own graph based on the data of BIS 2018)

We can see that the global option trade is principally covered by two markets, the North Amer-
ican and the European. The role of the entire Asian market is marginal: The total open interest
is only $17 billion USD. Nevertheless the data show a growing tendency: Since 2015 the open
interest in Asian markets has almost tripled (BIS 2018).

In 2016 the largest derivatives exchanges worldwide (by trading volume in millions) were the
Chicago Mercantile Exchange (CME) with $3,942.2, the national stock exchange of India with
$2,119.46 followed by the Atlanta-based Intercontinental Exchange with a trading volume of
$2,037.93. The largest derivative exchange in Europe is the Moscow Exchange with a trading
volume of $1,950.15 (statista.com 2018).

2.2 Option types

The following section explains the basic functionality of financial options using basic examples.
Options are complicated financial instruments and we assert that the best way to introduce the
topic is by using basic mathematical examples from introductory literature. The generally
acknowledged standard work for options and derivatives is Hull’s Options, Futures and other
Derivatives published in 2018. The latest (10™) edition is divided to 37 chapters and comprises
over 800 pages, which demonstrates the giant scope of this topic.

2.2.1 Payoff scheme of future contracts

In order to better understand how financial options work, we will have a look at a somewhat

more “straightforward” derivative contract type, financial futures. In contrast to options, futures



are unconditional time bargains, meaning that both contracting parties (i.e. the buyer and the
seller) are obliged to perform the contract at its maturity date according to the stipulated condi-

tions.

Let us illustrate the motivation behind futures with an example: given it is January 1% and an
imaginary company will need to purchase 100 barrels of crude oil on the 1% of July. Basically
the company manager has two options: He can wait until 1% of July and buy 100 barrels of
crude oil on the market to market conditions at that time, or he can buy a future contract (future
long) now on 100 barrels of crude oil with a delivery date on the 1% of July®. We assume that
there is a future contract on 100 barrels quoted as $60 for each barrel, and the manager decides
to buy this future contract. After purchasing the future contract, the company is obliged to buy
the underlying asset for these conditions, no matter what market conditions occur at the date of

contract performance.

The profit or loss of the company depends on the actual (spot) price of crude oil on July the 1%,
If the oil market collapses and the actual price of crude oil falls to $40 on that date, the company
manager would have been better off without purchasing the future contract, as he could have
purchased the underlying asset for $20 cheaper for each barrel. Thus in this scenario, the com-

pany has suffered a total loss of $20x100= $2,000 by purchasing the future contract.

On the other hand, in another scenario the price of crude oil may increase significantly. Let us
assume the actual price of crude oil is $90 / barrel on 1% of July. This scenario would mean that
the manager was better off by purchasing the future contract, because if he had waited until the
purchase date, he would have paid more for the underlying asset ($90 instead of only $60).
Accordingly his gross profit amounts to $3,000 ($30 x 100).

Thus very simplified® we can assume that the profit / loss equation of the company looks as

follows:
IT = (spot price-futures price) x contract value

Resulting in the following linear yield curve:

5 For the sake of simplicity we assume that January the 1% is a working day.

® In reality the price of futures contracts depend on a high variety of factors, e.g. maturity time of futures con-
tracts, spot price of the underlying asset, interest rate and possible warehousing costs. For a more exhaustive dis-
cussion of futures contracts we would like to refer to Hull 2018: 24-71. The aforementioned example is a highly
simplified version of the example provided by Hull 2018: 58.
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This means that theoretically speaking the maximum possible loss of the company through the
future contract is limited by $6000, given the unlikely situation occurs that the oil price falls
down to zero dollars. The maximum profit is theoretically unlimited, as the maximum possible

price of crude oil is theoretically infinite.

Future contracts are zero sum games in the same way as financial options (as we will explain
in a later chapter somewhat more in detail), meaning that one trading party gains the same sum
what the counterparty loses and vice versa. Naturally from the perspective of the seller of the

future contract (future short), the yield curve results in an inverse linear declining graph.

2.2.2 Call options

Hypothetically the company manager from the last example intends to purchase the underlying
asset in advance, however simultaneously he would also like to leave the possibility open to
purchase the underlying asset on the spot market in case the market price drops. In other words,
the company manager searches for a solution, where he can limit his possible losses. (We recall
that in the case of a future contract his maximum possible loss amounted to $6,000). In this case

a financial option may be a more suitable solution.



An option is a conditional time contract, where unlike futures, the purchaser of an option may,
but does not necessarily have to conclude the contract upon the stipulated conditions. We can
also refer to financial options as a sort of insurance, which in exchange for a premium, insures

them against possible investment losses.

Let us show a practical example: Given the same starting position as in the last example: It is
January 1% and the company intends to purchase 100 barrels of crude oil by July 1. On the
local stock exchange he finds a call option on the desired contract value and strike price of $60,
currently quoted at $5. This means that that for a premium of $5, the company has the right to
buy the underlying asset for $60 on the 1% of July’, but does not have to.

Let us look at the two scenarios from the previous example. If the oil price sinks to $40, it
would be more favorable for the company to purchase crude oil on the spot market, instead of
exercising the option and pay $60 for each barrel of crude oil which would mean that the com-
pany would have to pay $20 more. Thus the company manager would rather allow the option
to lapse and his only loss from the option business would be the option premium of $5 multi-

plied by the contract value (=$500).

In scenario two, the price of crude oil rises to $90 / barrel. This scenario means that on the spot
market the company would pay $30 more than by exercising its option to buy crude oil for only
$60.

The company manager will exercise the call option if the value of the underlying asset exceeds
the strike price of the option. In this case we are speaking of an option which is in the money?.
(cf. Geyer /Hanke et al. 2015: 296)

For the company, this results in a profit equation as follows:
IT = (spot price-strike price-option premium) x contract value
In this particular case his total profit amounts to ($90-$60-$5) x 100 = $2,500

Summing up the company’s overall yield curve will result as follows:

7 For simplicity reasons we assume that all options discussed here are European ones.
8 In case the value of the underlying is below the strike, the option is out of the money, while in case the value of
the underlying equals the strike price we speak of at the money options (cf. Geyer / Hanke, et al. 2015: 296).

10
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Looking at the graph we get a better understanding on the basic motivation behind options: to
keep open the possibility of making profit, but to limit losses as much as possible (cf. ibid.). On
the other hand, the option seller (in the short position) has a mirror-inverted yield curve. In the
option premium, he receives limited gains, but if the buyer decides to exercise the option, his

losses are theoretically unlimited:®

% It is recalled that options work similarly like insurance contracts. Thus the option premium is by no means con-
stant, but shall fairly reflect possible deviations in the price of the underlying asset. We will return to this topic in
chapter 2.4.
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2.2.3 Put options

The kind of financial option, we have presented in the previous chapter was a call option, mean-
ing that the buyer has the right to buy the underlying asset and the option seller is obliged to
sell the underlying asset if the buyer desires to exercise his option. Now we will turn our atten-
tion to the second main kind of option forms, put options. In this case the buyer has the right to
sell the underlying asset for the strike price, whereas if the buyer exercises his option, the option

seller is obliged to buy the underlying asset for the stipulated price.

Given on January 1% the company manager has 100 barrels of crude oil and he knows that he
will sell the asset on July 1. He may consider purchasing a put option. Hypothetically there is
a put option with a strike price $60 currently listed at $5 on the local stock exchange with an
expiration date on July 1%.

Let us take the two possible scenarios from the previous examples: Given that on 1% July, the
oil price sinks to $40: In this case if he thinks economically, the company manager would ex-
ercise the option, because it gives him the right to sell the underlying asset for a higher price
than it is actually worth of (for $60 instead of $40). His total gain in this particular case is

$1,500, which results from the following formula:

[(Spot price $60)- (Strike price $40)-(option premium $5)] x (contract value 100 barrels).
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In scenario two the oil price rises to $90. In this case the company manager won’t exercise the
option, as he can sell the underlying asset for a more favorable condition on the market. In this
case his loss amounts to $500 (=option premium X contract value).

The profit/ loss curve of the company resulting from the long put option contract will look as
follows:

6000
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Gross Profit / Loss in $

1000

0 5 10 15 20 25 30 35 40 45 50 55 NQ_65 70 75 80 85 90 95 100

-1000
Spot price of crude oil $/barrel at maturity

Own graph based on (Geyer /Hanke et al. 2015: 289)

The maximum loss of the company is limited by option price multiplied by the contract value,
while its maximum gain — if the oil price sinks to zero dollars- is limited to $5,500. Accordingly
the seller of the put option has a mirror inverted yield curve with a maximum gain of $500 and
a maximum possible loss of $5,500.

2.3 Usage of options

In the following subchapter we will present the main fields of financial options. Options are a
form of insurance against price fluctuations. However the fact that they are easily tradeable
make them also attractive among other kinds of dealers too, who not only want to reduce risks,
but seek to achieve profit from buying and selling the derivative instead. Principally there are
three key types of trader: hedgers, speculators and arbitrageurs. (cf. Hull 2018: 11), (cf. Geyer
/Hanke et al. 2015: 290-295).
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2.3.1 Hedging

By using options, investors can theoretically significantly reduce, (or in some special cases even
completely eliminate) risks resulting from price volatility (Sandmann 2010: 14-15). Let us as-
sume the company has 100 barrels of crude oil in stock, worth $60/barrel. The company man-
ager anticipates a large fall of the oil price by the 1% of July. No matter how much the price of
crude oil falls, by purchasing a put option with the same strike price and the desired exercise
date, he can sell the commodity for $60 by the 1% of July. Naturally he has to pay the price of
the put options, but at least his loss becomes predictable and he can somewhat reduce price risk.

On the other hand the company manager may also be interested in securing himself against high
oil prices. He may want to keep his assets as low as possible (e.g. due to accounting or taxation
reasons). In this case he may consider selling call options, in order to limit his profit to a certain

level.

Theoretically an investor can also reach a state, where he can eliminate risk completely.
Through combining put and call options, he can fix the value of his asset, no matter in what
direction the oil prices moves. This state is also called “the perfect hedge”. (Cerny 2009: 11).

2.3.2 Speculation

Chancellor defines speculation as “an attempt to make gains from changes in market price”
(Chancellor 2000: xi). The key concept of speculation is to make an investment today with the
hope of gaining profit in the future. The key concept of speculation is to make an investment
today with the hope of gaining profit in the future. The key difference between investors and
speculators is the “presence or absence of the intention to ‘trade,’ i.e. realize profits from fluc-
tuations in security prices” (Schumpeter 1939: 679, cited from Chancellor 2000: xi). Because
of their high tradability and price volatility, financial options are also a highly popular instru-

ment for speculators.

Let us illustrate how such a speculation strategy could work in practice, using a practical ex-
ample: Starting from our initial example, it is January 1% and the current oil price of crude oil
is $50. The company manager expects a significant rise of oil prices by the 1% of July and is

ready to invest $5,000. He has two possibilities:
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Without buying options, he may invest the money in 100 barrels of crude oil (=$5,000+$50).
Let us assume, his plan works and the price of oil rises to $65/ barrel by July 1. Thus his net
profit amounts to:

($65-$50) x 100= $1,500

On the other hand he might consider investing $5,000 in call options. We assume that there is
a call option for $1with an exercise price of $60 on the local stock market. The company man-
ager buys 5,000 call warrants, which entitles him to buy 5,000 barrels of crude oil on 1% July
for $60. After buying the commodity he may immediately resell it on the spot market for $65

and his profit amounts to:
5,000 x ($65-$60) = $25,000
Subtracting his initial investment of $5,000 his total gain amounts to $20,000

Through using financial options, the profit of the company is 13 times higher than from buying
the underlying asset directly on the market. On the other hand, his potential loss by using op-
tions is also higher. If the price of crude oil falls to $35 on the 1% of July, his loss would be
$1,500, when he buys crude oil directly. If he chooses the option strategy, his total loss would
be $5,000, meaning that he would lose his total investment in call options.

(Example based on Hull 2018: 15)

2.3.3 Arbitrage

The last main field of financial options is arbitrage. Hull defines arbitrage as “locking in a
riskless profit by simultaneously entering into transactions in two or more markets” (Hull 2018:
16). Cerny defines arbitrage, when “prices of basis assets are inconsistent, providing possibili-
ties of riskless profits (Cerny 2009: 38). The main difference between speculators and arbitra-
geurs is that speculators try to make extra profits by using price differences over time, while
arbitrageurs take advantages of market inconsistencies over space.

Arbitrage possibilities can exist if there are severe prices differences in different markets, e.g.
two identical stocks of the same company are traded for different prices in regionally different
stock exchanges. If this is the case, an investor could buy the same item on a market where it

lists at a lower price and sell it on the market where it lists at a higher price. In other words,
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arbitrage opportunities exist, “at any situation, in which it is possible to make profit without

taking any risk or making any investment” (Berk / DeMarzo 2017: 104).

As the price of derivatives are dependent on a high variety of factors (e.g. time until maturity
and current interest rate on the market, price of the underlying asset), options are also highly
lucrative instruments for arbitrageurs. A popular mathematical method for evaluating option
prices is the “no arbitrage model”, where the value of a portfolio containing financial options
is replicated with a risk-free portfolio (such as fixed interest rate treasury bills) (cf.Cerny 2009:
40f).

A more detailed description of arbitrage strategies with options would greatly exceed the scope
of this thesis. In this regard, we would like to refer to specialized literature (e.g. Hull
2018:272ff, (Cerny 2009: 40)).

In practice, hedging, speculation and arbitrage are mostly not practiced independently. Instead
we often find combinations of these forms. Possible payoff structures of combined options may

assume diverse shapes. Some examples are presented (from Hull 2018: 258-267):

Figure 12.2  Profit from bull spread created using call options. Figure 12.4  Profit from pear spread created using put options.
Profit

Figure 12.10 Profit from a straddle.

s Figure 12,12 Profit from a strangle.
Profit

Long Put, Strike K Long Call. ~ " Long Put,
Strike X, Strike K,

2.4. Excursion. Option evaluation methods

The price of a financial option is by no means constant. It can vary greatly on a daily or even
on an hourly basis. Its price depends on a high variety of factors, e.g. time until maturity, interest
rates and possible fluctuations in the price of the underlying asset. In general practice, option

prices are evaluated using sophisticated stochastic calculation methods (e.g. the Black-Scholes
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Merton Model). A mispriced option will be more likely a subject to arbitrage opportunities and
can cause market inconsistencies (cf. Cerny 2009: 39-41.) This paper will present the simplest

(and one of the most popular) evaluation method, the binomial model.

We assume that the price of an underlying asset, (e.g. crude oil or shares), which now costs $50
can have two values in the future: In scenario A, it increases by 30%, while in scenario B, it
declines by 30%. The probability for scenario A is 60%, while the probability for scenario B is
40%%°. In a simplified manner, we assume that the risk free interest rate on all capital markets
is 0% per annum. A one time step is equivalent to 3 months (i.e. t=1- three months, t=2- six

months).

We assume it is currently the 1% of January and there is a European call option traded for the

underlying asset with an exercise price $60 and a maturity date 1% of July.

First of all we observe the possible movements in the underlying after three months (t=1). In
scenario A the price of the underlying may rise by 30%, thus amounts to $50x1.3=$65, whereas
in scenario B it may decline by 30% and amount to $50x0.7= $35. After six months there can
be four possible scenarios: C, D, E and FL. In scenario D, the price of the underlying will rise
again and will amount to $65x1.3=$84.5, while in scenario D it will fall to $45.5.The worst

case scenario is F, when the price of the asset will fall twice to $24.5.

On the basis of this model, we will try to evaluate the possible values of the options in t=2. In
scenario C, the option is in the money, because the value of the underlying exceeds the strike
price of $60. As a result, the intrinsic value of the option is given by $84.5-$60= $24.5. In
scenarios D, E and F the intrinsic value of the option is zero because in all cases the call option

is out of the money.

If we would like to receive the current price of the option we have to recalculate its expected
value from t=2. Thus in node A, we take the values from the nodes C and D, while in node B,

we take the values from the nodes E and F.

10 Theoretically the probability of an upward movement p correlates with the possible price movements of the
underlying asset (given the market is “perfect” and there are no arbitrage opportunities). (See Hull 2018: 275).
Our goal in this example is to solely demonstrate the key principles of the binomial model, thus for simplicity
reasons we assume that the probability of an upward movement p is 60% and for a downward movement (1-p) is
40%.

11 Since we assumed that the possible increase and decline of the price of the underlying are the same (=30%)),
scenario D and E have the same outcomes actually.
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For the value of the call option we receive in node A $24.5x0.6+$0x0.4= $14.6.Using identical
calculation methods, in node B the value of the call option amounts to 0.Analogically the cur-
rent price of the option stems from the expected value in t=1, thus $14.6x0.6+0x0.4 = $8.76.

In the following graph we have summarized the outcomes in a clearer manner. This evaluation

method can also be applied identically for put options.

t=0 t=1 t=2

Scenario A Value call option: $24.5

Value underlying: $65
Value call option: $14.6

Scenario C
Value underlying: $84.5

Scenario D
Value underlying: $45.5
[ Value call option: $0

Current date
Value Underlying: $50
Value Call Option: $8.76

Scenario E
Value underlying: $45.5
Value call option: $0O

Scenario B
Value underlying: $35

Value Call option: $0 'Scenario F
Value underlying: $24.5
Value call option: $0O

Graph and example based on Hull 2018: 278ff and (Sandmann 2010: 199ff)

2.5 Excursion. Selected aspects of behavioral finance

2.5.1 Rationalism versus behaviorism in modern economy

We do not consider the next chapter as a crucial part of our thesis. Nonetheless we would like
to give a quick overview about some aspects of contemporary finance which greatly shape the
modern understanding of financial options. Our intent is to show the reader that options and
derivatives are by no means a “perfect” and homogenous theoretical construct, but rather inter-
connected with a high variety of issues, being intensively discussed among contemporary schol-

ars

Classical financial theories assume that markets are consistent and all market participants have
complete knowledge about the quality and the quantity of the traded products. In such an envi-

ronment, prices would be able to adjust themselves and there would be a minimal need for
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external regulators. However, the global financial and economic crisis has showed that capital
markets are by no means perfect, since investors make their decisions under uncertainty, and
by no means possess full information and so they mostly do not make their choices on the basis

of rational arguments, but rather on how they momentarily perceive things (cf.Hens 2016: v).

In the past 50 years, Western economists started to observe decision making processes in the
financial sector from a new perspective. We can observe a shift away from the principle of the,
Homo economicus and an inclusion of psychological and philosophical aspects (Camerer 1999:

10575). This new set of thoughts has become known as “behavioral economy (Hens 2016: v).

Camerer defines the four principles of economic behavior as follows: (Diagram from Camerer
1999: 10576)

Rational principle Behavioral principle Psychological foundation
Expected utility Prospect theory Psychophysics, adaptation:
Pu(X;) im(PHu(X; — r) loss-aversion, reflection,

mental accounting,
nonlinear w(F;)

Equilibrium (mutual best response) Learning, evolution Generalized reinforcement,
replication by fitness
Discounted utility Hyperbolic discounting Preference for immediacy
380(x,) u(Xo) + 2= 1pdu(X}) (temptation)
Own-payoff maximixation Social utility “Spend” money
ui-:{Xl. X2)=10 u;]l-:(Xl. X2) #= 0 on other people

(reciprocate. dislike inequalitv)

2.5.2 Decisions under uncertainty- Utility vs. prospect theory

The area of risk management and decisions under uncertainty is an important field, where ra-
tionalistic (prescriptive) and behavioral (descriptive) approaches confront each other (cf.Hens
2016: 15).

Uncertainty can manifest itself in two forms: Uncertainty in the narrow sense and risk (Laux
/M.Gillenkirch et al. 2012: 33). We speak of uncertainty in the narrow sense, when the decision
maker knows the possible outcomes of his decision, but he is unable to predict their probabili-
ties. On the other hand, we speak of risk when the outcome of a certain decision is uncertain,

but the correspondent probabilities are predictable. (ibid.).

Finance defines risk as an objective measure, however a preference in favor of one alternative
or another depends on the subjective appraisal of the decision maker (Geyer /Hanke et al. 2015:
33). One form of measurement of risk attitudes is the “certainty equivalent” (CE). Principally
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it is the amount of money which a lottery participant is willing to pay for participating in the

game (ibid.: 34). Let us show this principle on the basis of a trivial example:

We have three players Jim, James and Jill, who seek to participate in a lottery, which requires
an initial investment. Jim is willing to pay maximally €500, James €660 and Jill €900. There

are three possible future payoff scenarios and the corresponding probabilities are as follows:

Bad Scenario (20%) Average scenario (50%) Good scenario (30%)
€300 €600 €1000

The expected value (EV) of the lottery is given with €300x20% + €600x50% +€1000x30% =
€660

Jim is willing to invest a considerably lower sum than the EV of the project, implying that he

considers risk as a negative factor (=risk averse).

James is willing to pay maximally as much as the EV of the lottery, implying that risk does not
have any influence on his decision. Jill’s stake exceeds the EV of the project. She is ready to
pay €900 and expects that the good scenario will materialize, implying that she is willing to
take more risk for a higher profit (=Risk lover). (Example based on Geyer /Hanke et al. 2015:
37).

In other words in risky situations, a rational decision maker decides on the basis of the expected
value (p) and standard deviation (o) of the future return on his investment and his individual
utility expectations (i.e. the value, what he actually expects from an investment) (cf.Laux
IM.Gillenkirch et al. 2012: 103). An investor who is willing to take risk appraises a high stand-
ard deviation as positive. A risk neutral-investor does not consider standard deviation at all (and
also risk- cf. Geyer / Hanke et al. 2015:33), whereas a riskaverse investor judges high standard
deviations adversely. Given if multiple scenarios deliver the same expected return, but show
different deviations, a risk lover investor would pick the alternative with the highest ¢ value,
while a risk averse one would pick the one with the lowest ¢ value. A risk-neutral investor

would be indifferent to all possible alternatives (Laux /M.Gillenkirch et al. 2012: 105).

Behavioral (descriptive) theories imply that people do not act rationally most of the time. Fur-

thermore their risk attitude can strongly vary with the situation. (For instance same people often
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buy insurance and play a lottery at the same time (cf.Hens 2016: 54)). Kahneman and Tversky’s
prospect theory was one of the first attempts to model how the individual's attitude toward risk
can change when they make decisions under uncertainty. The theory implies that decision mak-
ers can act risk-loving and risk-averse at the same time, depending on their possible gains or
losses in relation to their initial reference point. If people receive gains, they show a risk-averse
attitude, (i.e. they prefer secure returns instead of high and risky ones) If individuals face losses,
they show a risk-loving attitude; (i.e. they prefer risky returns instead of secure ones). (Laux
IM.Gillenkirch et al. 2012: 168-169). The theory also implies that the greater the distance to the
initial reference point, the more indifferently people feel towards further gains or losses (cf.
ibid: 168). This explains why people are both are willing to invest a small amount of money for
uncertain, but high possible gains (=gambling, speculation) and at the same time willing to

invest disproportionally high sums to prevent possible losses (=insurance, hedging).

We will come back to this differentiation once more, when we will deal with uncertainty from

the perspective of Islamic finance.

2.5.3 Moral hazard

In chapter 2.3.1, we stated that hedging can significantly reduce or even completely eliminate
company risk. In theory this seems plausible, however in practice there are many problems:
What if an insureance company offers a health insurance plan but some clients live an unhealthy
lifestyle, while others do not. Is it justifiable to charge the same premium for all participants?
What if a company concludes a long call contract and the counterparty fails to hand over the
underlying asset at maturity? Or what if the company owners insist on using derivatives for

hedging but the managers use them for speculating instead? (cf.M.Stulz 2003: 107).

Moral hazard, also known as “principal agent problem” describes a “behavioral characteristic”
(Doherty 2000: 63), where the agent acts adversely to the instructions of the principal, moti-
vated by self-interest. Moral hazard is a widely discussed topic in the insurance business be-
cause the insurer has limited tools to monitor whether the insured acts properly or not. In an
ideal world, all contracting parties have full information about the other and all participants act

rationally so that insurance contracts could be tailored individually to the needs of the insured.

