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Capital Market Products According to Islamic Jurisprudence

COMPOSITE INDEX FUTURES CONTRACT

RESOLUTION

At its 13th meeting on 19 March 1998, the SAC resolved that the mechanism
for stock index futures contracts does not contradict Shariah principles.
Therefore, stock index trading is allowed as long as it is Shariah compliant,
and this is done by ensuring that the index component is made up of Shariah-
compliant securities.

INTRODUCTION

A composite index futures contract is one of the instruments categorised as
a financial futures contract. A crude palm oil contract is categorised as a
commodity futures contract. There are two types of financial futures contracts
in the futures industry in Malaysia. These are the Kuala Lumpur Composite
Index (KLCI) futures contracts and KLIBOR futures contracts which are traded
on Bursa Malaysia Derivative Bhd. The SAC decided that both of these
contracts are not permissible by Shariah. This is because the KLCI futures
contract is based on the underlying index where most of its components are
securities of companies that have not been approved by the SAC. On the
other hand, the KLIBOR futures contract is based on interest rates and hence,
contains the element of riba.

Nevertheless, it is important to discuss the extent to which the stock index
mechanism is permissible according to Shariah in the context of risk
management. Added to this was the launch of the Shariah Index by Bursa
Malaysia. It functions as a benchmark for the performance of Shariah-
compliant securities. The increase in the Shariah Index depicts an increase in
the share prices in this sector and vice-versa.
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A composite index futures contract is created when a total number of shares
which form the index components are made the underlying asset to the
instrument. The share index is a benchmark which indicates the performance
of the share/equity market. The contract is an agreement between a buyer
and seller to receive and hand over a certain number of shares comprising
the selected share components at an agreed price and at a determined future
date. However, the agreed price is not paid in full, merely a margin value
until a full settlement is made.

In the Malaysian context, the KLCI is a combination of 100 companies listed
on the Main Board that represent various sectors and are most frequently
traded on Bursa Malaysia. This index is calculated every minute during a
trading day. The Shariah Index is made up of all Shariah-compliant securities
approved by the SAC and are listed on the Bursa Malaysia Main Board.

As the composite index varies based on market performance, the price of a
composite index futures contract will also change according to the movement
of the share index value on the stock exchange. The underlying asset exists
in the physical form and is the total number of shares which are components
of a stock index. As the total is rather large, delivery in its physical form
cannot take place in an index futures contract. The buyer will receive only its
value in lieu of the physical delivery. That is why the contract is settled in
cash before or on the due date.

ARGUMENTS THAT SUPPORT THE PERMISSIBILITY OF
COMPOSITE INDEX FUTURES CONTRACTS

A composite index futures contract is a new instrument for managing risks
in securities trading. It is not fully compatible with the concepts of salam,
istisna`, musyarakah, etc. Therefore, it would be inaccurate to categorise it
as the same with existing named contracts, in accordance with Islamic
jurisprudence. The SAC, assisted by the ICMD carried out studies on this
new contract and resolved that it does not contradict the Shariah principles,
provided the index components comprise Shariah-compliant securities.

Features of a Contract Are Not Similar to Muqamarah,
Jahalah and Gharar

The issues of muqamarah (gambling), jahalah, gharar and bai` ma`dum are
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among the main issues emphasised by contemporary ulama` who do not
permit composite index futures contracts.

Buying and selling of index is not synonymous with gambling because there
is no similarity to losing a bet. In gambling, the player loses all his money if
his guess is wrong. This does not happen in index trading as the total index
point has its own inherent value. What happens is, the investor will experience
a decrease or increase in the value depending on the demand for the total
number of