In reality this is not the case, because there are information asymmetries between the insurer

and the insured. Since the insurer “anticipates that the insured will reduce his chosen level of
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safety” (Doherty 2000:63), he will charge a higher insurance premium. In the derivatives busi-
ness, moral hazard appears in the form of overpricing complicated financial instruments (cf.
M.Stulz: 107). Risk sharing is one possible way to mitigate the problem. This is why insurance
companies demand deductibles from their clients and the salaries are often complemented by

bonus payments if certain performance criteria materialize. (cf. Doherty 2000: 71).

2.5.4 Adverse Selection

While moral hazard deals with a problem resulting from hidden actions, adverse selection is a
societal /economic phenomenon, which results from the fact that one contracting party hides
decisive information from the other. For example a seller of a second hand car probably has a
lot more information about the quality of the item to be sold. (cf. Doherty 2000: 72-73). A
potential buyer, who lacks information about the item will most likely orient himself to general
market statistics(Akerlof 1970: 488) and he “will select his best action based on his private
information” (Grinblatt / Titman 2002: 674). The problem arises when plenty of low-quality
products are traded on a certain market, (e.g. the second market for cars, where owners rather
tend to sell bad cars in the first year), where cars of the same model and roughly similar speci-
fications are traded for the same price. How will a buyer know that the car for sale is a bad one
or a good one? Why would he pay more for a potentially good car? As a result, sellers of good
cars will withdraw their cars from the market, where only cars with lesser quality remain
(Doherty 2000: 73).

Adverse selection is also a huge issue in the insurance and derivatives sector. (Akerlof 1970:
488f) proved that in the U.S., people with a poorer health are more likely to buy medical insur-
ance than healthy individuals. The reason is that insurance companies, which are not informed
about the real medical conditions of their clients will charge higher fees and therefore healthy
people will cancel their contracts (cf.Akerlof 1970: 493). Adverse selection is also the reason
why companies are more likely to use debt financing instead of issuing equities. Since investors
lack the information of the real value of the company assets, they will be ready to pay less for
them (Grinblatt / Tittman 2002: 676-677). Furthermore, adverse selection can be used as an
explanatory formula for a multitude of other societal phenomena, e.g. underemployment of mi-
norities in certain jobs (Akerlof 1970: 494).
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The relevance of adverse selection for our topic manifests itself in the fact that option markets
are largely dominated by standardized contracts, which often do not reflect the proper risk be-
hind the underlying asset. Another problem was that OTC markets were often a legal grey zone.
Since the financial crisis, there have been increased efforts to introduce new standards for de-
rivative products. (Hull 2018: 184ff).

2.5.5 Zero sum games

In a previous chapter we have already mentioned that options and derivatives are zero sum
games. Now we would like to explain the basic principle of zero sum games a little further.
Zero Sum games are a sub-discipline of game theory, a “mathematical discipline which studies
situations of competition and cooperation between several involved parties” (Peters 2008: 1).

We speak of zero sum games where the total sum of payoffs between all participants equals
zero (ibid. 2). One of the most trivial forms of zero sum games is matching pennies between to
players. This game has two outcomes: If “heads” appear, Player 1 gives 1$ to Player 2; in case
of “tails,” the contrary happens. No player can gain, without inflicting losses to the other player
and every player gains the same sum that the other party loses. The total payoff of the game is
zero, (i.e. the sum of both players’ profit or loss). In other words, the main characteristics of
zero sum games is that “trying to maximize one’s own payoff is precisely the same as trying to
minimize the payoff of the other player” (Friedman 1991: 43).
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3 Key principles of Islamic finance

The previous chapter explained that conventional options are principally rights that can be

traded independently from the base product on the secondary market. We will discuss Islamic

options in detail later in chapter 5. For the moment, we dedicate ourselves to certain questions,

coming up with the evaluation of conventional (financial) options in an Islamic context. Con-

temporary Islamic finance has laid down strict criteria for the form of contracts and their un-

derlying assets. All goods have to be compatible with other provisions of the Islamic faith and

should therefore on no account contain products classified as haram®.

a)

b)

d)

Some contemporary Islamic figh scholars criticize that in the secondary market options
and futures sellers are not in a position of a real asset, in other words they receive money
for something for which they do not reciprocate. This contradicts the interpretation of
‘iwad, which says that for every contract there has to be an adequate compensation.
The actual market price of options is influenced by their time value and intrinsic value.
The intrinsic value results from the difference of the price of the underlying asset and the
strike price, when the option is “in the money.” The time value results from the time
remaining until the expiration date. Under normal circumstances, the time span between
contract conclusion and exercise period plays a crucial role in option pricing. Usually
the longer the time distance until the expiration date and the higher the market interest
rate, the smaller the actual price. In the view of some schools of thought, this involves
riba, which is prohibited according to some modern scholars.

The next issue results from the high tradability of options. The contracting parties can
change multiple times between the contract conclusion and the expiration date. The op-
tion price is highly variable and exposed to market fluctuations, making option trading
very lucrative for speculative purposes (see chapter 2.3.3). Therefore, many contempo-
rary Muslim scholars draw an analogy between option trading and gambling. (See the
IFA resolution of 1983 on securities, further examined in chapter 5.1).

We recall that the intrinsic value results from the difference between actual price and
strike price of the underlying asset (when the option is in the money). The strike price is
stipulated by the option contract and is invariable. On the other hand, the actual price of

an asset can vary on a daily basis and involves a high level of market risk and uncertainty.

12 We will discuss the following points more in detail in subsequent chapters. During the compilation we have
oriented to Obaidullah 1998 (547ff) and Alamad 2017 (151ff)
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According to some contemporary interpretations of Islamic law, making profit based on

uncertainty is classified as garar and is not allowed.

3.1 Fundamental principles of Islamic contract law

Before we take a closer look to these issues, we will explain major principles that lie behind the
contemporary interpretation of Islamic contract law. The bulk of them result directly from the
Quran and the sayings of Prophet Muhammad and his witnesses (commonly known as hadith
literature). Another part comes from the thorough intellectual and legal discussions that fol-
lowed the death of the prophet, also commonly known as figh.

3.1.1 Haram and Halal from an economic perspective

The validity and nullity of Islamic contracts and tradable goods is largely governed by the five
religious qualifications (al-akkam al hamsa), that range from obligatory practices (wagib, fard)
to forbidden activities (haram). Activities that are not forbidden are subsumed as halal.
(c.f.Schacht 1964, 1998: 120-121). Transactions shall not contain elements that are considered
as haram, i.e. products or contracts that are also banned by other provisions of Islamic legal

principles. Depending upon interpretation, these may comprise for example

a) Weapons of mass destruction

b) Products that may contain or promote adultery, pornography or gambling

¢) Products that contain foodstuffs and beverages that are not compatible with Islamic tra-
ditions (e.g. pork or alcohol)

d) Transactions that may involve riba (see chapter 3.2) or garar (see chapter 3.4)

Compilation on the basis of Vogel / Hayes 1998: 42.

3.1.2. ‘lwad

‘lwad is a key element of Islamic contract law. In an economic sense, it means, “substitute,
compensation, return, equivalent” (Wehr 1979: s.v. ‘iwad). Thus it can be best defined as a
value that is given for exchange for a certain item. Historically the term also encompassed uni-

lateral transactions, such as onerous gifts and agreed repudiations (4u! ‘).(de Bellefonds 2012).
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According to modern interpretations, ‘iwad means “appropriate consideration or return service
in a business deal”, whose absence may result in riba (see chapter 3.2). For example the price
(raman) can be counted as an appropriate consideration for the seller, whereas a product or a
service ideally serve as ‘iwad for the buyer. According to classical figh, a business transaction
lacking ‘iwad is considered as null and void. Some contemporary scholars even state that ‘iwad

Is a conditio sine qua non of a lawful sale (Rosly 2001: 192).

Nevertheless, there is a dispute among Islamic scholars regarding the exact nature of ‘iwad.
How exactly should an appropriate compensation be measured? On the other hand, exactly what
expenses or efforts should be included and regarded as “compensation”? It is a banal but a well-
chosen example if we order a meal or even a glass of water in a restaurant. We not only pay the
price for the ingredients, but also for the effort of the personnel that helped to prepare the food
and put effort into it. Moreover, by paying the bill, we also contribute to the fixed expenses
such as heating and electricity. In this light, the exact determination of ‘iwad in an Islamic sense

is complicated and there are several contradictory opinions.
Rosly argues that ‘iwad consists of three elements:
1) Market risk (gurm)*3, or the possible financial loss, the vendor exposed himself

2) Effort or value added (i4tiyar) - An adequate remuneration for the vendor’s hard work to

prepare and arrange the object to be sold to the vendee.

3) Liability (daman). The net value of the object to be sold (i.e. raw materials, parts, ingredients)
(c.f. Rosly 2001: 194).

3.1.3 Main Islamic contracts and instruments

In this chapter we will outline the main features of Islamic contracts and products, which form

a crucial aspect of the modern Islamic financial industry.

Van Greunig / Igbal categorize Islamic contracts and instruments as follows:

13 We find the translation of gurm as “market risk” somewhat ambiguous. The Arabic term gurm refers to a pos-
sible damage or loss in an economic sense and therefore in its nature is completely different from “risk” in the
sense of harar or even garar (see chapter 3.4)
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Financing Investing Other

Trade Financing Fee based services
e murabaha  kafala (Guarantee)
* Bay' Salam ¢ gu‘ala(Fee for service)

Mudaraba (Principal/ Agent
Partnership)

 bay' al mu’aggal * wakala (Representation)

Social welfare

e gard al-hasan

igara (Leasing) » Wagf

Musaraka (Equity
partnership)
istitnd’ (Trade financing) takaful (insurance)

(Own graph based on van Greunig / Igbal 2008: 22)

Subsequently we will briefly handle the most popular contract types including murabaha and
mudaraba .Bay ‘salam , Bay ‘istitna’ and takaful are contract forms which basically create cash
flow in exchange for rights and privileges and are in their character and payment structure the
most similar to options. They will be covered later in detail in chapter five, when we will put

Islamic time deals under scrutiny.

3.1.3.1 murabaha

Murabaha contracts are the most common financial instruments in Islamic banks. They are
especially used in short term trade financing (van Greunig / Igbal 2008: 21). Principally we
distinguish three actors: The seller, the buyer and the bank, which also serves as the financer.
During the first sale transaction, the bank buys a certain commodity from the seller for a price
p. During the second sale transaction the bank resells the commodity to the buyer for the price

p and a profit margin (ribk) p+z.

In modern practices the buyer and the seller negotiate the quantity and the price of the com-

modity and further details of the delivery, e.g. the delivery period. Subsequently the buyer con-
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tacts an intermediary, usually a bank that finances the transaction and negotiates the profit mar-
gin and the schedule of the deferred payment (bay ‘ al mu’aggal). The bank does not usually
buy goods from the seller before the seller and buyer agree on the details of their contract.4.

For a commercial bank a murabaha contract has several advantages. First and foremost, it prof-
its directly from trading operations, without bearing the risks and costs thereof (i.e. resulting
from shipping and storing of goods) (cf. Vogel / Hayes 1998: 142f)

On the other hand, the bank also bears a significant risk during reselling the commodities to the
buyer, if the latter fails to honor the contract. Some critics also mention the overall reliance of
modern Islamic banks on murabaha and their lacking diversification with other financing meth-
ods (Vogel / Hayes 1998: 143).

3.1.3.2 igara

If we compare igara to classical financial tools, its function resembles a conventional lease
agreement. /gara contracts however envisage a more detailed stipulation of the contract period
and the object of the contract. According to contemporary interpretations of Islamic commercial
law, the benefits and burdens of the property must be defined more clearly between the lessor
and the lessee than in the case of a lease agreement. For example, repair works and maintenance
have to be performed by the lessor, since these expenses benefit him as the owner in the long
term. Charging these expenses to the lessee is seen as garar (see chapter 3.4) since in the view
of modern scholars this would unjustly enrich the lessor and make the lease amount undetermi-
nable. Whether everyday upkeep and maintenance falls into this category is currently a matter

of dispute in contemporary figh discussions (Vogel / Hayes 1998: 144).

Another issue arises from stipulations regarding transfer of ownership in the end of the contrac-
tual period. In conventional lease agreements this often happens by the means of futures or
option contracts which some scholars say causes certain issues in an Islamic finance context.

We will deal with these issues in detail later when we examine Islamic options.

14 Murabaha contracts, where the bank solely holds an intermediary position are also called synthetic murabaha
contracts. (Vogel / Hayes 1998: 141)
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3.1.3.3 muddaraba and musaraka

Mudaraba and musaraka are the most popular investment instruments within the Islamic con-
tractual framework. Mudaraba contracts are in their structure very similar to conventional lim-
ited partnerships®® and highly popular in mid-long term project funding. In the classical sense
the general partner (rabb al mal) entrusts the limited partner (‘@mil / mudarib) with capital
required to execute a certain investment project, he is entirely liable for (c.f.Lohlker 1999: 59).
In exchange, the limited partner uses his skills and competence to run the project without the
interference of the general partner. The profit is distributed between the general and limited
partners according to a prior agreement. A crucial dissimilarity between mudaraba and the lim-
ited partnership is that it is not necessary to fund a separate corporation. While in the case of a
Kommanditgesellschaft (KG) Austrian law envisages the funding of a separate joint company,
in the case of mudaraba this step is not essential (c.f.Vogel / Hayes 1998: 138).

In their structure Musaraka contracts are similar to Mudaraba but the boundaries of competence
between both partners are less clearly defined. All partners have similar liabilities and respon-
sibilities in managing the project and they share the profits or losses according to their partici-

pation in the project (van Greunig / Igbal 2008: 24-25).

Now having briefly introduced the basics of Islamic contract law and financing instruments, we

will move on to our next subject area, riba.

3.2 Classical and contemporary understanding of riba

3.2.1 The classical understanding of riba

In classical Arabic, the root r-b-w connotes augmentation or increase, also in the sense of grow-
ing up or to swell, but also in the sense ,,to cultivate or “to rear”. In the Quran, the root also
appears in the context ‘u\ G i) P SRR (A community may be more numerous than another
community)-(16:92) (Nadwi 2018: s.v.r-b-w). In its fourth form, in the sense of arbaytu it can
be roughly translated as “I took more than | gave” (Lane 1863: s.v. r-b-w). The Arabic term for

education, upbringing, instruction tarbiya also derives from the second pattern of this root.

There are several spelling forms for riba. In the Quran, the expression can be found in the form

L. In other literary sources following forms may also appear: Beg,ju or L. The term connotes

15 Usually translated as Kommanditgesellschaft in German speaking countries.
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an excess or an addition, predominantly in an economic sense. It has to be noted that the usual
English translations “interest” and “profit” do not fully cover the Arabic word riba, which can
mean any addition over and above the principal sum (Lane 1863: s.v. r-b-w) According to 1bn
Ishaq, riba can mean any payment, which exceeds the value of the actual consideration (c.f.
Ibn-Manzur 1969: s.v. riba).

In other Semitic languages, the word is primarily used in the meaning to gain, profit, benefit,
to make money (40\ch-Ge'ez) or make profit or gain (‘arwai -Aramaic) (Leslau 1987: s.v.
rabha).

In the Quran and the kutub al-sitta, riba has a rather negative connotation, often in the sense of
usury (Farid 2018: s.v. r-b-w) or “any unjustified increase of capital for which no compensation
is given” (Schacht 2012a). The sentence “hassala fi ribwan” roughly means “He acquired in
the practice of usury or the like” (Lane 1863: s.v. r-b-w). Furthermore, “eating”, or “consum-
ing” is also frequently associated with riba, in order to emphasize the greed and acquisitiveness
practiced therein, for example in surah 2:275 alladina ya kuliina ar-riba (c.f.Lohlker 1999:
24).Curiously, besides Arabic, Persian also often uses the same metaphor in connection with

riba (riba hordan).

The Quran refers to riba in four main places. The explicit ban on usury is in verses 2:275-280,
which are also often referred to as ayat ar-riba (c.f. ibid.) As stated in 2:275:

bl a3l a0a s el 0 CIRT50 Che el ) 1508 1 8% Sl (e 0 A0S 3 2 LY 5 s Y T R0
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(Quran, 2:275)

Those who eat Riba (usury) will not stand (on the Day of Resurrection) except like the standing of a person beaten
by Saytan (Satan) leading him to insanity. That is because they say: "Trading is only like Riba (usury)," whereas
Allah has permitted trading and forbidden riba (usury). So whosoever receives an admonition from his Lord and
stops eating riba (usury) shall not be punished for the past; his case is for Allah (to judge); but whoever returns [to

riba (usury)], such are the dwellers of the Fire - they will abide therein.

(Quran, 2:275)

Regarding the time of revelation, there is a consensus that 2:275-280 belong to the latest re-
vealed verses. Therefore, according to the tradition of abrogation, they have more importance
than those verses revealed earlier. As in the case of many matters of public concern (e.g. alcohol
consumption) we can observe a shift from a recommendation to abstain to a total ban. 30:39,

which was revealed at an earlier time places riba as a counterpart of zakat:
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(Quran, 3:39)

And that which you give in gift (to others), in order that it may increase (your wealth by expecting to get a better
one in return) from other people's property, has no increase with Allah, but that which you give in zakat seeking

Allah's Countenance then those, they shall have manifold increase.

(Quran, 3:39)

If we compare the two verses, we notice a much harsher tone used in suratu-l-bagara, refering
to riba as one of the deadliest sins, avenged by eternal punishment. The Qur’an and hadith
literature leave many questions regarding the exact scope of riba unanswered, which has made
riba a subject of intense discussions between scholars since the early periods of Islam. Discus-
sions in classical times revolved around the exact scope, the circumstances of revelation (asbab
an-nuzil) and the level of punishment in case of a violation of the law. Social and economic

aspects played a marginal role before the 20" century*®.

Riba in figh literature is defined as any kind of profit or gain without a corresponding counter-
part (al-Gaziri 2003: 2/245, cited from Lohlker 1999: 116). Within this definition, the scope of
interpretation is wide. According to the prevailing interpretations of the classical period, riba
referred to regulations on contractual provisions (bay ‘) of certain goods like gold and silver
(mal ar-riba), whose exchange was subject to strict regulations. Supporters of this interpretation
were referring to the majority of hadith literature that predominantly deals with riba in this this
specific context (ie. Exchange of certain goods) and less in connection with loans.*’ In fact the
ban on loans, which yield interest (qard garra manfa ‘a) is not even explicitly mentioned in any

of the six hadith collections, considered as authentic by the majority of Muslims.*®

The hadith collection Sahih Muslim says:

G o3 AT 13 2y 15 ¢ 50 350 oy Do bally ALy el 5y ey ey 50 505 AZadlly A2addls cally Cal

515 08 19 £t G kel

(Muslim, Musaga 102)

16 Among the exegetes of the classical period ar Razi (1149-1209) is considered the first scholar, who also ap-
proached the problem from an economic perspective. (Qureshi,A.l. Islam and the theory of interest. Lahore
1946, p.51- quoted from Lohlker 1999: 109). The majority of the ‘ulama’ tended to a more conservative interpre-
tation of riba, using theological methodology, putting practical aspects into the background (c.f. Coulson
2011:138)

7 During the examination, we oriented ourselves to the Hadiths selected by Lohlker 1999:100

18 A statement which is partly questioned by Lohlker. For the discussion see Lohlker 1999:35 footnote.
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Gold for gold, silver for silver, wheat for wheat, barley for barley, dates for dates, salt for salt, like for like, equal
for equal, hand to hand. If these types differ, then sell them as you wish, if it is hand to hand. (Translation from
Vogel / Hayes 1998: 73)

That means that gold, silver and some foodstuffs could be exchanged only in the same quantity
and the exchange had to take place immediately (yad " bi-yad ") (Schacht 2012a).° As a result,
in later times, scholars started to distinguish between two kinds of riba: riba an-nasi’a and riba
al-fadl. While the first one referred to profit resulting from extension of payment, the second
referred to (illegal) earnings resulting from differences in quantity or quality of the traded

goods.

This interpretation of riba is partly contradicted by the possible circumstances of revelation
(asbab an nuziil) given by exegetes in the classical period. A significant increase of the debt
(usually double) in exchange for an extension of the credit period was a usual practice among
Meccans in times before the Aigra. This kind of riba, -which is more similar to today’s defini-
tion of debt- is often referred to as riba al-gahiliyya in fight literature. There are also several
allusions to this practice in the Sunnah of the prophet. According to early exegetes, for example
at-Tabarf this practice also continued among the first Muslims. The ayat ar-riba were supposed
to prohibit such practices for the future, but also to regulate existing debt arrangements, con-
cluded before the conversion to Islam (cf. Lohlker 1999: 76). Schacht asserts that the ayar ar-
riba clearly presented usury as a practice of unbelievers, but together with the musrikiin they

could also be interpreted as a message to Jews? (Schacht 2012a).

It is generally accepted today that the quranic term riba solely referred to the riba al- gahiliyya
at the time of revelations. All further interpretations that go beyond it can be seen as a product
of later development (c.f.Schacht 2012a). It is also more or less acknowledged among scholars
that the quranic definition of riba is inadequate. Due to the fact that verses 2:275-280 are con-
sidered as the last verses revealed, some scholars account the early death of Muhammad for the

incomplete definition. In this regard, they often quote the saying of caliph ‘Umar b. Hattab:

The last verse revealed was the verse of riba, and [then] the Messenger of God was taken [in death]. He had not

explained it to us. So leave riba and doubt [riba] (Ibn Maga; cited from Vogel / Hayes 1998: 63)

19 Coulson emphasizes some irrationalities of this practice in early Muslim economy: “It is difficult to see any
point of purpose in a transaction where ‘Umar takes 201b. of Zayd’s wheat in exchange for 201b. of his own
wheat in the same session” (Coulson 2011:42).

20 A thesis which is picked up again by some contemporary Egyptian scholars. Lohlker mentions Abi Zahra by
name (cf Lohlker 1998: 285).
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3.2.2 The contemporary understanding of riba

The understanding of »iba underwent several major changes during the 20" century. As with
other aspects of Islam, exegetes and figh scholars sought to “update” it to the standards of mod-
ern times. To some extent many modern exegetes such as Maududi ,Rida, ‘Abduh and Sayyid
Qutb broke with the analytical tradition of the classical exegetes and put philosophical, political
and social matters in the foreground. They were largely influenced by non-Muslim thinkers of
their time, trying to integrate their way of thinking into the terminology of Islam.

In the late 19", early 20" centuries, rapid industrialization and social transformation laid a
heavy burden on both the European and the societies dominated by Islam. While the Muslim
world predominantly perceived this era as colonialism, foreign rule and oppression, European
societies had to confront atomization of the society, class struggle and a shift in values. Many
blamed liberalism, democracy and positivist thinking for the nuisance and called for a political
entity, which would terminate social grievances and respect the real need of man?L. In this con-

text, the economy was considered as a tool to fulfill higher societal goals.

The theory that interest was not a productive element of the economy, and therefore parasitic-
often embedded in a moral or even biological context- was a recurrent topic in Western discus-

sions of that time in all parts of the political spectrum.??

Hence it is not surprising that ideologists of the Arab revival examined the issue of riba (and
economic aspects in general) in this light. We think that the rather polemic interpretation of the
ayat ar-riba formulated by Rasid Rida in the journal manar (see also Lohlker 1999:110) cannot

be seen as a phenomenon solely true for the Muslim world only, but a reflection of the zeitgeist.

Qutb’s vision of a corporatist state, based on equality and mutual aid is also found in the state
doctrines of many authoritarian and semi-authoritarian regimes in southern Europe and Latin

America- envisioned a rather utopian economic system, which Qutb called nizam al igtisad al-

2L In his extensive work about the life and work of Oswald Spengler, Boterman precisely analyses the intellectual
world of Wilhelmine Germany, which in some way, regardless of the specific historical context shows some re-
semblance to modern day discussions in the Muslim world. Botermann states: ,,Als Gegengewicht gegen die Ato-
misierung der modernen Gesellschaft wuchs das Bediirfnis nach einem neuen Synthesegedanken und einer har-
monischen Volksgemeinschaft ohne sozialékonomische Gegensatze. Auf vielfaltige Weise suchte man nach einer
verloren geglaubten Totalitat” (Botermann Spengler: 52)

22The “new political economy” proposed by Lenin and the manifesto of the German National Socialist party- to
mention the two “ends”.
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islam.?® According to him, the ground principles of this system were charity, mutual solidarity,
and social welfare. Riba, on the other hand, was used as an antonym, a characteristic of today’s
“rotten world,” based on greed, ignorance and fraud.

The economic framework of the contemporary understanding of »iba was delivered by John
Maynard Keynes?*. Keynes contradicted the dominating school of economic thought of his time
and created an economic model, putting fiscal policy in the foreground. In his magnum opus,
The General Theory of Employment, Interest and Money, he tried to put the role of savings and
consumption in a national economy under scrutiny, introducing the definition of “marginal ef-
ficiency of capital”. In basic terms, he assumed that the higher the interest rate in a national
economy, the lower is the real output, as economic actors will tend to save more, rather than
invest their capital into the real economy. Thus high interest rates result in low economic growth

and lead to higher unemployment.

Influenced by the aforementioned schools of thought, today’s intellectual discussions about
riba predominantly use the term as a synonym for interest. The self-defined goal of an “Islamic
Economy” in basic terms is to establish an economic system based on solidarity (takaful), co-
operation (ta ‘awun) and zakat (c.f. Lohlker 1999:309), where economic surplus is given to the
poor, whereas riba symbolizes exploitation, usury and greed (cf.Nienhaus 1982: 217ff). Not-
withstanding criticism both from economic and fighi perspectives®, current Islamic Finance
seems to adapt a rather one-sided view on riba that ostensibly neglects the complexity of the
problem.

To demonstrate a widely accepted understanding of »iba in contemporary Islamic finance, we
have picked an example from the popular literature. Faleel Jamaldeens’s book “Islamic Fi-
nance” was published in the “For Dummies” series and according to the author primarily was

dedicated to a non-Muslim audience. Jamaldeen states:

23 In the discussion of the ayat ar-riba Qutb states
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(Qutb 2018: 412)

24 According some sources, Maudiidi used to refer to Keynes as the first Muslim economist (c.f. Jackson
2011:83ff). Modern time exegetes and scholars like e.g. as-Sa‘rawi also often refer to Keynes (cf- Lohlker
1999:287ff).

25 While the first point out the excessive reliance of an “Islamic Economy” on Keynesianism (in this regard see
also Nienhaus, Volker. Islam und Moderne Wirtschaft. Graz: Styria Verlag 1982.: 216ff; Lohlker 1999 289-290),
the second the complete disregard of different legal opinions and specific historical context. (Lohlker 1999: 287)

34



Riba (sic) is prohibited in Islamic law because it creates injustice in society and, as | note earlier in the chapter,
Islam and social justice are inseparable. In ariba (sic) based transaction, the owner of the wealth gets return without
making any effort. [...] From the Islamic point of view, in a riba (sic)-based transaction, the lender uses the mis-
fortune of the borrower in order to acquire wealth, which is unjust. For these reasons, such a transaction cannot be
sharia-compliant ([Highlighted by VF]!). (Jamaldeen 2012: 16)

Jamaldeen’s further explanations are even more remarkable:

The prohibition against riba (sic)-based transactions means that Muslims should not take out loans from conven-
tional banks (I-[V.F].), invest in interest-based products (such as conventional certificates of deposit, savings ac-
counts, and bonds), or invest in funds that purchase the equity of firms that promote interest-based products (such
as conventional banks). The birth of the Islamic finance industry in the second half of the 20" century provided

modern Muslims with their first access to financial products that respect such prohibitions (ibid.)

3.3 Excursion: Gambling and the Quran

In the subsequent topic we will handle an issue that is not conventionally bound to the economy

but is often brought up in connection with highly speculative businesses, such as derivatives.

The common Arabic expression for gambling is gimar. Maysir was the name of a highly pop-
ular game of chance in pre-Islamic Arabia. According to the encyclopedist an-Nuwayri (1272-
1332), it used to be a game where a number of people got together and bought a camel. After
slaughtering the camel, the people divided it into 10 parts. Afterwards, one of the gathered men
distributed 11-labeled arrows without heads or feathering. The parts of the camel were distrib-
uted among the men, accordingly which arrow they took (an Nuwayri- cited from Huber
1883:4). Often the winner gave his part to the poor, demonstrating his generosity (Huber 1883:
4). Therefore not participating in the game was considered as a socially frowned upon behavior
(ibid: 5). Notwithstanding, maysir was also a very risky game, where participants often lost

their entire belongings and was also often a source of conflict among ancient Arabs.

There are two key spots in the Quran where maysir is mentioned. According to the time of
revelation, 2:219 seems to be the older verse: (c.f. Noldeke 1909: 134-135)

V) AT A SR ) 8 ) shath 13 6 G5 gy RT L)y W il T ) Lagad OB il addl e ol
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(Quran, 2:219)

They ask you (O Muhammad SAW) concerning alcoholic drink and gambling. Say: "In them is a great sin, and

(some) benefit for men, but the sin of them is greater than their benefit." And they ask you what they ought to
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spend. Say: "That which is beyond your needs." Thus Allah makes clear to you His Laws in order that you may
give thought." (Quran 2:219)

The second and supposedly the later revealed verse that deals with maysir in detail is 5:90:
AL AT 5 A6 U a8 (5 b AV 31 Sty Dl 5kl L) 1sial (ol G

Quran, 5:90

O you who believe! Intoxicants (all kinds of alcoholic drinks), gambling, Al-Ansab, and Al-Azlam (arrows for

seeking luck or decision) are an abomination of Shaitan's (Satan) handiwork. So avoid (strictly all) that (abomina-

tion) in order that you may be successful.(Quran 5:90)

In 5,90, maysir is mentioned in connection with samr, ansab and aziam. Hamr can be inter-
preted as wine, but also as poison or toxin (Lane 1863: s.v. hamr). So there was a more or less
a broad agreement among Muslim scholars that the term refers to alcoholic beverages in gen-
eral. Nusb (pl.: ansab) is according to Hans Wehr a “statue”, an “idol”, a “graven image or a
monument.” Lane explains it as a stone of worship, where ancient Arabs used to sacrifice ani-
mals (Lane s.v. nusb). Zalam (pl.: azlam) is an expression for an arrow without head and feath-
ers (Wehr 1979: s.v. zalam) that was used by the early Arabs for lottery purposes.

Similar to the aforementioned ban on riba, we can recognize a tendency to a more stringent
treatment in the later revealed verse too. It is noteworthy that in contrast to the previously men-
tioned ayat al riba, we find more indications both regarding the reason and the object of disap-

proval.

With the help of the broader context given in the verse, most exegetes came to the conclusion
that the purpose ( ‘illa) of this verse was directed against items acquired easily without any effort
like gambling and actions with an unpredictable outcome in general. At Tabari gives us the

following explanation:
Aty Cpmbiiad) G eliardl 55 glaedl g 855 3Ol e 5 eSS (e 4y Jalll (a4 Lad el Ll
(at-Tabari 2:219)

And concerning maysir it distracts from the recitation of the name of God and prayer, furthermore it is a cause of

enmity and hatred between those who gained [their wealth] with ease.

(at-Tabari 2:219)

Zamahsar1 suggests treating all types of games of chance like backgammon and chess (sic!) the

same way as maysir. (ZamahsarT:, al-kassaf ‘an haqa’iqi ’t-tanzil, Cited from: Huber 1883: 8)
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(Zamahsari, cited from Huber 1883:8)

The question, whether maysir is a specific game, or a synonym for all gambling activities is

also seen by ar Razi as a central question. He states the following:

Sl Ghnall ad S Gunall e sl sl 4o 5 S
(ar-Razi 2018 [1209])
“Everything, where risk is involved is considered as maysir. Even when children are playing with nuts.”

For ar-Razi it is crucial whether money is involved in the game or not. He states, when chess is
played without money or betting, it is not considered as maysir. Ar-Raz1 argues that if some-
body earns his wealth without any effort, he becomes frustrated and does not appreciate the
money he earned and this leads to enmity between people. From today’s point of view, it is
remarkable that ar-Razi also exhaustively discusses the positive aspects of consuming alcohol
and gambling. Alluding to the ancient Arab practices, he then mentions some gamblers, who
distributed their wealth among those in need (ar-Razi 2018 [1209]).

The second half of verse 2:219 (sl Ji ¢t 13 &ti4ilss) is also interesting for our purposes
because some scholars assume there is an economic reference. In the following, we will put

some exegeses of the classical and modern time under scrutiny.

In the Ayat we can find two terms that are crucial to the meaning of the verse. While the mean-
ing of nafaga is more or less clear (to be spent, to be exhausted), in the case of the word ‘afw
there is some ambiguity. Hans Wehr translates the term as “pardon, forgiveness” (in the sense
of ‘afwan- “I beg your pardon”), but also “kindness, favor, or surplus.” Bravmann argues that
‘afw was a synonym for fadl (i.e.: surplus, quantitative superiority-) (Bravmann 1963: 30).
However the different interpretations of other verses where this word also occurs, contradicts
the general acceptance of Bravmann’s assumption.?® Most classical exegetes, who we analyzed,
interpret verse 2:219 the same way, thus Bravmann’s assumption may be at least partially true.
At-Tabari clearly tends towards interpreting the verse in an economic sense, i.¢. in the sense of
surplus but he also exhaustively discusses other interpretations. Ar Razi also prefers an eco-

nomic interpretation, arguing that the word ‘afw basically has the same meaning, no matter in

2% Note the different English translations of verse 7:199 (Gablall e Cmyel; canally S5 il 2
Sahih International: Take what is given freely, enjoin what is good, and turn away from the ignorant.
Muhsin Khan: Show forgiveness, enjoin what is good, and turn away from the foolish (i.e. do not punish them)
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which context. According to him, forgiving sins and helping people in need both provide a kind
of relief or facilitation (ar-Razi 2018 [1209]).

Summing up, maysir was seen as an item or an advantage which is acquired easily without
effort and work. The quranic context in which the word is mentioned clearly indicates a refer-
ence to games of chance. Fighi discussions also point in the direction of interpreting maysir as

unjust enrichment.

3.4 garar

In recent literature on Islamic finance, the Arabic term garar and the English word “risk” are
often used interchangeably.?’? Such an interpretation of garar is inaccurate. As we have seen

in chapter 2.5.3, risk in finance terms usually connotes an objective measure of uncertainty.

On the other hand, garar in Arabic has a clearly negative connotation. In its basic form, the
verb garra/yagurru means to “mislead, deceive, beguile, to delude”. In the second stem it is
also used in the sense, “to expose to danger, imperil, jeopardize” (Wehr 1979: s.v. garra). Lane
also translates garara as “He (the devil) deceived him, beguiled him, made him to desire what
was vain, or false.” (Lane 1863: s.v. garra). In this sense, the word appears in the Quran several
times, as in verse 82:6:

S0 &l @58 L ey Gl g
(Quran, 82:6)

O man! What has made you careless?® concerning your Lord, the Most Generous?

(Quran, 82:6)
3.4.1 garar in hadith literature

Unfortunately for us, garar in an economic sense (bay ‘ al-garar-lit. garar sale) never appears

in the Quran. Notwithstanding, we have many records from the hadith literature where bay  al-

2" The London based Institute of Islamic Banking and Insurance (11BI) defines garar as follows: uncertainty,
hazard, chance or risk.(1I1BI 2018)

In his book “understanding Islamic finance” Muhammad Ayub defines garar as hazard, chance, stake or risk
(p.58)

In chapter 3.3.3 we will deal with the contemporary understanding of garar more in detail

2Rosenthal argues that the European term risk has its origin in the Arabic word rizq (property, wealth, fortune).
There is no clear scientific evidence for that argument however. (Serjeant 1975)

29 |n other English translations also ,,what has deceived you“
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garar is explicitly or implicitly mentioned. In the following we will pick several hadiths from
all major hadith collections that significantly shaped the legal interpretation of bay  al-garar in

later times.

We will start our analysis with Sahih al-Buhari. Within the extensive volume Book of Sales and
Trade (kitab al-buyu ‘) Buhari devotes an entire chapter (bab =lit. entry, doorway) to garar
which carries the full title “babu b1 i-1 garari wa habali-l habalat,i” (chapter about the selling
of garar and unborn livestock). Admittedly Buhari does not give us a further definition of garar
but in this context he mentions several trading practices from pre-Islamic times that may be
interpreted as garar. One of them was habali-l zabalati a trading practice where unborn camels
were bought and sold. Munabada and mulamasa were further trading practices which
Muhammad explicitly forbade. Both referred to business transactions where the vendee had

limited possibilities to examine the goods to be bought (al-Buhari, buyii).

The hadith collection of Muslim b. al-Haggag, (widely known as Sahith Muslim) deals with
garar in connection with /asa transactions (bay ‘ al-hasa), a fairly popular practice in pre- Is-
lamic Arabia, where the subject and extent of a bargain were often decided randomly by throw-
ing pebbles. In other respects, he dwells on the trading practices kabali-l sabalati, munabada

and mulamasa, which we have discussed above. (Muslim, buyti ‘)

Similar to al Buhart and Muslim, the Musnad of Abli Dawiid also dedicates a whole chapter to
business and trade. In addition to the aforementioned trading practices, he states:
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(Abt Dawid, buyt‘ 57)

And he (the Messenger) forbade forced contract, one which involves garar, and the sale of fruits before they are
ripe.

(Abt Dawud, buyt' 57)

As for bay ‘ al-mudrarra (lit. forced sale), the probable meaning of the word is the coercive
selling of certain goods far below their actual price. This hadith is especially interesting for us
because it also forbids the sale of unripe fruits. Contemporary figh scholars often interpret this
hadith as a ban on vending of all kinds of items that are not yet at the sellers’ disposal, as a
consequence justifying the ban on future and option contracts (See chapter 5.2)
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Among all main hadith collections we have dealt with thus far, Tirmidi gives us the most exact

definition of garar. He aims to define the fabali-l zabalati sale, clearly classifying it as a garar
transaction:

DA g s Ca a5 el G Sie £ slda s A £ £ ALl i

(at- Tirmidi, buya‘ 29)

Speaking of the abali-l abalati it is the product (offspring) of a product (offspring) [of an animal], whose selling

is invalid according to scholars. Moreover it is a [kind of] garar sale.
(at- Tirmidi, buyi‘ 29)
His further explanations are even more interesting for us, as they may be understood as a pos-
sible indication to an early form of a “time contract”:
s (e QS 5A55 L) o ikl Ay () ) Ay oLl b L) 2 580 g g ey i) 06
(at- Tirmidi, buya‘ 30)

AS-Safi ‘T said: "garar sales include selling fish that are in the water, selling a slave that has escaped, selling a
bird that is in the sky and [kinds of] sales in this direction. (at- Tirmidi, buyta‘ 30)

Further on, in the context of the transparency of business transactions, he states:
oAl oy 58 e i 8 Al il S 535 5 Gl (el il § 81l (ony il 5 15 S el T e 1% e (3l
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(at- Tirmidi, buya‘ 70)
And to muhaffala sales, refused by scholars, following is applied: It is a milk producing animal, which is not

milked by his owner for days to accumulate milk in his udder with the intent to deceive the buyer. And this is a

form of fraud and garar.
(at- Tirmidi, buya‘ 70)

Summing up, the definition of garar in hadith literature is vague. All main transmitters of the
sayings of the Prophet agree on the bad character of garar and that it is to be avoided. Very
often, the term is used in connection with dubious business transactions of the time, i.e. bay
al-musrarra, munabada and mulamasa that may damage one of the business parties, and ban-

ning those practices might promote good business morals.

While they were often alluding in their traditions to time deals, it is still questionable whether
Muhammad’s sayings on garar can be interpreted as “risk” or “uncertainty” in modern finance
terms. Within the framework of contemporary financial terminology, the ban on garar in the

sunna is closer to the principle of minimizing asymmetric information and moral hazard. Figh
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literature is probably more informative in this regard. In the following, we will turn our attention

to some main works of traditional figh literature concerning garar.

3.4.2 garar in figh Literature

First we will analyze the relevant chapters from al Gaziris al figh ‘ala 1-madahib al-arba‘, an
extensive reference literature for all four main Sunni schools of jurisprudence. Subsequently,
we will put the law book of Malik ibn Anas under scrutiny. Malik’s magnum opus, widely
known as Muwatta,” deals very exhaustively with garar, specifying its further characteristics
with examples from the hadith literature and subsequently giving a detailed interpretation of it.
It is worth mentioning that al Gaziris work had an enormous impact on later scholars like Ibn
Taymiyya and Ibn Qayyim, so we will deal with Muwatta’ explanation of garar in greater de-

tail.

Firstly al GazirT mentions garar in connection with “selling birds in the sky”. Gaziri mentions
that according to the §afi‘i school this was not permissible since the result of the transaction
cannot be determined (maghil al- ‘agiba). Nobody can guarantee that he can catch a bird in the
sky. Unlike bees, birds are not bound to a particular permanent location (al-Gazir 2003: 2/209).

Gaziri defines garar in greater detail in the subsequent chapter, where he examines contract
conclusions prior to the seizure of goods (ibid 2/210 ff). GazirT speaks of a garar sale, either
when both parties of contract agree on concluding a deal and the exchange value is unknown
or the realization of the delivery is dubious. As a typical example of the latter case, Gaziri
mentions the sale of fish in the water, or birds in the sky. Albeit GazirT interpretations on garar
are vague, they give a certain reference to “short sales”, i.e. where one contract party sells an
item that he does not physically possess.

Malik ibn Anas’ interpretation of garar is far more exhaustive. Anas’ main work Muwatta’ is
considered as one of the first legal works of Islam, emerging in the early ‘4bbasid period. The
main characteristics of this extensive work is that it combines both hadithand figh, aiming to
establish a practical legal framework based on the Quran and sunna. With his opus, Malik aimed
to consolidate the very diverging legal opinions regarding the most elementary questions, which
is also reflected in the choice of the name of the book, (muwaysfa '=smoothed path) (Schacht
2012b).
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First Malik puts muzabana and muhagala transactions in the context of garar. Both transactions
were mentioned in the hadithliterature and connote the sale of goods for items of lesser value.
While muzabana and muhdalaga meant originally the exchange of specific items®, Malik argues
that the hadithcould be applied for all kinds of products in order to guarantee the cleanness of
business transactions. Furthermore Malik defines muzabana as a lump sale (bay * al-guzaf),
where the buyer lacks the information regarding both the quality and the quantity of the goods
bought. In its character, muzabana could be a typical case of asymmetric information in modern
terms, where one of the contracting parties has less information about the product than the other.

In connection with such transactions Malik states:
oy Ui Al G A1 130 835 Sl 58015 S llandl 43 L Gl (i
(Malik, buyi‘ 1318)

This is not a sale, as it is risky (muiatira), garar (fraudulent) and gambling like (gimar), therefore it cannot be

considered as a valid transaction.
(Malik, buyt‘ 1318)

This statement is remarkable, because it puts garar into a direct connection with gambling
(gimar). The central message of Malik in this connection is clearly directed against fraud and
less against risky transactions, where the outcome of the transaction highly depends on external
factors, unalterable by either of the contracting parties. To highlight the conceptual difference
we will give another example from Malik:
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(Malik, buyt‘ 1365)
[...JANnd following [types of transactions] belong to garar and risky transactions: A man intends to set the price
for a stray animal or an escaped slave at fifty dinars. A[nother] man says, ‘I will take him from you for twenty

dinars. [This means] if the buyer finds him, the seller loses thirty dinars , and if he does not find him, the seller

takes twenty dinars from the buyer’
(Malik, buyia‘ 1365)
In contrast to these cases, this one clearly reflects a situation, where risk is involved in the

transaction. We have two possible future outcomes, with two different revenue structures for

the participants. In scenario A) if the buyer finds the lost item with the probability p and B) if

% muzabana was selling fresh dates for dried dates. mukagala was buying unharvested wheat in exchange for
threshed wheat and renting land in exchange for wheat (Malik, buyt‘ 1317 )
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he does not find it with the probability 1-p. Moreover we have two possible actors with different
profit expectations. The Seller (Buyer) has a yield of +50 (-50) (purchasing price)-30 (+30)
(finding fee to the buyer), total=+20 (-20) Dinar in Scenario A. In scenario B he has a revenue
of +20 (-20) Dinar. Thus both actors show risk-aversive behavior since they prefer secure pay-
ments rather than insecure payments with a higher volatility. If they had not concluded the

transaction, they would have a revenue of -50 (+50) in scenario A, and -50 (0) in scenario B.

Malik’s argumentation against such practices is that the goods to be sold may have decreased
in value by the time of contract performance, i.e. it may have acquired some kind of disease or
other flaws. In order to stress his concerns, he gives another example:
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(Malik, buya‘ 1365)
We argue that garar and risk (mujatira) are involved, when somebody sells the fetus of a woman or an animal,
since one does not know whether he comes into the world. If he succeeds, one does not know, whether he is going

to be beautiful or ugly, whether sane or disabled, whether male or female. And all these things make a difference

in the price.
(Malik, buyt‘ 1365)

This case is clearly directed against transactions involving uncertainty albeit it is highly argua-
ble whether Malik or classical figh in general forbid risk (mu/atira) in business transactions as
such. In this connection Ibn Taymiyya (1263-1328) claims:
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Ibn Taymiyya (cited from As-Suwailem 2000: 65)

And concerning risk (mujatira), there is no evidence in the sharia that everything is forbidden that involves risk.
After all we have been taught that Allah and his Messenger did not outlaw risk and every dubious transaction
which may result in profit, loss or zero balance. And there is no evidence in the sharia that all these kinds [of
transactions] shall be forbidden and there is no analogy. However according to the sharia, it is necessary to ban
things that include making illegal profit [lit. Eat wealth for nothing]. It is also forbidden to make illegal profit, if

there was no risk. Risk as such is not forbidden. (cited from As-Suwailem 2000: 65)

Summing up, the explanations about garar given in the figh literature only partly correspond to

our modern understanding of risk and uncertainty. We have analyzed merely a small fraction
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of the exhaustive figh literature produced during the history of Islam. On the basis of this ma-
terial, we can more or less draw the same conclusion as in the hadith chapter. The guiding
principles of the arguments given against garar are founded on the protection of both of the
contracting parties against fraud or malevolent business behavior. Thus, the prevailing objec-
tions against garar seem not to concern performing risky transactions per se, but the application
of risk and uncertainty in order to increase one’s wealth at the cost of other contracting parties.
The argument that the execution of the contract lies in the future, and therefore risky is unten-
able from a fight perspective, considering the fact that classical figh knows a wide spectrum of
time deals and other transactions that bear considerable risk. We will also cover these issues in
more detail in a later chapter but next we will scrutinize some aspects of the contemporary

discourse on garar.

3.4.3 The contemporary understanding of garar

First we will start our examinations with some sources from the non-scientific or semi-scientific
literature, in order to get a rough picture on the popular understanding of garar. Subsequently
we will put some contemporary scholars under scrutiny and try to recapitulate the key points of

the current discussion.

In the first category, we have picked two scholars who both teach introductory classes about
Islamic finance to the general public. The first is Mr. Almir Colan, director of the Australian
center of Islamic finance. According to his own words, he is “also an adviser to number of
institutions that provide Islamic finance and member of a working group at AAOIFI” (Colan
2017). Parts of Mr. Colan’s online classes are also available online and according to the number
of views on YouTube, they enjoy high popularity (approximately 20,000 hits). Mr Colan de-
fines garar as “showing something, what it is not”. Subsequently he gives some examples of
contemporary finance practices, which may be considered as garar: Among others these are:
1) transactions involving ignorance and lack of transparency; 2) collateralized debt obligations
(CDOs) 3) derivative transactions (forwards, futures and options). As an explanation Mr. Colan
states that “these things are built for people who really don’t want to engage in real life, just
want to speculate” (Colan 2018: 38' 58"). In the following he aims to prove his arguments with
rather trivial newspaper articles about the global financial crisis, whose portrayal is of lesser

relevance for our current purposes.
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The second scholar is Mr. Faleel Jamaldeen, assistant professor of Islamic and conventional
finance, author of the introductory book Islamic Finance for Dummies. Jamaldeen classifies
garar contracts as “transactions based on speculation, which were generally prohibited under
sharia” (Jamaldeen 2012: 341). He argues they were prohibited- - because they were not trans-
parent and neither party had complete information about the quality and the quantity of the
items sold. (ibid: 85). Subsequently he deals with garar in connection with insurance products
and states that “The elements of uncertainty (gharar-sic), gambling (maysir-sic), and interest
(riba-sic) make conventional insurance products prohibited risk-sharing instruments for Mus-
lims” (ibid: 294).

Although scientific literature is more diversified, the contemporary interpretations of garar
seem to point towards one direction most of the time (i.e. interpretation of garar as risk). For

the purposes of the current paper, we have examined three scientific articles.

The first article written by Sami al-Suwailem (as-Suwailem) embeds garar in a context of game
theory. He argues that in modern terms, garar could be best possible described as a zero sum
game. As we recall from chapter 2.5.4, a zero sum game is an archetypical game model, where
one participant can only gain advantage at the cost of another, while the overall welfare remains
the same. According to al-Suwailem (as-Suwailem), the zero sum model could be helpful to

Muslim jurists in order to distinguish tolerable risk from excessive garar.

The second article, written by Mahmoud A. El-Gamal, advocates translating bay ‘ al-garar one
to one as trading in risk, because risk in European languages this also connoted “danger or loss”
(El-Gamal 2001: 5). ElI Gamal disagrees with Suwailem inasmuch as garar covers a high vari-
ety of transaction types, considered as zero sum games. Instead, he integrates garar into the
framework of prospect theory (chapter 2.5.3) whereby individuals seem to engage in risky
transactions if their overall expected gain was low, but their potential gain was high. EI Gamal
asserts that this was true not only for gambling, but also for concluding insurance contracts and
trading with derivatives (Ibid.: 25). EI Gamal argues for a ban on such transactions and claims
that prohibiting such transactions would be at “worst efficiency neutral, and at best efficiency
enhancing” (ibid.).

The third scholar, Abdul-Rahim Al-Saati also argues in favor of interpretation of garar as risk
and states that “The Muslim jurists” perception and implication of risk and uncertainty is not
far from those of economists” (Al Saati 2003: 5). Al Saati argues that the term tagrir meant

deception and misinterpretation that also embraces exposing oneself and others to jeopardy.
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(Ibid: 4). Subsequently Al-Saati mentions some examples from the hadith literature in order to
justify the ban on garar. Al Saati distinguishes between garar that is tolerable and garar which
is not tolerable. He argues that consistent with the Islamic principle of maslaka (public interest),
garar in transactions with derivatives could be reduced and risky transactions could be tailored
to the needs of the Muslim community and this was primarily the task of modern Muslim jurists.

Although he does not further explain the exactly how this can be done (c.f. Ibid 15).

Summing up, the term garar, -similarly to riba-underwent substantial reinterpretation. While
nonscientific literature often tries to place the obscure term in an ideological context, modern
scholars attempt to integrate it into the framework of modern economic thought, as we have
seen in the case of game theory and prospect theory. Vogel and Hayes speak of “Simplification
and Rationalization” and the “adoption of Western terminologies and Western intellectual tools
and methods” (Vogel / Hayes 1998: 44). In this context, garar has widely become a synonym
for risk and uncertainty, often in connection with “speculative businesses” as in our special

case, derivative trading.
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4. Current state of research

In the last two decades, the list of books, scholar works and other publications on Islamic fi-
nance has grown to a vast quantity. With the worldwide spread of Islamic financial institutions
and the global financial and economic crisis, the propagation of the “Islamic economy” gained
a new momentum and many publications were published in order to make the topic familiar to
laymen. The scientific quality of these works is highly questionable. Instead of an analytical
and critical approach, a many of these works simply follow the principle to prove the moral
superiority of Islamic economy and finance in a comparative way with current speculative and
thus morally condemnable “Western” practices®!. Often apologetic aspects come to the fore-

ground at the cost of scientific reasoning.

Many authors adapt the thesis of a continuity of an “Islamic Economy” from the Medinan times
to the 21% century without reflection. For example, Jamaldeen, the Author of the introductory
book Islamic Finance for Dummies states: “Although the modern system of Islamic finance is
young, the true history of Islamic economics dates back about 1,400 years to the time of the
Prophet Muhammad (pbuh) and the birth of Islam” (Jamaldeen 2012: 43). Unfortunately we
can find such generalizations very often, not only in the popular literature.

Despite its increasing relevance, “Islamic economy” and “Islamic finance” falls outside the
main field of interest of Western Islamic studies. Nonetheless, many important aspects of the
“Islamic Economy” have been mapped by the 1990s. Among them we would especially high-
light the work of Volker Nienhaus. In his book Islam und moderne Wirtschaft (Islam and the
Modern economy), Nienhaus, who is himself an economist, outlined the basic features of an
Islamic economy as early as 1982 and undoubtedly played a pioneer role in this field.

As a result of the fall of communism, Islamic finance gained a new thrust which at that time
took the place as a real alternative to the predominant neoliberal economic model. While until
the 1980s there were many attempts to formulate Islamic principles on a theoretical level, (pri-
marily as a result of the prevalence of political Islam in Iran and Pakistan), in the 1990s many

pivotal practical aspects of Islamic finance have been formulated. One example is Presley’s and

31 In this respect we tend to agree with the observations of Lohlker (1999) and Mallat (1993): “[...] many of the
works tend to dabble in generalities and to err in a lack of rigour which prevents the emergence of a serious and
systematic literature. The recent “fad” of ““Islamic economics™ has impressed the production with an urgency
that has kept the literature produced so far to a superficial and repetitive standard” (cited from Lohlker 1999:9)
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Sessions’s (1994) article dwelling on the economic aspects of Islamic profit and loss sharing
(mudaraba) (Presley / Sessions 1994).

Not of less relevance were the new scientific approaches to riba. As we have outlined in the
previous chapter riba, the key element of any Islamic banking operation, was widely shaped by
the Muslim theorists and renovators in the first half of the 20" century. Until the early 1990s,
the topic was studied mostly by Muslim economists, who often adopted the Quranic expression

in order to draw parallels to contemporary economic practices.

In the1990s, the rapid development of Islamic banking demanded a more diversified approach
in this matter. In his 1994 statement (“Elimination of Riba, Concept and Problems”), the Paki-
stani economist Khorshid Ahmad already used a more sophisticated argumentation and re-
vealed a possible distinction between interest and usury (riba) (Ahmad 1994: 89). At the same
the topic has awakened some interest among Western scholars predominantly from the domain
of legal sciences®3. While Wichard Johannes Christian’s work “Zwischen Markt und Moschee”
(Between Market and Mosque) (1995) was an aspiring attempt to examine the Islamic law of
sale from a historical, analytical perspective (Krawietz 1996), Florian Amereller’s “Hinter-
grinde des ‘Islamic Banking’" (Backgrounds of Islamic Banking) has examined the topic from
the perspective of current legal practices of the Arab states. Similarly to the both mentioned
works, Rudiger Lohlkers” “Das Islamische Recht im Wandel” (Islamic Law in Transition -
1999) also examined the issue of riba from a legal perspective. Lohlker focused on the trans-
formation of the term riba since the era of classical Islam. During this ambitious endeavor, he
compared several important thinkers of the four main schools of Islam with contemporary dis-

cussions in Egypt.

The 1990s were also the time when through the divulgence of takaful and sukik products the
growth of Islamic capital markets accelerated. Muslim scholars started to deal with a possible
development of Islamic capital markets (and as a result also with options and derivatives) in a
more scientific manner in the end of 1990s. Obaidullah (1998), Al-Suwailem (1999,2000), and

32 For instance Fazlur Rahman, leading Pakistani scholar on Islamic matters at the conclusion of his extensive
work on riba and interest (1962) stated: “As long as our society has not been reconstructed [...], it would be sui-
cidal for the economic welfare of the society and the financial system of the country and would also be contrary
to the spirit and intentions of the Qur’an and Sunnah to abolish bank- interest. [...] It would be necessary for
every citizen of Pakistan to work arduously and with an untiring zeal to reach the desirable goal of reducing
bank-interest to the zero point.” (Rahman 1962:62)

33 We have to admit, because of our location, German literature is disproportionally represented in our reference
list.
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El-Gamal (2001) were three of the first scholars, who have also seriously studied Western op-
tion evaluation theories and made the first attempts to design possible evaluation methods for
Islamic options and garar. On the other hand Hasim Kamali’s Islamic commercial law- An
analysis of Futures and Options (2006) was a decent endeavor to approach the problem from
an Islamic legal (figh) perspective. In contrast to its title, the book almost exclusively focuses
on futures. Despite its high scientific quality, judging from a sheer quantitative perspective, the
279 page book deals with options on only 23 pages. In our opinion these four works remain the
most sophisticated scientific elaborations on the subject and their findings also form the back-

bone of our current thesis.

Since the mid 2000ies, the scientific process on Islamic options and derivatives has seemingly
stalled. Notwithstanding several attempts from Muslim scholars to draw the attention of the
public to the issue. Sherif Ayoub’s Derivatives in Islamic Finance: Examining the Market Risk
Management Framework (2014) and Samir Alamad’s “Financial Innovation and Engineering
in Islamic Finance” (published by Springer Verlag in 2017) were promising attempts, which
summarized the current state of research well, yet they barely offered any new findings in the
area. Both works failed to shake off the common apologetic bias towards Islamic Finance,

which in our view seriously hinders an earnest scientific approach to the subject3“.

Currently, financial options do not belong to the main research field of Islamic finance. In the
Sammelband, edited by M.Kabir Hassan and Michael Mahlknecht, Islamic Capital Markets
(2011), there are only sort 14 pages about this topic®, which is in our view- given the entire

book has 428 pages- is somewhat meager.

Moreover a real scientific discussion is also further complicated by the fact that Western scien-
tific and scholarly literature seemingly ignores this subject. John Hull’s commonly acknowl-
edged standard work on the topic Options, Futures and Other Derivatives (whose 10" edition
published in 2018) does not handle Islamic Options even in a footnote, not to mention other

acclaimed standard works on options and derivatives.

Nevertheless, we hope that there will be positive changes soon and a sophisticated standard
literature will be released in the near future. Alamad’s (2017) excuses why Islamic scholars are

reluctant to deal with the subject are that the complexity and diverse practices of modern options

34 Admittedly an “objective” analysis on a scientific basis wasn’t the designated goal of the two authors either:
Alamad (2017) states in the introduction of his book that his work aimed “to explore what constitutes a reli-
giously guided process towards financial innovation and engineering” (p.6)

35 Written by Valentino Cattelan ,,A New Model for Options in Islamic Law* (p.201-219)
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would pose a challenge for the average figh scholar and secondly that derivatives in general are
still associated with a negative bias in Islam finance (Alamad 2017: 149)) are no longer ac-
ceptable, given the fact that in the meantime many Islamic research institutions specialized on

capital markets globally. A few of them are:

The Bahrain-based Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI). The organization was established in 1991 and meanwhile has grown into the most
significant benchmark institutions for Islamic financial products and institutions. The AAOIFI
organizes annual Sharia conferences and regularly releases publications and statements primar-

ily on accounting standards and Islamic product evaluation (Homepage: www.aaoifi.com). Alt-

hough there has been news regarding the AAOIFI establishing standards on Islamic derivatives

(Marsh 2009), there has been no actual news on the internet about this matter since then.

The Islamic Research and Training Institute IRTI is a department within the Islamic Develop-
ment Bank and its primary organizational unit is Islamic Finance research. Its main profile
includes advisory training services and development of Islamic Finance products (Homepage:

http://www.irti.org/English/AboutlRTI/Pages/default.aspx).

The International Islamic Figh Academy (IFA), based in Jeddah (Gidda), primarily deals with
Islamic legal matters. It periodically releases resolutions concerning all main areas of civil and

economic matters. Homepage: http://www.iifa-aifi.org/.

Moreover, there are several institutions in other parts of the Muslim world. To mention a few
of them: The Malaysian-based International Shari’ah Research Academy for Islamic Finance
(ISRA), the Persian government institution Markaz-e Tahqiqat-e Eqtesad-e Eslami (Islamic

Economy Research Center- (Homepage: http://ierc.sbu.ac.ir) and also the Iran-based Securities

& Exchange Organization (Homepage:https://en.seo.ir/), not to mention the large number of

Pakistani institutions which are devoted to this field of research.
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5. Options in Islamic Finance

5.1 The IFA Resolution of 1983 on stock exchange operations3®

Source: IFA 1983

There are several official statements from Muslim scholars on options and derivatives. Within
the framework of this paper, we will only deal with the IFA Resolution of 1983 more in detail.
Firstly in our view it fairly well represents the restrictive stance of contemporary Islamic finance
towards derivatives that has not significantly changed since the 1980s%". Secondly the resolu-
tion is still widely debated in the latest expert discussions and literature plus it still shapes mod-

ern discussions about stock exchange derivatives in Islam (e.g. in Alamad 2017: 145).

The Islamic Figh Academy (IFA) Saudi Arabia is one of the most influential institutions on the
Arabian Peninsula dealing with Islamic legal matters. The academia was founded in 1981 with
it’s headquarter located in Jidda (Gidda). The IFA releases official statements on societal, eco-

nomic and also cultural matters on a regular basis.>®

The resolution we will deal with is divided into four parts. In the first part the Islamic Figh
Academy defines the group of instruments in detail to which the resolution applies. In the sec-
ond part it specifies the positive economic aspects of stock market instruments, and in the third
part, the document discusses its negative characteristics. In the fourth and last part the authors

draw a conclusion.
First the IFA defines the following products and market operations they examine:

- buying and selling stocks and company shares on the stock exchange

- Commercial and governmental bonds and commodities.

3 The resolution is part of a bundle, which can be downloaded under http://www.iifa-aifi.org/rr. We have en-
closed the relevant pages in the appendix of this paper.

37 During our research, we could monitor an even more restrictive tendency. For example El Gari’s (Al-Qar1) paper
“Shari’ah position of derivatives” released in the wake of the global financial and economic crisis states: “The
name derivatives are now infamous due to their perceived role in the current crises. Derivatives contributed sig-
nificantly in the process of “financialization of economy”” where the financial sector dominated the whole economy
and forced the real sector to change its way of doing business just to meet the requirements of the financial market.
The real sector shrinks in terms of rate of

growth and profits and contribution to the total income. In the United States the size of the derivative market
reached $56 trillion when the GDP itself is a mere $14 trillion. al-QarT, Muhammad ‘Ali. Shari'ah position on
derivatives. In: Oxford round table (14th -15th April 2009). 2009.-page 6

38 Official link: http://wwuw.iifa-aifi.org/
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Derivatives (‘ugiid al mu ‘aggal)®

Time deals, e.g. forwards and futures (‘ugiid al mu’aggal)

In the second part the resolution presents the positive aspects of such operations:

Derivative, bond and stock markets establish a permanent trading platform, which fa-
cilitates the convergence between sellers and buyers.

They facilitate the financing of industrial, commercial and governmental institutions by
offering shares and bonds for sale.

They facilitate the sale of shares, bonds and loans to others. Furthermore they increase
the company value as the shareholders may sell their shares on the market instead of
distributing the entire profit to the owners.

Through supply and demand mechanisms, they also enhance information exchange re-

garding prices and fluctuations on stocks in bonds and commodity markets.

In the third part of the document, the members of the academy dwell on the negative aspects of

trading on stock markets:

Derivatives whose exchange takes place in such markets are neither real sales nor real
purchases, because no real exchange of counter values ( ‘iwad) materializes between the
two contracting parties.

The seller often sells currency forwards, shares, bonds or goods on the forward market,
hoping that he can acquire them later for a more favorable price on the spot market at
maturity.

The buyer often sells the item he bought to another market participant before he actually
takes control over it, who resells the item again under the same circumstances. Conse-
quently, the sale and purchase of the same item will be repeated until the last buyer
purchases it and seizes the good from the seller who sold the good in the first place.
Technically the last buyer could have bought the item directly from the first seller. All
sellers in-between have sold something they are not in possession of and charged a mar-
gin in in order to make a profit. This is usually what gamblers (mugamirin) do.
Financiers who monopolize stocks, bonds and goods often abuse other market partici-

pants. Monopolists influence small traders on derivative markets to sell their assets in

39 Admittedly the terminology structure used by the IFA slightly differs from what we are used to in conventional
finance. ‘uqud al mu ‘aggal refers to time deals including earnest money. Thus it can both refer to any long position
in both futures and option contracts. On the other hand ‘ugiid al mu’aggal can refer to all kinds of deferred pay-
ments and may include futures and option contracts in a short position. In order to simplify the reading flow, we
have translated ‘ugiid al mu ‘aggal mostly with “derivatives” and ‘uqiid al mu’aggal with “time deals”.
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order those with great market power can buy the derivatives for a lower price before
their expiry date.

Prices on stock markets are not entirely determined by real supply and demand mecha-
nisms. Instead they can be easily manipulated by market makers, monopolists and deal-
ers by spreading false rumors. This leads to abnormal price fluctuations that have a bad
impact on economic life. For example powerful financiers tend to possess a large num-
ber of securities or bonds. Because of the large supply, the prices of those assets start to
drop and smallholders start selling their assets quickly as they fear that the prices of
their assets will fall even further, increasing their losses. As a result, the price of the
assets start to drop even further and the powerful financiers will buy these assets for a
low price, inflicting heavy losses on the vast majority of traders. As a result, many par-
ticipants are deceived by false market mechanisms. Similar practices also often occur

on commodity markets.

Because of these reasons, the stock market has caused big debates among economists, as in

certain periods of the world's economic history it has resulted in the huge loss of wealth in

a short time for the vast majority, while others gained an immense amount of wealth, in-

flicting an enormous damage on the economy.

In the last part, the resolution summarizes the decision of the council in five points:

Ideally the main objective of a stock market is to create a continuous and permanent
place for commercial dealings, where supply and demand converge and the traders buy
and sell. This is good and useful. It prevents the exploitation of small traders, who need
to sell their goods to make their livings. However in reality, stock markets look different.
They pursue outrageous practices, partly prohibited by law like gambling, exploitation
of the weak and gaining wealth at the cost of others (literally: consuming other people’s
wealth). Therefore it is not possible to apply a general rule to stock markets; each case
has to be examined separately, whether it is compatible with the rules of Islam or not.
In deferred transactions ( ‘uqiid al ‘agila), the commodities have to be present and avail-
able at the seller in order to consider them as his possessions. In order to consider a
contract sari ‘a conforming, the transfer of goods has to be specified during the conclu-
sion of the contract.

Deferred transactions ( ‘ugiid al ‘agila) are permissible on company shares according to

Sart‘a, when such shares are in the seller's possession. Companies or institutions that
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pursue activities considered as haram, (e.g. banks that follow riba-based transactions or
companies that produce or sell alcoholic beverages) are not included.
- Options and future contracts on various kinds of stocks bearing interest are not permis-
sible according to sar7 ‘a, because they are riba based transactions.
- All short maturity futures contracts (i.e. on shares and goods that are not in the posses-
sion of the seller) usually practiced in stock markets are not permissible according to
Sart‘a rulings. This is because the contract involves a contracting party who does not
hold the asset at the time of sale. At this point the authors refer to different hadiths,
saying that the Prophet forbade the selling of goods until they were bought by the mer-
chants, as a justification to approve this statement.
- Sart‘a conforming transactions such as salam contracts do not belong to time deals on
financial markets (stock exchange), because there are several differences between the
two forms of contract. (We will examine salam contracts more in detail in chapter 5.2.1).
Based on these findings the Islamic Figh Academy came to the conclusion that officials in
Islamic countries should not leave stock markets unrestricted in their countries (accentuation
by the author). They shall not allow price manipulators to operate freely. On the contrary, they
should require that contracts and transactions entail legitimate methods and prohibit those that
do not conform to sari ‘a rulings. This is necessary in order to prevent financial crises which

destroy the general economy and cause calamities for many people.

Summing up, these arguments against stock markets are presented from a standpoint of moral
economy and not from classical figh. Examples from Quran and hadith or classical figh litera-
ture are rare. Looking into the contents from today’s viewpoint, the resolution contains many
prophetic elements which come to the surface if we consider them in the light of modern eco-
nomic discussions. In large part such speculative transactions were indeed the cause of the re-
cent financial and economic crisis that undeniably caused the loss of many jobs and had a dev-
astating impact on many economies in the Islamic world. Since the points are presented in a
very emotional manner, they lack the required scientific basis both from an economic and also
partly from a fighi perspective. For example the authors of the resolution did not touch on hedg-
ing and risk management methods that are also a key area of application of derivative contracts;
(see chapter 2.3). In addition, the document also lacks arguments from a fighi and does not have
a theological basis. Aside from a few examples from the Quran and hadith literature, the reso-
lution does not refer to any of the aspects of classical fighi debates and also the authors fail to

include time deals and options from the classical period.
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Unfortunately we do not have the resources to discuss all aspects of the resolution within the
framework of this paper. Instead we will have a closer look at what kind of possibilities remain

for time deals and options within the framework of Islamic finance.

5.2. Time bargains in Islamic finance

In this chapter we will continue examining forms of Islamic contracts started in chapter 3.1.4.
This time we will focus on time bargains, particularly on two special forms, salam and istisna -

contracts.

5.2.1. Salam

A salam contract could be best described as a forward purchase in exchange for an advance
payment. Today salam contracts are mostly applied on fungible goods, (Schacht 1964, 1998:
153) in a stricter sense, they are popular in the trade of agricultural products (Vogel / Hayes
1998: 145).

In current Islamic finance practices, the cash is paid in full before delivery. Therefore in their
payment structures, salam contracts are very similar to those of futures. Salam sell or bay * as-
salam was already a known institution in the classical period of Islam. The majority of classical
jurists vindicated this contract form in order that small traders could acquire their goods in time

and guarantee a continued supply of their clients (Latham 2012).

However medieval Muslim scholars raised their voice against the implementation of salam.
Critics often referred to the hadith prohibiting the selling of unripe dates (c.f. Schacht 1964,
1998: 147), which we discussed more in detail in chapter 3.4.1. According to them, salam con-
tracts infringed on two basic principles of Islamic contract law, riba and garar (ibid.). Regard-
ing the former the main objection was that the exchange of goods and the payment did not occur
simultaneously. Regarding the latter, the realization of the contract bore significant uncertainty

and had the possibility of fraud.

Because of these objections, salam contracts were often subjected to a number of strict rules,
for example the objects of exchange had to be defined precisely. Historically certain goods, e.g.
silver and gold, were excluded from the range of available goods for trade. Another peculiarity

of this form of contact in comparison with contemporary forwards and futures contracts is that
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it does not permit the deferment of both delivery and payment to a future date (c.f. Kamali
2000: 25) (accentuation by the author).

In modern discussions, especially illiquidity of the vendor raises many questions. In some cases,
contracting parties address this problem by taking security from the seller, which can be either
a pledge or a guarantee. It has to be noted that many figh scholars have objections against this
practice (Vogel / Hayes 1998: 145). Another issue arises, when the seller cannot fulfill his part
of the agreement, - i.e. cannot produce the goods, or cannot obtain them on time. In this case,
the buyer basically has two options: Either he can take back the purchase money unaltered or
wait until the seller delivers the goods (ibid: 146). This substantially disadvantages the seller,

whose opportunity costs remain unconsidered.

Other discussions point towards the question of to what extent sa/am contracts are able to rep-
licate futures contracts. In fact a significant number of contemporary authors use “salam” and
“futures” interchangeably. The main question here revolves around the issue of whether the
selling of goods before their transfer (qabd) was legal (Kamali 2000: 127, 172). Although most
contemporary scholars reject it*, there are also some proponents of this practice. This would
make futures contracts compatible with Islamic law. However at present there is a strong op-

position among Muslim scholars against this line of thought.

As-Suwailem (Al Suwailem) argues that classical forward*! and salam contracts are in fact zero
sum-games, therefore they should be clearly classified as a garar transactions. He sees the cur-
rent regulations insufficient and opts for a transparent compensation mechanism between buyer
and seller at maturity date in order to account fluctuations between forward and spot prices (As-
Suwailem 2000: 84).

5.2.2 Istisna“

Istisna“ contracts are a special form of trade financing. Usually they are used when a client
commissions a manufacturer to fabricate a certain product specified in the contract. A special
feature of this form of contract is that traditionally it binds neither party until the goods are
produced and accepted by the buyer (Vogel / Hayes 1998: 146). Due to this fact, many scholars
consider istisna  as a grey zone and partly because of this reason all main legal schools (apart

40'We have tried to outline some of those discussion points in chapter 3
41 In this regard As-Suwailem doesn’t explicitly mention futures, but on the basis of their similarity to forward
contracts, we assume that his statement is also true for futures.
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from the Hanafi) do not consider it as legal. Even at the Hanafi School, a minority view seems
to prevail, after which istisna * shall bind both parties form the start (ibid.: 147). Albeit within
this given framework, the contracting parties have a large freedom in designing the contract
both regarding performance and price. For that reason, contracting parties sometimes have the
possibility to reflect possible opportunity costs of money in their markup, taking into account
interest rates such as LIBOR or EURIBOR (ibid.).

In their structure, istisna ‘ contracts are very similar to salam, in the sense that both contracts
are time bargains, where payment and transfer of goods do not occur simultaneously. As figh
scholars have noted, istisna ‘ shows also some similarities to classical igara (lease) contracts,
since the work to be delivered (al- ‘amal) has to be clearly defined in both forms of contract
(Markaz al-fatawi 2001).

There are also several differences between these contract forms. One is that the contract is usu-
ally considered as fulfilled when the ordering party receives the manufactured goods from the
commissioner (ibid.). Another peculiarity of istisna  is that in contrast to classical salam, both

delivery and payment can be deferred to a future date (Kamali 2000: 25).

5.2.3 Conclusion: Time bargains in Islamic law

In classical figh there is an ambiguity regarding time contracts in Islamic law. While some
sources, like the frequently cited hadith quotation about unripe dates strictly disclaim their
widespread use in modern Islamic finance. On the other hand, some scholars justify their im-
plementation, mostly grounded on a hadith from Sahih al Buhar:

iian Jal ) a3y ity i) o s Lo Ll e il Gl 18 s el b ) L) e i) Lol UK 0GR
I WA PR A I B R A B L g

(Buharf, buyi" 15)

We used to get war booty while we were with Allah's Messenger and when the peasants of sam came to us we
used to pay them in advance for wheat, barley, and oil to be delivered within a fixed period.” | asked them, "Did

the peasants own standing crops or not?" They replied, "We never asked them about it."
(BubarT, buya' 15)

Previously time bargains were very well known and practiced in classical Islamic finance.
Within the scope of this brief analysis we could not cover a great part of time bargains even

though many different types are described in Islamic contract law. To mention a few more,
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there isthe bay ‘al- ‘ina, a kind of credit sale, which is often used as an evasion of the prohibition
of riba (Schacht 1964, 1998: 153). Other examples are the tawliyya resale at a stated original
cost, or the wadi ‘a or bay * mu aggad-which is a kind of delayed sale (Kamali 2000: 25).

Scholars who reject contract forms solely based on the argument that payment and delivery do
not happen simultaneously do not conform to either the classical fighi discussions, nor the cur-

rent Islamic business practices.

For the time being, we will put the discussion aside and go ahead with Islamic options.

5.3. Options in classical figh

5.3.1 Overview

Arabic authors often refer to options in the Western sense as ‘amaliyyat sartiyyva agila (lit.
“deferred conditional transactions”). When they mean simple options, (i.e. calls and puts in
their standard form), they sometimes use the term ‘amaliyyat sartiyya basita, in the case of
double options they use the term ‘amaliyyat sartiyya murakkabah (Kamali 2000: 191). Some
scholars prefer the term hiyar or ihtiyar, which is undoubtedly closer to the Latin based Euro-
pean equivalent. In earlier literature we find i4tiyar at-ralab for call options and iAtiyvar al-daf*
for puts (Sulayman / Ibrahim 1992 cited from Obaidullah 1998: 74). In more recent literature
we find the term haqq at-tamalluk (lit. “right of taking possession”) for call options and haqq
al-bay “ (lit. “right to sell”) for put options (aba Mu’'nas 2014: 11).

The current Arabic terminology on this topic is to a large extent inconsistent. Some scholars,
like Kamali claim that the reason for this was due to the lack of extensive research of financial

options in an Islamic context (c.f. Kamali 2000: 191).

This is not the case for hiyar in a fight sense. By the term hiyar, stemming from the same Arabic
root as the aforementioned iAtiyar, - Islamic contract law describes several more or less well
defined legal instruments. In Western translations they often appear as “Islamic options”. In the
current chapter, we will analyze them in a more detailed manner. Our compilation is largely

based on Gaziri’s work who delivered a detailed collection of classical Islamic options.
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Hiyar (plural form hiyarat) has a long tradition in Islamic contract law. Most of them can be

traced back to early hadith literature*?. Al-BuharT states:
sl & ) 5 Al e alia e il Wbie aa O gla il
(Buhari, buyi‘ 64)

Both the buyer and the seller have the option of canceling or confirming a bargain unless they separate, or the sale
is optional. (Buhari, buyt' 64)

Joseph Schacht defines Aiyar as “right of rescission (optio)”, i.e. the right “unilaterally to cancel
(fash) or to ratify (imda’) a contract.” In case the option is not exercised within a given time
period it expires and the sale is completed (tamm) (Schacht 1964, 1998: 152).

As we will discuss later, the most crucial difference between Islamic and options in the western
sense is that they are inseparable from the underlying contract (Arbouna 2007: 7-8) and in most
of the cases do not require a separate agreement. In short options in the western sense are treated
and traded separately from the underlying asset, while for Islamic options, this is never the case.
Islamic options are therefore inevitably part of the deal and concede certain rights to both buyers
and sellers in connection with the transaction. These can manifest themselves in a right of return
in case some circumstances become apparent that were not obvious at the time of conclusion

of contract, (e.g. errors or defects)

Classical Islamic contract law mentions five kinds of options (Obaidullah 1998: 75). We will

examine four of them.

- Option for defect (hivar al- ‘ayb)

- Option for determination or choice (hiyar at-ta ‘yin)
- Option for inspection (hiyar ar-ru ya)

- Option of acceptance (hiyar al-maglis)

- Condition or stipulation (hiyar as-sarf)

5.3.2 The option for defect hiyar al-‘ayb

The option for defect comes into effect when the object of the contract has some flaws or short-

comings (Arabic ‘ayb, plural ‘wyab). It is basically a right of the buyer to annul the contract if

42 And accordingly can also be found in al-Gazirs opus magnum al figh ‘ala-1 madahibi-1 arba‘a
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the material defect becomes obvious after the transaction has happened. Al-GazirT distinguishes
two kinds of defects (source: al-Gaziri 2003: 2/171):

The first case is when the defect is caused by the malevolent and fraudulent behavior of the
seller, e.g. if he deceives the buyer by pouring water in milk or mixes butter with olives or feeds

a farm animal with nutrition in order to make her udders look larger.

The second case is when the defect is not caused by the fault of either contracting parties (due
to natural circumstances- ‘ayb rabi 7). If a pack animal is unable to carry the goods as a result
of a physical inability, or in case walnuts or water melons are rotten from inside which would

not obvious immediately.

As a conclusion, GazirT argues that the buyer has the right to return the goods if one of the
following circumstances occurs: 1) Reduction of price (= value) happens because of the defect.
2) When the object of sale fails serve the designated purpose. However Gaziri argues that the
right to the option has to be proportionate, meaning if the purchased item is functional, (or in
the case of multiple items the vast majority of the items is intact), the buyer cannot exercise the
option. This is also the case when the buyer destroys or consumes the purchased item, (e.g. in
case he Kills or manumits the slave or eats the food he has bought (Schacht 1964, 1998: 153 ).
This is also true for minor defects which can be easily fixed. GazirT mentions as an example a

chipped sword, which can regain its functionality by twisting it (al-GazirT 2003: 2/173).

Schacht points out that the option for defect gives only the right of rescission, not of abatement.
Rescission is only possible in cases where the return of the object became impossible either by
loss or by other damage (Schacht 1964, 1998: 153).

5.3.3 The option for inspection (hiyar ar-ru’ya)

The option for inspection concedes an option for the buyer to rescind the contract within a given
period of time in case he buys something he has not seen before at a later time. Ribahi states
that a person who buys something in a shop but is not able to inspect the item on site and realizes
later that he isn’t satisfied with it. (Ribahi 2007: 2). Scholars also stress that inspection embraces
the detailed examination of the goods with all four senses, not by sight. This includes purchases

where the buyer cannot smell or touch the item (Ribahi 2007: 3).

There are different opinions among scholars regarding the case where the seller resells some-
thing which he has bought from a third party.
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Hiyar ar-ru’ya does not require a separate agreement between buyer and seller. This idea is
closely related to the principle of the examination of goods when a transaction takes place both
regarding price and quality. We have partly discussed garar that there seemed to have been a
demand among early Muslim scholars that contracting parties should design their contracts as

transparently as possible.

Gazir1 points out that the four main legal schools by no means agree on the exact implementa-
tion of those principles (al-Gazirt 2003: 2/193). While Hanafi scholars seem to accept this op-
tion type, Shafiites and Malikis tend to take a more reluctant stance (Obaidullah 1998: 101),
(Ribahi 2007: 2). Critics claim that contracts where one contract party does not have the full
information about the price and the features of the object to be bought should not be allowed in
the first place (ibid: 3).

5.3.4 Option for determination or choice (hiyar at-ta ‘yin)

The buyer is subject to protection in the next option form, as in the case of the aforementioned
hiyar ar-ru’ya. Ta ‘yin can be translated into English as “specification”, “particularization” or
“itemization” (Wehr 1979: s.v. ta‘yin). The option for determination is applicable when the
buyer has the choice between more homogenous articles. The option is not permitted in the
Shaffiite school on the same grounds as in the case of the option of inspection, namely that any
contract involving the possibility of fraud or uncertainty is classified as garar- thus null and
void. According to the Hanafi School, the number of items is limited to three and the option
period shall not exceed three days. Nonetheless the exact specifications of the option details is

currently a matter of discussion among scholars (Obaidullah 1998: 101).

5.3.5. Condition or stipulation (hiyar as-Sart)

Hiyar as-Sart is a special option form that allows either the buyer the seller or even a third party
the right to either accept or annul an otherwise binding contract within a certain period of time
(c.f.Schacht 1964, 1998: 153). The main difference to the previously discussed option forms is
that it does not require an external circumstance (e.g. defect) for one of the parties to assert their
right to annul the deal. Unlike the case of the previously discussed option types, under normal
circumstances the benefits of Zziyar as-Sart, do not materialize automatically, but are rather ne-

gotiated between both contracting parties and stipulated in the contract itself.
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From a historical perspective, the concept of ziyar as-Sart can be traced back to the main hadith
collections, although the name of this option form has been defined later in the figh literature.
Scholars often refer to the following hadith, verifiably reported by Ibn Maga (Obaidullah 1998:
77):

Due to a physical disability, a man called Mungid b. ‘Amr was often a victim of fraud. Therefore
he went to Muhammad and sought advice from the prophet, whereupon Muhammad gave the

following answer:
loalia Lo B Edasts )5 Suald Suay (5 JUT &6 sl 1 dala 08 3 &1 8L 208 Y 08 s il 1y
(Ibn Maga, Ahkam 48)

In case you buy something, be confident and assert that for every item you buy, you have an option for the duration

of three nights. If you are pleased with it then seize it, if you are not satisfied with it then return it.
(Ibn Maga, Ahkam 48)

This hadith implies that the main concept of siyar as-Sart is to protect market participants with
weaker power against fraud and deception. As in the case of the other option forms, there is a
dispute among the main juridical schools on how to implement the option in practice. Quoting
hadith, the Shafiites limit the option time to three days, whereas the Hanbalites and some Hanafi
scholars do not have any restrictions regarding duration. (al-Gaziri 2003: 2/158), (Vogel / Hayes
1998: 155).

There is also a disagreement among the four main schools of jurisprudence regarding option
maturity and time of delivery. While the Hanafis insist on an immediate exchange of goods
after concluding the contract, according to the Hanbalites the exchange may take place by the
maturity date (ibid.: 155).

Another crucial difference to options in the Western sense is the fact that in most cases it is not
permitted to require an additional charge for a hiyar as-Sart. The prevailing opinion among
modern fighi scholars is that options are basically promises and “a promise cannot be the subject
matter of a sale or purchase” (Obaidullah 1998: 76). However there are still several disputes
among modern Muslim scholars. Kamali claims that a contract stipulation which may be ad-
vantageous for one contracting party and disadvantageous for the other may be monetarily com-

pensated within the fighi framework of daman (Kamali 2000: 193) (see also chapter 3.1.2).

Existing garar and riba provisions pose an additional issue in connection with hiyar as-Sart,

since the option binds only one contracting party to fulfill his contractual obligations while it
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does not bind the other. If the buyer purchases land by the means of an option he may fully
profit from its cultivation until the maturity date. At the maturity date he may exercise the option
and demand the entire purchasing price back from the seller. Because of these practices some
scholars argue for enforcing strict restrictions on tradable goods and also imposing restrictions
on some contract types in connection with hiyar as-Sart (e.g. salam). (Vogel / Hayes 1998:
156).

Summing up, among all Islamic option types the hiyar as-Sart shows the greatest similarities
with Western options. One of the main reasons for this is that both contracting parties have the
freedom of choice whether they intend to include the option into the contract or not. That is not
the case in other classical fighi option forms where the option execution depends on external
circumstances. Similarly to Western options, a hiyar as-Sart enables both parties to re-evaluate
the deal within a given period of time. (regarding similarities western option hiyar as-Sart see
(Arbouna 2007: 7). Before we examine the scope of hedging possibilities with Islamic financial
tools, we will examine another remarkable type of contract, which is also traceable back to

classical figh and has some similarities with options in the western sense.

5.4 The ‘urbun sale- a special case

Bay “ al- ‘urbin or ‘urbin sale (in some sources also mentioned as bay ‘ al- ‘arabiin) is often
translated as “down payment” or “earnest money” in European languages (Wehr 1979: s.v.
‘rbn). In practice an ‘urbin contract enables the buyer of a certain commaodity with a price “p”
to deposit a percentage (p*d) of the original sum as a down payment. When the exchange of
the commodities takes place, the buyer pays the residual amount (p*[1-d]) to the buyer. If the
buyer cancels the purchase, the seller may retain the advance payment (c.f. Vogel / Hayes 1998:

156).

Similarly to hiyar as-Sart, the ‘urbin sale is also a conditional sales contract. Despite some
resemblances, classical figh does not consider an ‘urbiin sale as an option in the narrow sense.*®
This is partly based on the vast differences between the purposes of the two transaction forms.
Some scholars argue that possible analogies between options and ‘urbiin sales were entirely
misplaced and according to Islamic legal traditions would fall into the category of giyas ma"
al-farig, (discrepant analogy); (see also Kamali 2000: 193)

3 At least according to Gaziris extensive reference work on figh, where ‘urbiin sale is not recorded as such.
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Furthermore the vast majority of scholars also question its legitimacy, mostly based on the

following hadith, reported by Imam Malik, in which Prophet Muhammad forbade ‘urbiin sales:
O 5 e e by adle 4l (La B 3505 O
(Malik, buyii‘ 1)

According to his line of thought in Muwatta’, Malik justifies his statement with the argument
that within an ‘urbin sale the buyer delivers the seller an amount, for which the latter does not
deliver an adequate compensation ( iwad). Therefore an ‘urbin sale bears high uncertainty re-
garding the actual performance of the transaction and could be easily used as an evasion of
existing riba and garar provisions. Due to this reason, all main schools of Islamic jurisprudence

except the Hanbali do not consider ‘urbiin contracts as valid.

Nonetheless, a significant number of contemporary scholars including El-Gari (al-Qari) try to
legitimate ‘urbin sales and argue that many contract types stipulated in classical figh, e.g. igara
also bear a high uncertainty yet they are still permitted (al-Qari 2015: 3). Moreover El-Gari (al-
Qari) claims that notwithstanding the judgment of many critics, the down payment is part of
the price (raman) and not handled separately as in conventional call options. If the buyer opts
to buy the goods defined in the contract, the seller will not receive any compensation before the
delivery (‘iwad ‘an al-intidar) and therefore ‘wurbiin would not infringe on riba provisions.
(ibid: 5). Referring to criticism on the violation of garar regulations, EI-Gari (al-QarT) comes
up with the argument that at the time of the conclusion of the contract, both the seller and the

exact price (raman) are known, therefore those apprehensions are unfounded. (ibid: 6).

El Gari (al-Qar1) further points out that the resemblance of an ‘urbiin sale to an option is obvious.
This is substantiated by the fact that both types of contract concede the buyer a right of choice
whether to carry out the bargain or not (ibid 10). In this regard it has some similarities to western
call options in its payoff structures, where the deposit charge could be interpreted as the option
price in the western model and the time span between the discharge of the down payment and

the time of transaction could serve as an analogy to the option duration

Because of these resemblances, some modern fighi scholars, like EI-Gari (al-Qar1) see a possi-
bility to permit some types of western options* within the framework of ‘wrbin. This view was
also backed up by the International Islamic Figh Academy that endorsed ‘urbiin. Notwithstand-
ing some similarities, for the time being drawing an analogy between call options and ‘urbiin

4 As EIl Gari (al-Qari-2015) stresses that this would only concern call options. He further urges for the creation
of a sharia compatible product that could substitute puts (page 6)
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is tricky from a financial perspective. While the basic motivation that lies behind financial op-
tions is hedging against price risks, the one behind ‘urbin is to give the buyer more incentive
to commit himself to the contract provisions®. Of course that does not mean that in the future
a new contract type for hedging price risks may not be designed based on an ‘urbiin sale. Con-
sequently in the next chapter we will discuss how price risk can be managed with the tools

known by Islamic finance.

5.5 Possible hedging strategies within the framework of Islamic finance

Hypothetically we have the same initial situation as in chapter 2.2.2. Our company manager
seeks to hedge possible price risks on January 1% and intends to do so within the Islamic frame-

work. He could only do that by utilizing hiyar as-Sart or an ‘urbin sale.

By using the hiyar as-Sart framework he may buy crude oil today and agree on a delivery date
on 1% of July. As part of a salam contract he may agree to pay the price of the underlying ($60)
on the delivery date. Let us assume that for a daman (=additional compensation) of $5 he ac-
quires the right to cancel the contract at will on the delivery date.

By using an ‘urbiin sale, he may agree on 1% of January to buy crude oil for $65 from the seller.
From this sum he pays $5 of earnest money and the rest is due on the delivery date of 1% of
July. For the company, both hiyar as-Sart and ‘urbiin would result in a cash flow of $-5/ barrel
on January 1%, His cash flow on 1% July strongly depends on the spot price of oil. If it is below
$60, he would cancel the contract, because he could buy crude oil cheaper on the spot market.
Then his total loss would amount to $5 / barrel (value of daman in hiyar as-Sart or the earnest
money in ‘urbiun). When the oil price exceeds $60, he will perform the contract, because he
will be better off with it than purchasing the underlying asset on the spot market. His total gains

can be described by the following formula: (Actual spot price-contract price- daman/ ‘urbiin).

By using hiyar as-Sart and ‘urbiin, the payoff structure of the company is theoretically identical

to that of a call option:

4 The key differences between financial options and ‘urbiin on a practical level were fairly well illustrated by
Arbouna (2007), p.14:
- “In the case of ‘urbiin the down payment in is part of the price, whereas an option premium is an addi-
tional fee that entitles the option holder to either buy or sell the underlying asset
- According to the prevailing opinion among modern Muslim scholars an ‘urbiin sale fulfills the criteria
of an Islamic contract, while a financial option would fall into the category of a promise.
- An ‘wrbin sale is by no means tradable, while this is true for financial options” (Arbouna 2007:14)
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5.6. Discussion

This hedging strategy on the basis of conventional financial options presented above is purely
theoretical. In reality it encounters a lot of difficulties and it is hard to implement. In our view,
this can be traced back to a variety of reasons:

The first one does not have to do with options in the narrow sense, but the generally cautious
attitude of contemporary Islam towards everything that may contain interest and risk. This is a
result of the considerable efforts of modern Muslim intellectuals to create an Islamic economic
system and position it as an opposite pole to what is perceived as the “Western economy”.
Within this framework, riba, maysir and garar have acquired new meanings. Riba has become
a widely used synonym for interest, exploitation, usury and greed. Maysir (a term whose eco-
nomic origin is questionable), has become a synonym for speculative businesses and garar has

become a synonym for risk and uncertainty in the widest sense.

There is a tendency among modern scholars to brighten up this conservative point of view. As-
Suwailem (Al Suwailem) argues that garar would refer only to zero sum games, where one
party can only make profits at the cost of the other. Within this framework, risk would be actu-
ally desirable if it “stimulates productive efforts and value adding activities” (As-Suwailem
2000: 64). On the other hand garar as a result of moral hazard and asymmetric information is
undesirable according to fighi tradition. As-Suwailem defines two kinds of options: real options
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and financial options. While real options, like the ‘urbiin sale were regularly connected to a real
asset, financial options were not. The reason is that financial options are suitable for misusing
market imperfections and therefore particularly prone to additional risk generation and garar
(c.f. ibid. 87). Obaidullah argues that siyar as-Sart embedded in a contract could be a suitable
instrument to minimize garar and protect one contracting party in case the other fails to honor
the agreement (Obaidullah 1998: 91).

It remains to be seen, whether during the discussion of the topic takes the hedging potential
behind conventional options into account or not. In this light, the contemporary definition of

garar can have an entirely new meaning.

We think that it is neither riba, nor garar but the widespread assumption among Muslim schol-
ars that derivatives (and stock exchange operations in general) represent a grey area of econ-
omy, prone to speculation and hazardous businesses which is the primary reason for their re-
luctant stance against derivatives.. Resolution No65/1/7 on financial markets fairly well reflects
the general view of contemporary fighi scholars on the matter. The resolution suggests imposing
strong regulations on transactions considered as speculative, if not prohibiting them completely.
It is noteworthy that the arguments rather come from a perspective of moral economy rather

than classical figh.

Admittedly the restrictive stance of modern figh leaves little room for effective hedging strate-
gies. From the late 1990s there has been an increased effort by Islamic scholars to redesign
classical Islamic contracts and make them suitable for managing price risk. As a result salam

and istisna * contracts are able to replicate future and forward sales in some way.

We have a slightly different situation with options. Their basic feature of acquiring a right in
exchange for monetary compensation constitutes a virtually insurmountable obstacle for most
Muslim scholars. They opine that only commodities classified as mal (roughly translated as
“wealth”, “property”, “tangible asset”) can be an object of trade. A right “pure and simple”
(haqq al-mugarrad) is not considered as such because it obviously lacks a tangible or material
quality. Hence something considered to be granted cannot be an object of buying and selling
(Obaidullah 1998: 76, (al-Qar1 1993: 16).

Islamic contract law clearly distinguishes a contract (‘aqd) from simple promises ( idat) and
allowances (ibahat) (Chehata 2012) While all three obligations have a binding character for
both contract parties, only a subject of a contract can be sold or purchased (Obaidullah 1998:

548). As contracts in classical Islamic law envisage an immediate transfer of the ownership of
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the object (Chehata 2012) “¢, options are generally classified as promises by modern Muslim
scholars. As a result the benefit of the high tradability of options, (a feature that has vastly
contributed to their proliferation in conventional finance), cannot be achieved within the scope

of Islamic finance.

In current discussions there is no consensus about the exact scope of mal. While the Shafiite
and Hanbali schools assert that usufruct also falls under its scope, the other main schools of
legal thought tend to disagree (Kamali 2000: 194). Malaysian*’ scholars evaded the problem of
tradability of options by classifying them as benefits (manfa ‘a). According to their interpreta-
tion, call warrants were permissible because they have the characteristics of an asset, implying
that they “satisfy the concept of a tangible right (hagq mali) and the right of ownership (haqq
tamalluk). Hence they are transferable”. (Alamad 2017: 145).

The vast majority of contemporary scholars agree that option trading separate from the under-
lying asset is not compatible with the key principles of Islamic finance. Whether there is still
room for risk reduction is highly questionable. The hedging strategy presented in the previous
chapter could be somewhat suitable for reducing price risk in theory; however there is no clear
consensus regarding the legitimation of the instruments used.

Of all Islamic financial instruments, Aiyar as-Sart and bay * al- ‘urbin are most similar to con-
ventional options. Hiyar as-Sart can be traced back to classical figh, which is partly the reason
why it enjoys high legitimacy among scholars. However there are serious disputes between the
main schools of jurisprudence regarding its implementation into practice. When the original
hiyar as-Sart was created during the time of classical Islam, the environment it was designed
for was totally different from today’s highly volatile economy, where the prices of commodities
may change significantly within minutes. If modern figh would depart from the conservative
stance and enable a more flexible interpretation, the Aiyar as-Sart could become a suitable hedg-

ing tool.

Possible adaptations may concern the possibility of extension of the duration period of three
days and the possibility to include the option price in the contractual price. The latter is justifi-

able from an economic perspective since such a guarantee on the part of the option writer is

46 This principle has been breached several times though- as we have seen in the case of time bargains.
47 With the Securities Commission Act 1993, Malaysia was one of the first Muslim countries trying to make op-
tions compatible with Islamic canonical law.
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associated with a high contractual risk. Within the scope of Islamic finance, this could be done

within the framework of daman.

The second alternative to replicate western financial options is through an ‘wurbun sale. If we
observe ‘urbin sales solely from the perspective of their payoff structure, they certainly remind
us of call options. VVogel / Hayes claim that if Islamic law is to tolerate options, it will likely be
through the medium of the ‘urbin contract (Vogel / Hayes 1998: 156). Admittedly this ap-
proach contradicts the entirely different purpose of ‘urbiin. Unlike options, the primary objec-
tive of ‘urbiin contracts is not to reduce price risk, but rather to protect the seller in a transaction
against contract risk. Another issue is the scarce support from the majority of madahib for this

type of contract.

Currently there is a discussion among Muslim scholars as to which of the two contract types is
suited better for replicating western financial options. Al-Qart (El-Gari) clearly prefers ‘urbiin
sales, while Kamali prefers to utilize the theory of Ziyarat as a juridical premise for validating
options because their “unequivocal support in the Sunna” (Kamali 2000: 205). In our view, in
the current state of research this debate is somewhat misplaced. As pointed out by Alamad
(2017) , the differences to Western options enormously outweigh their similarities (Alamad
2017: 143), not to mention the fact that for some Western options, e.g. put warrants, there are

no close equivalents in Islamic finance.*®

The last possible route to implement financial options within an Islamic context is within the
framework of the maslaka. The legal concept of maslaka can be translated as “general good”
or “public interest” (cf. Khadduri 2012). Citing Gazali, maslaka was “the ultimate purpose of
the Sharia, consisting of the maintenance of religion, life, offspring, reason and property. Any-
thing which furthers these aims, is maslaka, and anything which runs contrary to them is maf-
sada” (cited from Khadduri 2012)). Given the high economic relevance of options of deriva-
tives, the issue could also raise the question of to what extent they contributed to the overall
welfare of the community. This approach would push traditional »iba and garar aspects into
the background and make room for a more elastic perception of contemporary financial instru-

ments.

4 Hayes argues that Islamic finance could replicate put options by the means of third party guarantees. Vogel,
Frank E. / Hayes, Samuel L. Islamic Law and Finance. Religion, Risk and Return. The Hague: Kluwer Law
International 1998.p 228. However judging by the current discourses this would be nothing more than a mere
theoretical possibility.
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Proponents of this point of view often back their arguments with quotes from the Quran, em-

phasizing that God created man to not lay burdens on him.
Gala i) G780 GBS 2l &y
Allah wishes to lighten (the burden) for you; and man was created weak. (Quran, 4:28)
ol 5 el iy L L] o

As for him who gives (in charity) and keeps his duty to Allah and fears Him, and believes in Al-Husna, we will

make smooth for him the path of ease (goodness). (Quran, 92:5-7)

(Quotes from the Quran compiled on the basis of Kamali 2000: 72.)

Within the high variety of positions ranging from total rejection to a possible adoption of finan-

cial options, we will now see how they work in practice in the countries of the Gulf.
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6 CCG Market analysis

6.1. General overview

In the next chapter we will examine the financial markets of the Gulf Cooperation countries. In
this context we will also try to find an answer to the question, to what extend derivatives and
financial options are present in these markets. Using the suggestions and methods given from
fight scholars, it is interesting to explore to what degree “Islamic derivatives” are used in these
countries, if they are used at all.

The wide scope of Islamic finance and product development greatly exceeds the GCC region
and the Arab world. Nevertheless the GCC area*® has a high economic significance within the
Arab countries. With a total GDP (on purchasing power parity) of 3,382.3 billion US dollars
(2017 data), the six gulf countries provide nearly 50% of the total GDP of the Arab League
(CIA factbook 2018c). This figure is remarkable if we take into consideration that these coun-

tries account for only ca. 12% of the total population of the Arab world.

If we compare their GDP / capita with other emerging and developed countries, we get the
following picture (on purchasing power parity, 1000 US dollars) (Own graph based on data
provided by the CIA factbook- (CIA factbook 2018d).

GCC BRIC Other Countries
Saudi Arabia mmsm 553 Russia N 27 9 Iran mmmm 20
Oman mmm 455 Turkey mmmm 26,5
UAE memmm 63,2 1 India W 7,2 Egypt mm 13
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The GDP / capita of the Gulf countries fairly matches the figures of the most developed coun-

tries in the world. Qatar has even the second highest GDP / capita in the world.

49 A transnational cooperation of Gulf countries established in 1981 with the goal to further integrating the Gulf
Economies and to establish a common market in the long term. Taking the example of the European Union, the
GCC established a free trade area and a customs union thus far, in order to enable the free flow of goods, ser-
vices, capital and citizens. In the near future the project also envisages the introduction of a common currency.
Cited from: Secretariat General of the Gulf Cooperation Council The Cooperation Council for the Arab States of
the Gulf GCC, 2018, from http://www.gcc-sg.org/en-us/Pages/default.aspx (09.02.2018). Currently the GCC
has six member states: Kuwait, Bahrain, United Arab Emirates, Qatar, Oman and Saudi Arabia.

71



One of the key reasons for their enormous economic wealth are their massive hydrocarbon
resources (primarily crude oil). According to the BP statistical review of World energy (from
June 2017) estimated that 496.4 thousand million barrels, nearly 30% of the world’s total oil
reserves is located in the GCC (BP 2017: 12). However these reserves made these countries’
economies highly dependent on oil and therefore they are greatly exposed to oil price fluctua-
tions. While in the 2000s oil prices were constantly growing, this trend seems to have turned
around since the global economic crisis. In 2016 oil prices recorded a sharp decline again and
it is doubtful, whether they reach their pre-crisis level. Simultaneously last year’s economic

growth has come to a halt in these countries and their public deficit started to rise rapidly.
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Development of oil price/ barrel in the past 10 years: Source: (macrotrends.net 2018)

These unfavorable circumstances made the GCC rethink their economic policies, which was
more or less based on extractivism until the late 2000s. GDP based revenues from hydrocarbons
have grown compared to total GDP in GCC countries since 2006 when economic reforms

started to materialize; now the trend seems to be gradually turning around (Kern 2012: 7).

Since 2005 and especially since the global economic crisis, the governments of the Arab Gulf
have spent a significant amount of their budgets to diversify their economies (Grant Thornton
2008: 2) (See also (Grant Thornton 2017). One of the main goals of these countries (e.g. Saudi
Arabia and UAE) is to boost their private sector and help local enterprises to develop and a
flourishing private sector needs sources of financing with a diversified range of hedging instru-

ments to face possible financial risks.
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Therefore the transfer the Gulf countries’ vast financial resources to an attractive financial sec-
tor seemed to be necessary. Not only are financial markets a highly productive economic sector
with high skilled jobs, they also help to stimulate business activity in other economic branches.
Therefore many Gulf Cooperation countries have set their national focus on the development
of their financial markets. According to the data of the World Economic Forum (WEF), the
current stage of the development of the GCC financial markets in a regional and global com-
parison looks as follows (2015 data):
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Graphic based on (Kern 2012: 34) with updated data from (Schwab 2015: 91ff)

Depending on the country, the total weight of the local financial sector varies strongly. While
in Bahrain the total share of financial and insurance services comprises about a quarter of total
GDP, in Saudi Arabia this figure is a mere 3% (Kern 2012: 10).

Another important reason for choosing the GCG region for our analysis was its pioneer role in
the development of Islamic Finance. Apart from the fact that the first financial institution em-
bracing Islamic financial services was the “mit gamr savings bank™ in Egypt (established in

1963), the Gulf region was the key area for its development.

The crucial role of GCC in Islamic finance is shown by the fact that in 2015, 30% of the global
sukitk outstanding was traceable to the GCC region (IIFM 2016: 43). Moreover in 2016, nearly
40% of the world wide sukizk were issued in one of the countries of the Gulf Cooperation
(Othman /Abdallah et al. 2017: 1). Finally, about two thirds of the global Islamic Banking assets
is found in the GCC region (2015 figure) (Qattan 2015)

The GCC region has the highest overall percentage of Islamic banking assets in comparison
with conventional ones in the Arab world. While in the Middle East this figure averages 14%,
in the GCC it amounts for more than a quarter of the total banking assets (Basu /Prasad et al.
2015: 4).
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6.2 Kuwait

6.2.1. Economic and political snapshot

Despite its small territory, Kuwait has a relatively powerful economy with its GDP per capita
of $71,900 (2016 est.) the country ranks the 11" highest on the globe (CIA factbook 2018a).
The country owes its wealth largely due to its vast oil reserves which comprise 6% of the
world’s total reserves of crude oil. More than half of the country’s GDP results from oil or
businesses directly related to oil. 92% of all export revenues come from petroleum, while the
percentage of petroleum related revenues comprises 90% of total government income (ibid.).

The high reliance of the country’s economy on oil is also the cause of several issues. Critics
claim that despite the prosperous development plans in the 1990s, Kuwait has failed to diversify
its economy, which is still exorbitantly reliant on oil (ibid.).While due to the high world market
price of oil in the years between the millennia and 2014 the country had a vast budget surplus
every year, until 2015 when the oil price slumped. Since then Kuwait has relied on external
creditors. In 2015 the budget surplus of ca. 2.4% of the previous year turned to a budget deficit
of 18% of the GDP (IMF 2017a: 5).

Despite the growing public dissent and the permanently low oil prices, each year the Kuwaiti
establishment commits 10% of all state revenues to the Future Generations Fund (FGF) in in
order to build up a financial buffer. The amount accumulated in the FGF is mostly invested in
long-term financial and real estate investments (IMF 2017: 5). The latest IMF country report
says that the main aims of these measures are to promote private sector development and en-
hance business environment. Furthermore future development plans also include a serious boost
of the public infrastructure by involving private investors. Parts of these measures are the am-
bitious development of the rail network both within the city of Kuwait and within the GCC

region. Moreover they also envisage an extension of the Kuwait airport. (ibid. 57)

6.1.2 Financial sector and legal environment

Kuwait has a dual financial system, both comprising conventional financial institutions and
companies operating following the principles of Islamic finance. According to the 2017 IMF

report, banks represent round 80% of the Kuwaiti financial sector (IMF 2017a:22). Seven of
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the eleven operating Kuwaiti banks claim to be Islamic (Central Bank of Kuwait 2018a). The

following diagram shows their total market share:

Market Share of Kuwaiti Banks in %
Boubyan bank*; 4 KIB*; 3 Warba Bank*; 1 IBK; 1

Al Ahli UB*; 5
Al Ahli Bank; 6

Burgan Bank; 10

Market shares of Kuwaiti banks. (* indicates that the bank is “sharia compliant”). Source: IMF
2017a:35, graphic slightly modified and complemented by the data of the Central Bank of Ku-
wait (2018)

This diagram shows that compared to their relatively high absolute number, Islamic banks have
a comparatively small market share on the Kuwaiti market (about 36%). If we compare the
foreign banks operating in Kuwait, only one bank out of 12 conducts its business in accordance
with Islamic finance (Central Bank of Kuwait (2018a)). According to their internet profiles, the

bulk of Kuwaiti Islamic banks focus on murabaha, istisna  and igara transactions.

There are currently 70 investment companies operating in Kuwait, and a significant number
conduct their businesses in accordance with Islamic finance. This graphs shows the total sum
of liabilities and assets and the allocation of conventional and Islamic investment funds com-
panies in September 2017: (Source: CBK (2018a):
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Kuwait’s trading platform for stocks, bonds and securities is the Kuwait Stock Exchange,
founded in 1983. Since 2014 it has been officially operated by the private company birsa ku-
wait. According to the monthly report of the company, in September 2017 the value traded on
the Kuwaiti Stock exchange was 426.5 Million Kuwaiti Dinars (About $1.413 Million USD)
(Boursa Kuwait 2017). Banks comprise nearly half of the total market capitalization, followed
by financial services (10%) (Boursa Kuwait 2017b: 24). According to the data compiled by the
World Economic Forum, the Kuwaiti financial center ranked in 73" place, producing the

poorest figure in the CGG region (World Economic Forum 2017) (2015 figure).

The Kuwaiti legal system on the whole is as a mixture of English common law, French civil
law, and Islamic religious law (c.f. CIA factbook 2018a). References to property rights and
basic freedoms also appear in various places in the fundamental law. Although the constitution
stipulates that Islam is the state religion and the sar7 ‘a the main source of legislation (Constitu-
tion of the State of Kuwait, Article 2), compared to other countries in the Middle East region

the religious element in lawmaking is less relevant.

%0 Taking various factors into account as ,,Availability of financial services, financing through local equity mar-
kets, ease of access to loans, venture capital availability, soundness of banks, regulation of security exchanges
and legal rights index” (Kern 2012:34, - World Economic Forum: 36)
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Islamic traditions shape economic legislation because every company located in Kuwait is
obliged to contribute to zakat, which is calculated as 1% of its annual profit (Ministry of Finance
resolution No. 58/2007 effective from 10 December 2007).

Until 2011 the Central Bank of Kuwait (CBK) was in charge of the regulation of investment
companies. In 2010 a new law established a body to supervise the new capital and all regulatory
functions were transferred from the CBK to the Capital Markets Authority of the State of Ku-
wait (CMA). (Central Bank of Kuwait 2018b)

The new regulating body is supposed to regulate and supervise any corporate enterprise or nat-
ural person who trades with securities. According to Article 1 of Law No. 7 of 2010 (Capital

Market Authority Law-CMAL), a security is defined by following criteria:

- Shares issued or proposed to be issued in the capital of a company

- Any instrument that creates or acknowledges a debt issued or to be issued by a company

- Loans; bonds; Sukuk; and other instruments that can be converted to shares in the capital of a company

- All public debt instruments that are tradable and issued by the various government entities or public
institutions and authorities

- Anyright, option or derivative relating to Securities
(Kuwait Capital Market Authority 2018)- (2010 Law No.7, Article 1)

6.2.3 Options and derivatives in Kuwait

Apart from forward contracts, which were already practiced as early as the 1970es in Kuwait,
large banks and investment companies could also use currency and interest rate swaps
(Abumustafa / Al-Abduljader 2011: 4).

Since the late 1990s the Kuwait Stock Exchange (KSE) introduced futures trading, followed by
the first introduction of option transactions in 2005. Despite the fact that option trading in Ku-
wait was introduced early, compared to other Gulf Cooperation Countries, it was subjected to
strong limitations from the beginning: The range of exchange has been limited to a small num-
ber of listed companies and foreign investors had limited access to the trading platforms. The
most crucial regulation was the restriction of option trading to call warrants only, meaning that
puts and combined option forms were not permitted at all (Abumustafa / Al-Abduljader 2011:
4).
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The Central Bank of Kuwait (CBK) has explicitly advised local financial institutions to use
options only for hedging purposes If a Kuwaiti based bank or investment fund intended to enter
an options contract, considered as speculative by Central Bank officials, it had to obtain the
prior consent of the CBK. If that did not happen and CBK officials discovered any activity
involving speculative options, the trading company had to face severe sanctions (Al Tamimi &
Co. 2017).

According to Kuwaiti law, the basic regulations concerning options and derivatives belong to
the sphere of action of the CBK. The first attempts to introduce derivatives in the Kuwaiti Stock
Exchange (KSE) dated back to 2005. As a result of the global financial crisis, derivative trans-
actions were suspended both by the KSE and major Kuwaiti Banks (Central Bank of Kuwait
2008).This was partly explained by the major losses, the KSE had suffered (Oxford Business
Group 2016).

The second major attempt dated back to 2013, when the Kuwait Bourse announced that it would
introduce derivative trading in 2014 (gulfbusiness.com 2013). However after two years, this
attempt was annulled by a government directive®?, arguing that derivatives were greatly respon-
sible for major financial losses the Kuwait Stock Exchange had to face, implying that they had
a negative impact on the economy of the gulf country (Kuwait News Agency 2016). Despite
the suspension of option trading, judging by the previous statements of the Kuwait Stock Ex-
change and future development plans, it can be assumed that after severe technical upgrades
derivative trading will be resumed at some point (Oxford Business Group 2016).

For the time being, the only Kuwaiti based institution that has an active option related funds is
the asset manager, Markaz, established in 1974. According to the company’s own description
it established the first trading platform for “issuing and selling derivative instruments (call op-
tions) on Boursa Kuwait listed stocks” (Markaz. Kuwait Financial Centre 2018). Until recently,
the company’s only option related product was the Forsa financial fund, operating since 2004.
According to the fund’s description, mentioned in the “Articles of Association” (available only
in Arabic), the “fund aims to raise capital by investing money for the benefit of Kuwaiti citizens,
citizens of the Gulf cooperation countries and other natural and legal persons in accordance

with the law” (Markaz. Kuwait Financial Centre 2017a: 6). According to the document, the

51 Resolution No. (76) of 2016 Regarding Ceasing the Financial Derivatives (Options, Futures and Forward) -
See more at: https://www.cma.gov.kw/en/web/cma/cma-board-releases/-/cmaboardreleases/de-
tail/440460#sthash.UcZF1IWKF.dpuf
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fund currently includes American call options on “shares of companies listed on the Kuwait
Stock Exchange” (ibid:7).

Performance (Returns in %) FUND Fund price performance
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Total Return (Dec 06—Dec 09) -40.4 1.800

Total Return (Dec 09—Dec 12) 03 1600

Total Return (Dec 12—Dec 15) -8.4 1400

Total Return (Nov 03—Sep 17) 47 1200 1

CAGR Since Inception 0.10 1.000

Volatility (SD) [36 months] 12.81 0800

Number of Holdings 27 ]

Annual Total Return %

Annual 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Fund 163 579 -11.7 203 -451 938 155 -16.7 3.7 8.2 -4.3 -11.5 0.5

Fund performance of Forsa 2004-from (Markaz. Kuwait Financial Centre 2017b).

After an initial rapid increase, the fund faced a rapid downturn during the global financial crisis

and has failed to gain momentum since then (Source: Markaz. Kuwait Financial Centre 2017b).

According to the company’s website, Markaz has also developed a separate option trading sys-
tem at the Bursa Kuwait, which enables investors to buy call options on Kuwaiti based stocks
(Markaz. Kuwait Financial Centre 2017c). Options could be purchased on 57 listed stocks, with
contract sizes varying from 1,000 to 100,000 shares of the underlying stock (Markaz. Kuwait
Financial Centre 2017d). According to the website, the last six options expired on the
29.12.2016. Since then, Markaz seemed to seize option related business activities (Markaz.
Kuwait Financial Centre 2017d).

6.3 Bahrain

6.3.1 Economic and political snapshot

With a population of nearly a million and a half, Bahrain has the lowest population among the
GC Countries. Identically to all Gulf Cooperation countries, Bahrain is a monarchy, with the

Halifa dynasty governing the country since 1783. The current ruler, Hamad bin ‘Isa, has been
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in office since 2002. His reign is connected with the transformation of the political system of

Bahrain from an absolute to a constitutional monarchy.

Notwithstanding its severe political problems in the past years, since the “Arab spring” the
economy is considered to be dynamic, with a GDP / capita of $50,700 (CIA factbook
2018b)(2016 data). The country ranks one place behind the Netherlands in a worldwide com-
parison. According to the data of the heritage foundation, a conservative think tank based in the
US, Bahrain is the second freest economy in the entire Middle East (after the United Arab
Emirates) (Heritage foundation 2017: 2,299). In fact in the past years, Bahrain made increased
efforts to improve its prestige and brand itself as a country with a free and interconnected econ-
omy and low taxation. The Bahraini government has also launched a PR campaign in 2017 with
the motto “Business friendly Bahrain” (Bahrain EDB 2017).

The annual GDP growth is a solid 2.5%, whereas the non-hydrocarbon sector- especially tour-
ism, transportation, banking and finance greatly contributes to this figure (Bahrain EDB 2017:
2). Due to the low oil prices, the hydrocarbon industry produces growth figures near zero. Un-
employment has also shrunk significantly from 2013 onwards but with an estimated unemploy-
ment of 3.7% (2016 data), the Bahraini figure is the second highest among the GCC (after
Oman) (CIA factbook 2018b).

Similarly to all GC countries, the Bahraini economy also suffers from permanently low oil
prices, which made the government introduce austerity measures including major cuts to sub-
sidies on numerous consumer goods (ibid.). On the other hand the Bahraini government has
emphasized diversifying its economy and it is making massive efforts to increase public spend-
ing, mostly investing in public infrastructure. Current and future infrastructure projects include
a massive development of the country’s aluminum producing industry (Alba project- (Alba
2018)), the expansion of the Manama Airport and the improvement of the land connections to
other GCC countries including the construction of a new railway network. Moreover the coun-
try has also made massive investments in health care and education (Bahrain EDB 2017: 23).
Although some progress was made in this direction, critics claim that despite these efforts,
about 80% of Bahrain’s revenues result from oil and connected industries. (Bertelsmann
Stiftung 2016a: 4)
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6.3.2 Financial sector and legal environment

The central regulatory body of the Bahraini financial market is the Central Bank of Bahrain
(CBB), whose predecessor was established in 1973, when Bahrain gained independence. The
current regulatory body was created as a result of the Financial Institutions Law in 2006 whose
main goal is to establish an appropriate environment for the financial sector, including banking,
insurance and capital market activities (Article 3) (Central Bank of Bahrain 2018a). In order to
operate in the Bahraini financial market, a person or a company is obliged to obtain a license
from the CBB. Supervision activities for the capital markets are carried out by the CBB’s Cap-

ital Markets Supervision Directorate

Today the financial sector in Bahrain is heterogeneous and plays a crucial role in the country’s
economy, contributing more than a quarter to the monarchy’s GDP. Compared to other sectors,
it is dominated by nationals, with Bahrainis representing about 65% of the workforce (Central
Bank of Bahrain 2018b). Moreover the financial sector in Bahrain is largely dominated by
banks, who are responsible for over 85% of the financial assets (Central Bank of Bahrain
2018c). Similarly to the other Gulf Cooperation countries, the banking system is dual, i.e. it has

both conventional and Islamic banks.

Bahrain is considered as one of the global centers of Islamic finance. The gulf monarchy hosts
several important international organizations, including the two main standard setting bodies of
Islamic financial services IIFM (International Islamic Financial Markets) and AAOIFI (Ac-
counting and Auditing Organization for Islamic Financial Institutions). Moreover Bahrain is
also the headquarters of the Islamic International Rating Agency (IIRA).

In the past two decades, the Islamic financial sector in Bahrain underwent serious growth mak-
ing the country one of the market leaders of Islamic Finance products globally. Moreover the
gulf monarchy claims that it had the largest concentration of Islamic Finance Institutions in the
world (IIRA 2016: 3). In fact since the millennia the total assets of the Islamic Finance segment
grew from $1.9 Million to 26.2 Million in 2017 (Central Bank of Bahrain 2018d: 33). A diverse
assortment of Islamic financial products is available: While the market is widely dominated by
murabaha and long-term investment products, the market share of mudaraba and igara is also
significant. The market share of other Islamic financial products, e.g. salam, istisna ‘ is negligi-

ble, because we could not find any information about Islamic options.
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Long term
investments
17%

Securities (e.g. Sukuk)

5%

Market Share of Islamic finance products in Bahrain (Data November 2017). (Central Bank of
Bahrain 2018d)

Similarly to Kuwait, the greater part of Islamic financial services is conducted by 6 Islamic
banks, compared to 22 conventional banks. Islamic banks account for 43% of the overall bank-
ing assets though (IIRA 2016: 3).

The trading platform for stocks and Islamic bonds (sukik) in Bahrain is the Bahrain Bourse
(BHB), established in 1987. In 2010 new legislation transformed the BHB into a shareholder
company (Bahrain Bourse 2017), supervised by the Central Bank of Bahrain. Currently the
main profile of BHB consists of trading in Stocks, Sukiik, mutual funds and Real Estate Invest-
ment trusts (REIT). Moreover, BHB plans to introduce Exchange-Traded Funds (ETF) in the

near future (Bahrain Bourse 2017: 3).

By the end of 2016, the total value of shares traded at the BHB was 124.5 Million Bahraini

Dinars. Broken down into economic sectors, we see the following picture:

Industrial
2%

Hotel &Tourism
2%
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(Value of shares Traded by Sector at the Bahrain Bourse. Source (Central Bank of Bahrain
2018e: 45):

Banks trade more than half of the shares, followed by services, which are a fifth of the total
amount. The percentage of investment companies trade 14% of the shares and insurance com-
panies trade 9%. Since 2015, the Bahrain Bourse has been operating a separate Islamic Index,
including the stocks of companies, operating according to the principles of Islamic finance. In

January 2018, the index offered stocks of 14 companies (Bahrain Bourse 2018).

The CBB’s annual report for 2016 said they will seek to further develop the Islamic finance
sector. The main areas needing improvements in the near future include the strengthening of
regulatory policies, e.g. the implementation of Basel 111%? provisions. Moreover the CBB also
plans to establish a standardized regulation framework for Sharia boards (Central Bank of
Bahrain 2017i: 12ff) and a new sharia governance module for Islamic banks (ibid. 15).

6.3.3 Options and derivatives in Bahrain

According to the information of the Bahrain Bourse, currently there is no active trading plat-
form for options and other derivatives in the country. The “Bahrain financial exchange”- a sep-
arate trading platform was established in 2010 as a subsidiary of the Indian Financial Technol-
ogies. It was founded as a “multi-asset exchange to list derivative and cash instruments on mul-
tiple asset classes such as currencies, commodities, and securities related products for trading.”
(Central Bank of Bahrain 2018f). Its derivative division provided the trading of swaps, futures
and also options. According to all indications, the company has been shut down recently
(Bloomberg 2018) and its internet presence is no longer available.

Although for the time being there are no active institutions providing the exchange of deriva-
tives, option trading is technically possible according to the rulebook of the Central Bank of
Bahrain. Bahraini law classifies option trading as a “regulated service”, which requires a special
license from the Central Bank (Article 40 of the Central Bank of Bahrain). After receiving the
special license, the company or natural person may operate as licensed brokers or licensed bro-
ker dealers. Moreover license holders are required to pay a fee for every single derivative trans-
action, which may vary according to the trade volume, which is determined in the rulebook of

52 Basel 111 is a regulatory framework that aims to establish capital adequacy obligations for banks and financial
institutions, in order to improve their risk management. Bank for International Settlements, Basel I11:
international regulatory framework for banks 2018, from https://www.bis.org/bcbs/basel3.htm (09.02.2018)
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the Central Bank (Market Infrastructure Rulebook -MIR 2.8 1C) (Central Bank of Bahrain
20180).

Currently there are four licensed brokers and seven broker dealers operating on the Bahraini
financial market (Central Bank of Bahrain 2018h). The information provided by these firms
about their profiles is very scarce. Their homepages are mostly not available. The only listed
company with an active internet presence we could find was the “Tradeline Securities W.L.L.”.
Based on the vague information the company provided on its web presence, option and deriva-

tive trading in general is not part of the company’s profile.

6.4 Qatar

6.4.1 Political and economic snapshot

The State of Qatar is located on a narrow isthmus on the northeastern part of the Arabian Pen-
insula. On land it borders only Saudi Arabia, which is also one of the major trade partners of
this small Gulf monarchy. Its population is 2.3 Million (CIA factbook 2018e) (estimation), with
ethnic Qataris making up only 11.6% of the total population. Qataris represent only the third
largest ethnic group in the country after Indians (around 25%) and Nepalese (13.5%) (Snoj
2017).

The current ruling dynasty, the Tanis, have been governing the country since the mid 19" cen-
tury, when the British installed Muhammad b. Tani as their monarch. Formally the country
gained independence in September 1971 (Johnstone 2012). Due to its vast natural resources,
Qatar has seen a stunning development since the 1940s with its capital city Doha (lit. ad-Dawha)
emerging from a fishermen’s village into a modern throbbing metropolis. Although under the
rule of emir Hamad b. Halifa Al Tani Qatar introduced a basic law in 2004, the emirate remained
de facto an absolute monarchy where even the ruling dynasty is fixed by the constitution (Con-
stitution of Qatar 2018: Article 8).

The constitution also defines the Sharia as the main source of legislation and according to the
country report of the Bertelsmann Foundation, local authorities apply a relatively strict inter-
pretation of the Hanbali School. The report mentions harsh penalties for “apostasy” from Islam
and proselytizing by non-Muslims. Furthermore the state recognizes only Abrahamic faiths as
official religions. Thus a large share of the Indian and Nepalese minorities are excluded from

religious freedom (Bertelsmann Stiftung 2016b: 7). In order to face its adverse demographic
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development and the overwhelming presence of foreigners, Qatari authorities also introduced
different measures to accentuate local identity (e.g. appeal to modest clothing). The activity of
the existing Sharia courts is mostly limited to dealing with family matters.

Despite the strict religious orientation of its civil life, the economic legislation has a rather
neoliberal orientation. Taxes on personal and corporate income and Value Added Taxes are

nearly nonexistent.

At present Qatar is one of the richest countries in the world, and Qatari nationals possess one
of the largest incomes globally. The HDI figure of 0.856 (2014 data) is also very high, the best
in the Middle East (UNDP 2016). The GDP growth is a solid 2.5% (CIA factbook 2018e: 2017
data). Thanks to its vast wealth and extended social system for its citizens, the Gulf Emirate has

been saved from the upheavals of the Arab Spring which started in 2011.

Similarly to the other Gulf Monarchies, the Qatari government has put in increased efforts to
diversify the country’s economy to transform it from a rent based to a knowledge based one.
These goals have been formulated in Qatar’s “National Vision Strategy 2030”. As a result of
these measures, the share of the non-hydrocarbon sector increased from 40% in 2011 to nearly
70% in 2016, on the basis of annual GDP growth (Qatar Financial Centre- Regulatory Authority
2017: 26). However non-Qatari institutions have not yet acknowledged these successes. The
International Monetary fund critically notes that the Qatari fiscal policy is still highly dependent
on hydrocarbons and notices that in the years between 2004 and 2013 the share of hydrocarbon

revenues compared to total government revenue was still up to 86% (IMF 2017b).

6.4.2 Financial sector and legal environment

According to Qatari law, there are currently three regulatory bodies for the financial sector: The
Qatar Central Bank (QCN), the Qatar Financial Markets Authority (QFMA) and the Qatar Fi-
nancial Centre Regulatory Authority (QFCRA).

The supreme authority for all businesses, markets and financial activities is the Qatar Central
Bank (QCN) (Qatar Central Bank 2018), whose main task is to frame policies for the entire
Qatari financial sector and enhance financial stability. There is also a separate regulatory body
for the supervision of capital markets, the Qatar Financial Markets Authority (QFMA) (Law
No. 8 2012, which expanded the sphere of activities of the FMA compared to previous legisla-

tion) (Qatar Financial Centre- Regulatory Authority 2017: 20). The expansion of its competence
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primarily concerned adjustments to international standards in the field of mergers and acquisi-
tions and bonds and sukiik listing (ibid.27). While the QCN is primarily responsible for the
regulation of domestic and foreign banks, finance and investment companies and the entire
insurance sector, the QFMA is responsible for the supervision of listed financial service firms.
The third regulating body is the QFCRA, whose main task is to supervise the on-shore financial

sector, including corporate banks, national businesses and advisory firms.

Currently the Qatari financial sector is large, with the banking sector accounting for 200% of
the total GDP (IMF 2017b: 19). As the IMF report points out, a large amount of these revenues
are from the hydrocarbon sector.

Future development plans envision a further liberalization of the financial markets. A new law
has also increased the possible limit of foreign ownership in listed companies from 25% to 49%
(Qatar Financial Centre- Regulatory Authority 2017: 27).

Development plans also include further harmonization of the Qatari financial market with in-
ternational standards. These measures include the introduction of Basel 1ll standards. Many
measures regarding leverage ratio and the liquidity coverage ratio have been already imple-
mented (IMF 2017b) (Qatar Central Bank 2017).

Further plans envision the adaptation of IFRS 9, primarily targeting accounting standards for
financial instruments. In Qatar this measure would primarily affect the bonds market, since a
derivative market is practically nonexistent. In the past few years, the state has both issued
(conventional) Treasury bills and Islamic sukizk, which have to be listed on the Qatar Exchange.
Over the Counter Trade is currently not permitted in Qatar (IMF 2017b).

Qatari legislation also imposes limitations on trading with legalized financial instruments
(mostly T-Bills) for foreign firms, which can theoretically do so only via registered brokerage
firms at the Qatar Exchange (QE). As the IMF report points out, few foreign firms make use of
this option.

Currently there are 19 firms on the Qatari market, which provide financial services. According
to their company profiles on the internet, they are primarily involved in trading with securities
(i.e. bonds and sukuks) (Qatar Financial Markets Authority 2018). Unfortunately we have no
information whether these firms were engaged in trading with other financial products, e.g.

derivatives.
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Qatar’s primary trading platform for stocks and securities is the Qatar Stock exchange, officially
established in 1995 and operating since 1997. In 2009 it was partly privatized and reestablished
as a holding with the NYSE Euronext, a global company which also operates the New York
Exchange (Qatar Stock Exchange 2018a). Currently the QSE is supervised by the Qatar Finan-
cial Market Authority. Prior to 2005, non-Qatari firms (i.e. firms whose foreign ownership ex-
ceeded 25%) were restricted to investing in Qatari stocks (ibid.). There are 45 companies listed
on the exchange according to the information of the QSE. Banks and the finance sector
trade35.55%0f shares, followed by the industrial sector (24.34%) (Qatar Stock Exchange 2017:
12,16). Since 2013, the QSE has also been operating a separate Islamic index, with only Sharia
compliant stocks where “traditional” non-sharia business sectors e.g. , alcohol and gambling
are not represented. A brochure from the index notes that other usually “sharia compliant” in-
dustries like hotel business, music and cinema are also excluded from the portfolio (Qatar Stock
Exchange 2018b).

6.4.3 Options and derivatives in Qatar

According to the most recent information there is neither an active trading platform nor firms
actively trading with options or derivatives in Qatar. Recent discussions revolve around the
Qatari sukitk market, which gained importance since the global decline of the oil prices because

states and companies are seeking for new means of debt financing (Al-watan 2016)

In 2016 there was news about the establishment of a new trading platform for energy deriva-
tives, which is supposed to enable the trading of energy swaps, futures and options. However

we could not find any further news about the fate of this endeavor (thetradenews.som 2016).

6.5 United Arab Emirates

6.5.1 Political and Economic snapshot

The United Arab Emirates emerged in their current form in 1972, when the seven former British
protectorates, formerly the “Trucial states” or “Trucial Oman,” gained independence and
formed a state confederation. With its 83.6 thousand square kilometers, the UAE is the third
biggest country within the GCC group. The population of the UAE is roughly 6 Million people

but only 11.6% consider themselves Emirati. Sixty percent of the population are immigrants
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from Southern Asia and Indians are 38.6%. The population is heavily concentrated in three
Emirates, (Abii Zabi, Dubay, and a$-Sariqa) on the northeast of the Musandam peninsula, while
the rest of the country is sparsely populated (CIA factbook 2018f).

The United Arab Emirates are a federation with the seven sub states enjoying a high level of
autonomy. In fact they only share a common foreign policy, security policy and a constitution.
Both state income (especially from hydrocarbons) and economic policy, e.g. fiscal policy and
debt issuance are managed locally within each emirate. This high level of decentralization is
shown by the fact that the military was put under a central command as late as 1997
(Bertelsmann Stiftung 2016c: 3). Many authorities, e.g. the entire judicial system are not man-

aged centrally even today although there are ongoing discussions about harmonizing it.

The current legal system of the country is a mixture of Islamic law and civil law (CIA factbook
2018f). The constitution of 1996 states that Islam is the official religion of the country and the
Islamic Sharia is the main source of legislation (masdaru ra’isi-t tasri) (Constitution of the
United Arab Emirates 2009: Article 7). While the economic sphere is vastly dominated by civil
law, comparable to those in Western countries, Sharia courts are primarily competent in per-
sonal affairs. Sporadically they also deal with labor and commercial disputes (Bertelsmann
Stiftung 2016c¢: 6).

Although the federation is an uncommon state form in the modern Arab world®? it has remained
intact thus far. This is also partly due to the fact that the country possesses the seventh largest
oil reserves on the planet and the third largest oil reserves within the CCG region (BP 2017:
12). Its vast hydrocarbon reserves have largely contributed to the massive growth of the econ-
omy. While in 1995 the total Gross Domestic product of the UAE was to 46 Billion US Dollars,
in 2016 this figure increased almost fifteen fold to $671.1 billion (CIA factbook 2018f).

The GDP per capita of the UAE is $68,100, the 14" highest in the world and the third highest
among the countries of the Gulf after Qatar and Kuwait (according to 2016 data. Its real GDP
growth is 3%, which is the third highest within the Gulf after Qatar and Oman. A further pecu-
liarity is the uneven distribution of wealth between the individual emirates: Abu Dhabi and

Dubai have more than 85% of the country’s total GDP.

Similarly to the other five Gulf countries, the government has made increased efforts to diver-

sify the monarchy’s economy in order to make it more independent from hydrocarbons. This

53 Similar attempts were also made in the former British protectorate Aden in 1962, but the experiment fails after
only five years.
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goal has been partly accomplished since today about 75% of the Emirate’s GDP comes from

the non-hydrocarbon sector (c.f. Bertelsmann Stiftung 2016c¢: 4).

The country’s main strategic objectives were formulated in 2010 in a government program
called “UAE Vision 2021”. The program has four key topics: identity politics, reform of the
juridical system, economic reforms and improvement of the social system (Vision 2021 2018a).
The economic policy primarily aims to develop small and medium sized enterprises with mas-
sive investments in research and development (R&D) (Vision 2021 2018b). The government
intends to vastly increase investments in R&D from the current 0.5% to 1.5% of the GDP
(Bertelsmann Stiftung 2016c: 7). The ultimate goal of the government is to transform the coun-
try into a knowledge-based economy and simultaneously reduce the contribution of oil to the

economy to 5%.

6.5.2 Financial sector and legal environment

As a result of the business friendly reforms of the past years, the UAE has succeeded in creating
a (neo) liberal economic sector. According to the 2018 “Ease of Business report” by the World
Bank, the country ranks 21st among 190 listed countries (World Bank 2018: 7). Subsidiaries of
many foreign banks e.g. Deutsche Bank, HSBC, UBS, BNP Paribas now operate in the UAE.
(IMF 2017c: 17)

The rapid fall of the oil prices to the half of their 2014 level caused serious difficulties in the
capital markets. The banking sector has had to struggle with smaller deposits from the public
sector. A possible solution would be the development of the underdeveloped local money mar-
ket to increase the liquidity of the country’s financial institutions (ibid.22).

The money market in the UAE has three main trading hubs: the Abu Dhabi Securities Exchange
(ADX) and the Dubai Financial market. Their market capitalization is about 50% of the coun-
try’s GDP. There is a third stock exchange, Nasdaq Dubai, which operates in the Dubai Inter-

national Financial Centre.

The Abu Dhabi Securities Exchange has been operating since 2000 and is currently the biggest
stock exchange of the country. Its main trading profile includes equities, funds and bonds (in-
cluding sukiik). In 2017, the total trading volume of the ADX was about $13 billion US Dollars

(round 48 billion AED) with banking being the most capital intensive sector, followed by real
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estate (ADX 2018). Based on trading volume, the energy sector (including the hydrocarbon
industry) ranked in fourth place.

An interesting curiosity of the ADX is that of all stock exchanges we examined, it is the only
one which provides detailed statistics of the nationalities of the trading persons and institutions.
Almost half of its trading volume was from UAE nationals, (ca. 27 billion AED) Companies
and nationals from the UK each trade around 4 billion, while the trading volume of citizens
from other Gulf countries is relatively low at 3.3 billion (ADX 2018).

The second main financial hub in the UAE is the Dubai Financial Market (DFM), also estab-
lished in 2000, initially as a state owned enterprise. In 2005 the DFM was transformed into a
shareholder company (DFM 2018a). Currently only 20% of DFM is state owned, while Bourse
Dubai, a private company owns the rest of the shares (DFM 2018b). The DFM mainly focuses
on equity shares and debt instruments (conventional bonds and sukizk). According to the homep-
age of the DFM, the possible range of financial instruments will increase in the near future but

they do not plan to introduce financial derivatives.

The Dubai Financial Market presents itself as the “first market in the Middle East and the world,
which is compliant with Islamic Sharia principles”(DFM 2018c). This statement is hard to ver-
ify as the company only publicizes publishes a fraction of its data. DFM has established an own
Fatwa and Supervisory board which is supposed to develop standards for Islamic financial
products. For the time being it solely focuses on sukiik trading in association with the Bahrain
based AAOIFI (DFM 2018d).

These two trade exchanges are supervised by the Securities and Commodities Authority (SCA),
the main financial regulatory body of the United Arab Emirates. The SCA is primarily respon-
sible for issuing licenses for listed firms and brokers, and charging fees for conventional debt
instruments and sukitk. The activity of the SCA does not supervise the Nasdaq Dubai. That is

done by a separate market body, the Dubai Financial Services Authority.

The third stock exchange of the country, Nasdagq Dubai, enjoys a higher autonomy than the
other two because it operates in an economic free zone. In addition to the “classical” market
segments, equities, classical bonds and sukiik, the Nasdag Dubai also lists financial futures on
the shares of seven companies listed on the three UAE stock exchanges. The futures market in

Dubai is very small compared to the total market value (Nasdaq Dubai 2017).
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There is no official market for other types of derivatives (e.g. options) in the UAE according to

information available from local authorities and investment firms.

6.6 Oman

6.6.1 Political and economic snapshot

The Sultanate of Oman is the second largest country in the Gulf region with 309,500 square
kilometers. Its population of roughly 3.5 Million (the third largest within the GCC) consists of
45% immigrants, mostly from the Indian subcontinent (CIA factbook 2018g). The current ruler
of Oman, Qabiis b. Sa‘1d, succeeded his father after a successful coup d'état in 1970. At that
time, Oman was an extremely underdeveloped country which relied on external aid, mostly
from the United Kingdom and the country was torn by the Zufar war and local unrest in the
Hagar region. During40 years of autocratic rule, Qabiis succeeded to modernize the Sultanate,
which know ranks 52nd on the Human Development Index and now has a high life expectancy
of 77 years, an increase of nearly 30 years compared to the 1970 figure (UNDP 2016), (2016
data). With its progress in HDR, Oman was the fastest growing country between 1970 and 2010
according to UN data (UNDP 2010: 39,41).

The GDP / capita of Oman is $46,700, nearly equal to Austria and Denmark, which places the
country on the list of the world’s richest economies. However the Arabic sultanate still lags
behind its GCC counterparts. This has partly because Oman has smaller oil reserves than the
other Gulf countries, “only” 5.4 thousand million barrels in 2016, compared to UAE’s 97.8 and
Saudi Arabia’s 266.5 (BP 2017: 12). Nevertheless oil remains a key income source, accounting
for 45% of the country’s GDP and making up 86% of total government revenues (Bertelsmann
Stiftung 2016d: 24).

This is why the current fall in oil prices has seriously hurt the Omani economy. While in 2015
the real GDP growth rate was 4.2%, in 2016 it slowed down to only 3%, and in 2017 the Omani
economy stagnated. The government has a record budget deficit of 13% of total GDP (CIA
factbook 2018g). To counter this problem, the government has developed programs to diversify
its economy and attract foreign investors. One of these measures was the equal treatment of
foreign companies with national ones and the reduction of corporate tax to a 12% for all firms
(Bertelsmann Stiftung 2016d: 19). The government has also abolished ownership caps for non-

nationals in several key economic sectors, e.g. banking, insurance and tourism (ibid.). Oman
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has also committed itself to significantly lower its tariffs and also elaborate industrial regula-
tions and labor laws within the scope of GCC integration and its admission to the WTO admis-
sion in 2000 (WTO 2018) (Bertelsmann Stiftung 2016d: 19).

To face the future challenges resulting from sustained lower oil prices, the Omani government
has elaborated a program called “Oman Vision 2040”subdivided into five year plans. The sul-
tanate aims to further diversify its economy away from excessively relying on hydrocarbons.
The current five-year plan envisions extensive development strategies for the business sector in
form of further privatizations and stimulation of foreign investments, plus the development of
small and medium sized enterprises (SME). (Sultanate of Oman- Supreme Council for Planning
2016: 57-58)

6.6.2 Financial sector and legal environment

The Omani financial sector is regulated by the Central Bank of Oman (CBO), established in
1974. Apart from “traditional central bank activities” (e.g. monetary policy, regulation of the
local currency and supervisory), the profile of the CBO also includes advising the government.
In contrast to Western practices, the CBO is not an independent institution because Sultan
Qabus is also the head of the Central Bank.

Oman has a dual financial sector, comprising conventional and Islamic financial institutions.
There are currently 470 branches of conventional banks, compared to 70 branches of Islamic
banks. Since2013, the number of Islamic banking branches has doubled while the the number
of conventional banks remains about the same. Experts claim that despite the low oil prices, the
Omani banking system has remained more or less stable in the last two years based on some
selected indicators, (e.g. the capital adequacy ratio) (Bertelsmann Stiftung 2016d: 20) (CBO
2017: 68). The main aims of the CBO in the near future will be further adaptation of interna-
tional standards (e.g. Basel provisions) and international accounting standards for financial

products®.

There are also several other financial institutions operating on the Omani market, e.g. leasing
firms, pension funds and a number of insurance and brokerage firms, which - - operate mostly

in a conventional manner, according to their online profiles. Only a few firms offer Islamic

%% As noted in the latest report of the Central Bank (CBO 2017).
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products and services. Islamic Finance operations are a somewhat new phenomenon in Oman.

They were embraced as late as 2012.

Omani law requires each Islamic financial institution to have its own Sharia supervisory board.
There is also a state Sharia supervisory institution overseeing Islamic financial operations. This
institution operates within the framework of the CBO. CBO officials have also elaborated their
own Islamic banking regulatory framework encompassing provisions ranging from risk man-
agement to accounting standards. Oman has the most extensive framework for Islamic finance

products of all Gulf countries (see also: CBO 2018).

The direct regulator body of the capital market is the Capital Market Authority (CMA), whose
primary objective is to monitor the issuance of securities and other finance service companies,
(including money exchanges and the entire insurance sector) (CMA-Sultanate of Oman 2018).
The central framework for trading on the capital market is given by the Capital Market law,
which was adopted in 2015 by Sultan Qabiis.

The only stock exchange operating in Oman is the Muscat Securities Market (MSM), estab-
lished in 1988. The bulk of trading is in company shares and bonds (including Islamic sukiik).
In 2017 there were 120 listed firms operating on the market, providing a total market capitali-
zation of 17.95 Billion Omani Riyals (circa $46.67 Billion US Dollars).

The MSM keeps record of four indexes, which can be divided by economic branches into fi-
nancial and industrial services. The MSM has its own Sharia Index, comprising firms operating
according on the principles of Islamic Finance. The Sharia index’s trade volume was marginal
compared to the three other three conventional ones according to recent data of the MSM. The
criteria for trading within the Sharia index are broadly based on the practices of the AAOIFI.
In addition to industry restrictions, (e.g. alcohol, weapons production, etc...) the companies
listed in the Sharia index have to meet certain liquidity criteria, e.g. Interest bearing debts not
exceeding 30% of the average market capitalization in the last 12 months (Muscat Securities
Market 2017).

There are is no active market for financial options (and derivatives in general) in Oman accord-

ing to official data of the Central bank and the Capital Market Authority.
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6.7 Saudi Arabia

6.7.1 Political and economic snapshot

The Kingdom of Saudi Arabia is the last country we will deal with. The absolute monarchy
occupies a large part of the Arabian Peninsula and is the largest territory of the GCC with the
largest economy. Its exceptional position in the Muslim world as the location of the main sanc-
tuaries of Islam is also worth mentioning. Saudi Arabia emerged officially in 1932 from two
historical regions higaz and nagd. Today the country is home of the Wahhabi Islam, a funda-
mental religious movement imposing strict regulations on the everyday life of individuals and

civil society.

This strict civil control is less apparent in the economic orientation of the country, which has
embraced an increased neoliberal economic policy since the millennia. The Saudi monarchy’s
accession to the WTO in 2005 can be seen as a milestone in this regard, as it has also led to a
massive reduction of trade tariffs and has gradually opened the country to foreign investors.
Apart from a symbolic zakat, which is not raised on a regular basis, also there is no income tax

imposed on nationals and corporations (Bertelsmann Stiftung 2016e: 17).

With a GDP/ capita of $55,300 (2017 data) the country ranks 4" within the Gulf Cooperation
and on the 21 place globally (one place behind the United States) (CIA factbook 2018d). The
country has several structural problems, with high unemployment and a domestic workforce
lacking qualifications. That is the reason there are circa 6 million foreign workers in the country,
even though unemployment is 25%, (33% of women!) (CIA factbook 2018h).>® (IMF 2015:
71). Saudi Arabia shares some similarities with other Gulf countries having a disproportionally

high percentage of domestic workers employed in the public sector.

Another issue results from the overall oil dependence of the Saudi Arabian economy, given that
Saudi Arabia has nearly 16% of the world’s total oil reserves and has the second highest re-
serves of crude oil globally (after Venezuela) (BP 2017). The petroleum sector provides 87%
of the state income and 42% of total GDP, and 90% of the total export revenues (CIA factbook
2018h).

In its 2015 country report, the IMF illustrated the overall dependence of certain factors of the
Saudi economy on oil price. The result was not unexpected: In the years between the Gulf War

%5 Official Saudi figures published an unemployment rate of 5.6%, however this figure is highly dubious as it
does not take e.g. women into account. (CIA factbook 2018h)
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and the millennia, when oil prices were relatively low, the public debt reached record dimen-
sions growing up to 100% of the GDP. Whereas in the first decade of this century when oil
prices started to rise rapidly, public debt also started to sink until it was nearly reached zero in
2013 (IMF 2015: 6). Thus it is not surprising that the currently low oil prices have a massive
impact on the Saudi economy: In 2016, when oil prices started to fall again, the public debt rose
to 22.3% of the GDP, while in 2017 it is estimated to be 30%. Simultaneously the real growth
of the economy has come to a halt, from a growth rate of over 4% in 2015, (CIA factbook
2018h).

To meet these challenges from the civil unrest in the aftermath of the “Arab spring” and the
sustained low oil prices, the Saudi government elaborated a program called “Vision 2030”. The
program focuses on society, economy and governance (Vision 2030- Kingdom of Saudi Arabia
2018b). Parts of the reforms have materialized since the millennia, including a national housing
program and the implementation of unemployment benefits. Since 2010 there has been an in-
centive to raise the share of Saudi nationals in the private sector, with variable results so far.
Although several new jobs were created, the wages in these new positions remain relatively
low (Bertelsmann Stiftung 2016e: 15).

The government launched a Fiscal Balance Program, which envisions an extensive privatization
program (e.g. the partial privatization of the state owned oil company ARAMCO) and a signif-
icant cut in salaries in the public sector. The government also plans to introduce new taxes, e.g.
VAT and also a major reduction of subsidies for energy prices (Vision 2030- Kingdom of Saudi
Arabia 2018a: 12).

6.7.2 Financial sector and legal environment

According to 2016 data, the non-oil sector made up 55.7% of the total GDP of Saudi Arabia.
The finance and insurance sector was only 6.3%. The Saudi financial sector contributed less to
the non-oil GDP than in other GCC countries. Government services made up about a quarter of
the Saudi non-oil GDP, wholesale manufacturing 16.1% and non-oil manufacturing 14.9%
(Jadwa Investment 2017: 10). Nevertheless the financial sector is showing a dynamic growth,
which might gain a further momentum from the government’s fiscal balance plan and 5-year

private sector incentive program (ibid: 16)
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The central supervising body of the finance sector in Saudi Arabia is the Saudi Arabian Mone-
tary Authority (SAMA), which is also responsible for central bank activities. Similarly to all
Gulf countries, the banking sector in Saudi Arabia is dual, with both conventional and Islamic
financial institutions. Unfortunately the SAMA did not publish the data regarding the exact
relation between conventional and Islamic banks. Most Islamic banks offer murabaha loans
and igara constructions, according to their online profiles,. A number of financial institutions

also offer a broad range of takaful (Islamic insurance) services.

The regulatory body of the Saudi capital market is the Capital Market Authority, which is also
the supervision authority of the Saudi Stock Exchange (SSE), the monarchy’s only trading plat-
form for shares, bonds and other financial instruments. The Saudi Capital Market Law (2005)
defines the key functions of the CMA to “create a regulated, fair and transparent financial
market that protects all investors from illegal practices or those that include fraud, manipula-
tion and deceit.” (CMA-Saudi Arabia 2018a: 3). Hence, the CMA has following key responsi-
bilities: supervision and development of the Saudi capital market, monitoring of bond and sukiik
issuance, regulation and monitoring of business activities on the capital market and safeguard-
ing the full disclosure of information about traded securities and their issuers. (Capital Market
Law: Article 5).

Within the framework of the “Vision 2030” program, the CMA plans to boost the Saudi capital
market sector significantly. The main goal of the “strategic plan 2020”is to “make the Saudi
capital market the leading market in the entire middle east and one of the top capital markets in
the world” (CMA-Saudi Arabia 2016: 29). To accomplish this ambitious goal, the CMA aims
to deepen the possible range of finance instruments and sukik and improve Capital market gov-
ernance and transparency (ibid. 29). In the long term the plan also envisions increasing literacy
and awareness among citizens about financial issues (ibid. 30).

With the gradual development of the financial sector, the Saudi government hopes to facilitate
the funding of private companies, especially small and medium start-ups which are especially
in need of external financial sources (SAMA 2017: 3). The World Economic Forum says the
stage of development of the Saudi financial sector fairly corresponds to those of the other Gulf
countries and the IMF and other observers even lauded the resilience of its banking sector
against external shocks (IMF 2015: 24) (Bertelsmann Stiftung 2016e: 18).

In the long term the Saudi government is endeavoring to integrate the Saudi economy into world

market by deregulating the financial sector and adopting international financial regulatory

96



frameworks (e.g. Basel I11). It is gradually opening its financial sector to foreign investors to
stimulate FDI (Vision 2030- Kingdom of Saudi Arabia 2018a: 76). In 2015 the Saudi Capital
Market Authority allowed foreigners to invest in the local stock market (Bertelsmann Stiftung
2016e: 19). In the future it is a goal of the CMA to increase “market attractiveness to investors”
(CMA-Saudi Arabia 2016: 29). Thus we can expect further steps to liberalize the Saudi stock
market.

Within the framework of the “Vision 2030” program, the Saudi Stock Exchange (Tadawul) has
also established a parallel market in 2017 with the aim to “broaden the source of capital funding
for issuers to access capital” and “to diversify and deepen the capital market.” The new market
will impose lighter listing requirements on firms. Therefore it will be accessible to a broader
public (Tadawul 2018). This applies to foreigners but joint stock companies are required to

have GCC majority shares (ibid.).

6.7.3 Options and derivatives in Saudi Arabia

There is no public market for financial options and other derivatives in Saudi Arabia for the
time being®®. There are private funds investing in hedging instruments and derivatives (CMA-
Saudi Arabia 2016: 73). In 2017 the CMA reported that there were three such funds operating
on the Saudi market (CMA-Saudi Arabia 2018b). All three companies were local branches of
international investment funds including a Saudi subsidiary of Goldman Sachs. Unfortunately
neither company provided further information about their fund performance and the kinds of
derivatives they were using. The information of the CMA'’s latest annual report could serve as
guidance: While in 2015 all hedge funds had a total assets of 2,220.2 Saudi Riyal, in 2016 their
total value declined to SR 658.2. Also these funds saw a rapid decline in the number of their
subscribers from 193 in 2015 to only 10 subscribers on year later (CMA-Saudi Arabia 2016:
73). We could not determine the reason for this fall, but given the Saudi authorities efforts to
introduce neoliberal reforms, this may have been caused by external market factors and not the

legal and institutional framework.

There is a commitment from official side to “pave the road for financial derivatives” in the near
future (Vision 2030- Kingdom of Saudi Arabia 2018a: 77) within the framework of the fiscal

% According to the information provided by the Saudi Stock Exchange (tadawul) (Data from CMA-Saudi Arabia
2016:73)
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balance program. The first steps for establishing a legal and institutional framework were an-
nounced in May 2016 by the CMA (argaam.com 2016), followed by an agreement between the
Saudi Stock Exchange (tadawul) and Nasdaq in December 2017 to upgrade gulf country’s fi-
nancial market infrastructure. By 2020 Saudi Arabia may allow OTC derivative trading and set

up a derivative market mainly based on the crude oil industry (Financial Times 2017).

6.8 Chapter Summary

In the working paper of the International Monetary Fund, which was prepared for the annual
meeting of the Arab Ministers of Finance in April 2016, the participants discussed the chal-
lenges facing the economies of the biggest oil exporting countries of the Arab world. One of
the key issues the paper mentions is that the vast oil revenues are used to finance an overex-
tended public sector. In many countries the private sector was still underdeveloped and far be-
low its potential (IMF 2016: 3). The paper also points out that the markets of the Gulf are
dominated by large state owned monopolies and most oil revenues are spent on wages and
benefits to citizens, while the small public sector is dominated by migrant workers in the low
wage sector.(ibid.: 4)

Today all Gulf countries agree that a policy change is inevitable and a diversification of their
economy is necessary if they hope to retain their current wealth. Some countries, e.g. Kuwait
and Bahrain massively invest in infrastructure projects, while other focus on education im-
provements and boosting R&D. Most of these countries cut their public sector and promote
startups and small and medium sized enterprises. The IMF report points out that functioning
finance markets could help to ensure to adequately finance the private sector (IMF 2016: 26).
The two most problematic factors that currently hinder the development of new businesses and
economic diversification are their inadequately educated workforce and lack of financing (ibid
25).

Apart from access to capital, a functioning private sector has to be able to adequately manage
its risks. This is especially true for the Gulf markets, which belong to the most volatile markets
worldwide. The introduction of hedging instruments such as futures and financial options would

be one possible way to deal with this issue.

This has been a slow process in the GCC. As early as in 2007, the Kuwait-based Markaz in-

vestment fund elaborated possible reasons why financial derivatives did not take a root in GCC

98



markets. One reason was the lack of equity and depth markets, meaning that only a few firms
(mostly state owned monopolies) were represented on the stock exchanges. Therefore second-
ary markets where derivatives are traded cannot adequately develop (Markaz. Kuwait Financial
Centre 2007: 2).

The second key issue that Markaz mentions is the high sensitivity of the GCC stock markets to
speculation. GCC markets are “long markets”, meaning that investors buy equities and bonds
when they expect that market prices will increase while they will start to sell them, as soon as
price declines are expected. If many investors act the same way, stock prices will fall rapidly
and the market will collapse. In a functioning derivatives market, investors could have a choice
apart from selling equities and investing their money to put options, or sell call warrants instead
(ibid.: 3).

In 2007 Kuwait was the only country in the GCC region, which had an active derivatives mar-
ket. Since then we have witnessed a global financial and economic crisis and a rapid decline of
oil prices, however the issue of derivatives has been constant since then. Even in Kuwait the
introduction went slowly, until option trading was suspended in late 2016 by the authorities. In
the past few years Saudi Arabia made serious attempts to enhance its market infrastructure for
derivative trading and introduce them by 2020. The success of this experiment will largely
depend on whether the development of capital markets and the legal framework can keep

abreast with the dynamics of such a turbulent sector.
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7. Conclusion

In the present thesis we have examined the role of financial options within the context of Islamic
finance. Options and derivatives are highly sophisticated financial instruments which are traded
in a highly dynamic and innovative business environment. Their economical relevance to the
world’s economy is indisputable. The fact that financial options are also a lucrative instrument

for morally dubious speculation purposes is also indisputable.

“Islamic finance” could provide a morally justifiable answer for such speculative transactions.
A well-established Islamic financial framework could appeal to all religious market participants
to do business in a sound and non-exploitive manner (cf. Vogel / Hayes 1998: 294). We should
not underestimate the fact that the number of the followers of the Islamic faith is growing on
all continents. A functioning and reliable Islamic finance would primarily satisfy the needs of
Muslims. Initial successes can be registered: The market for Islamic products such as sukizk and
takaful is rapidly growing. The performance of Islamic portfolios during the global financial

and economic crisis was also remarkable.

However these remarkable successes cannot obscure the fact that Islamic product innovation
and a more detailed elaboration of the Islamic financial law has not been able to break out of
its “beginning stage” since the end of the 1990s and early 2000s (cf.VVogel / Hayes 1998: 29)
(cf.Kamali 2000: 191-193). This is especially demonstrated by the lack of reaction of Islamic
finance to a highly innovative and dynamic sector such as the option market. Although Aiyar
as-Sartr and ‘urbiin are capable to replicate financial options at least to some degree, these are
currently not sufficient to satisfy the needs of a highly volatile economy. There is also serious
disagreement among Muslim scholars even regarding the basic terminology, such as riba, garar
and maysir. The inadequacy of Islamic financial instruments is shown by the fact that the econ-

omies of the Gulf Countries mostly avoid them.

Accordingly, while our first research question “Are there alternatives for financial options in
Islamic finance?” can be answered with “yes”, the answer to the second one “Do Islamic finan-

cial principles currently play a role in the capital markets in the Gulf countries?” is clearly “No”.

We would like to point out again that this is a pilot study of a topic that is still in its infancy.
Therefore, during our country analysis we were subjects of limitations. During our research we
faced several challenges, which could be remedied by later in-depth research. The main chal-

lenges were the following:
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Many publications from private companies especially company reports, investment
fund analyses were closed to the public.

Many governmental institutions, e.g. wagf ministries published material only in Arabic.
This was also true for specialized figh literature and fatwas. A complete appraisal of
these resources would have greatly exceeded the framework of this thesis.

During our country analyses, we have greatly relied on material published by national
authorities and international organizations such as the IMF, and WTO etc. In our thesis
we could not offer a comprehensive critical analysis of this material. A more complete
analysis could include current societal and political discussions and involve newspaper
articles, blogs, online platforms and social media.

A detailed appraisal of the key terminology is still missing. The economic references
of the second edition of Encyclopedia of Islam (EI?) are scarce and obsolete. Possibly
the full scale publishing of the third edition (EI°) could help the problem.

Subsequently we suggest the following fields of future research:

Following Christian’s and Lohlker’s comparative studies on riba, a detailed study of
other Islamic capital market terminology in a historic and current perspective, e.g.
garar, maysir and gimar.

Including Shiite fight concepts

A comparative study of Islamic finance with Western approaches (e.g. from the domain
of theology, sociology, philosophy or behavioral finance).

A historical analysis of the influence of Western approaches to Islamic economic think-
ing. In this regard Adam Smith (1723-1790) as the “father of economic thinking” plays
a crucial role, as today’s neoliberal scholars very often refer to his theorem of “self-
regulating markets” and the “invisible hand” (cf. Recktenwald 2012: 135)

A comparative study of the topic with other religiously and morally based approaches
from the countries of the global south (e.g. “buen vivir”, “ubuntu”or “gross national
happiness™).

Expanding the scope of research to other parts of the Islamic world (e.g. Iran, Turkey,
Pakistan and the Pacific).

Nevertheless, based on our current thesis, we can make following concluding remarks:

101



The countries of the Gulf impose strict regulations on private and social life and are conse-
quently following a strict interpretation of Islam and Sharia®’. These strict regulations are not
true for the economic sector. Their governments are seemingly implementing neoliberal eco-
nomic policies. This can be demonstrated by the fact that all these countries have a low tax
policy, embrace privatization campaigns, open their markets to foreign investors, exclude mi-
grant workers from social benefits and adopt international standards for the financial industry
(e.g. Basel, 1AS). The reason why functioning derivative markets have not yet developed in
CCG is due to technical and market specific reasons (e.g. lacking capitalization and depth of
these markets) more than to religious and moral ones. Officials in many countries (e.g. Saudi

Arabia) seem to be determined to introduce financial options and derivatives in the close future.

The main question is, how can these governments justify the neoliberal transformation of their
economies from a religious and moral perspective? In chapter 5.6 we have seen possible theo-
logical ways to implement Western financial options into an Islamic framework. One of them
was the Quranic framework of maslaka, which could theoretically allow financial options by
putting the welfare of the "'umma into the foreground and putting dogma into the background®®,
more or less operating on a trajectory similar to Adam Smith’s theory of the “invisible hand”

and “self-regulating markets”.

What possible legitimation would remain for a religiously founded financial system, whose
designated goal is to create an opposite pole to today’s economic practices which are perceived
as unjust and unmoral in many ways? We would like to give the floor to Max Weber: “Due to
its impersonal character, economic rule by capitalists is not ethically justifiable, therefore an
anti-capitalist sentiment and social policy, in one form or another, has to be the common prop-
erty of all salvation religions” (Weber 900, 911) cited from (Koenen 2017: 95).

For the current pathfinding process of Islamic finance, it is crucial that it has to be more than
simply reanimating and recreating old fighi concepts and simply giving them new meanings.
They have to also include an intellectual intercourse with modern insights of Western economy.
Only then would the product development of capital market products leave the domain of (fi-
nancial) mathematics and physics (cf. Kalthoff / Vormbusch 2012: 10) and make room for Is-

lamic finance too.

5" For example until October 2017 driving cars in Saudi Arabia was forbidden for women.
%8 Kamali (2000) intensively dwells on this issue (Kamali 2000:85, 122)
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8.2 Law texts
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Bahrain

Qatar

Capital Market Authority Law-CMAL (2010 Law No.7), Article 1
Constitution of the state of Kuwait, Article 2

Ministry of Finance resolution No. 58/2007

Government Resolution No. (76) of 2016 Regarding Ceasing the Financial Derivatives (Options, Futures

and Forwards)

Central Bank of Bahrain, Article 40
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8.3. English Summary

This paper deals with a relatively new phenomenon of capital markets, embedded in a reli-
giously founded financial and economic system. The market of financial options is highly dy-
namic and innovative and has gained great popularity since the 1970s. Financial options belong
to the financial instruments called derivatives, where the price and the value of the instrument
highly depend on the value of an underlying asset. For this reason and their high tradability on
stock exchanges and over the counter, financial options are perfect instruments for eliminating
financial risk (hedging), but have been often criticized for their frequent use for speculative

purposes.

In the past decades, Islamic banking introduced a number of products, which were supposed to
pose investment alternatives for Muslims. The most popular were sukiik and takaful which are
supposed to tailor the bond and the insurance market to the needs of the Muslim community.
However the research on financial options in an Islamic context is in its beginning stage. Schol-
ars of Islamic law are showing a reluctant stance towards options and derivatives, asserting that
they are highly speculative instruments. They say that these kinds of financial instruments in-
fringe on the basic principles of Islamic contract law, for example riba (interest) and garar
(risk, insecurity). Some scholars tried to replicate financial options within the classical Islamic
concepts of hiyar as-Sart and bay * al- ‘urbiin, however these attempts couldn’t establish them-
selves on the Islamic capital markets thus far. There are other interpretations of Islamic com-
mercial law too, for example the legal concept of masla/a, which puts the welfare of the Mus-

lim community into the foreground and puts dogma into the background.

The financial and economic policies of the Countries of the Gulf Cooperation (CGC) seem to
be close to the latter. Although most of these countries practice a very conservative interpreta-
tion of Islam and Sharia in social and private life, in the economy they are mostly following a
neoliberal policy. In the recent past there have been attempts to introduce financial options and
derivatives on the local stock exchanges and OTC markets and many countries (e.g. Saudi Ara-

bia) are now committed to introduce these instruments in the near future.
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8.4. Transliteration table of the DMG (Deutsche Morgenlandische Gesellschaft)
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8.5 German abstract

Das Ziel der vorliegenden Arbeit ist die Betrachtung eines modernen und hochinnovativen
Wirtschaftssegments im Kontext eines religios fundierten Wirtschafts- und Finanzsystems. Op-
tionen sind Finanzinstrumente, die zusammen mit Forwards und Futures zur Gruppe der deri-
vativen Wertpapiere gehdren. Aufgrund der hohen Volatilitat der Finanz- und Rohstoffmarkte
gewannen diese Finanzinstrumente in den letzten Jahrzehnten enorm an Bedeutung. Wegen
ihrer freien Handelbarkeit eignen sich Optionen und Derivate zur Absicherung von Preis- und
Wahrungsrisiken (hedging), erfreuen sich aber auch unter Spekulanten groRer Beliebtheit.
Viele islamisch-religiose Gelehrte verhalten sich daher aus moralischen Uberlegungen ableh-
nend gegenlber Finanzderivaten. Im Rahmen von ,Islamic Finance* wurde versucht, Fi-
nanzoptionen mit den Glaubensgrundsatzen des Islam zu vereinbaren. Das Resultat waren zwei
Finanzinstrumente hiyar a$-Sart und bay “al ‘urbun, die in ihrer Struktur bestimmten Arten von
Optionen ahnlich sind und gleichzeitig auch in manchen haditen auffindbar sind. Diese Instru-
mente eignen sich jedoch nur beschrénkt zu Hedgingzwecken, da die wirtschaftlichen Rahmen-
bedingungen unter denen sie entstanden waren mit den heutigen nicht vergleichbar sind. Die
Staaten des Golf Kooperationsrats, die in den letzten Jahren mit einem massiven Verfall des
Olpreises zu kdmpfen hatten suchen vermehrt nach neuen Kapitalmarktinstrumenten, um ihre
Wirtschaft anzukurbeln. Trotz der grol3en Rolle des Islams im Alltag und zivilen Leben, spielen
islamische Ansétze in der Wirtschaftspolitik kaum eine Rolle. Daher wird die Entwicklung der
Finanz- und Kapitalmarkte eher voraussichtlich nach einem neoliberalen, als nach einem isla-
mischen Muster erfolgen. Viele Staaten etwa Saudi Arabien haben namlich angekiindigt

Optionen und derivative Wertpapiere auf ihren Finanzmarkten einzufihren.
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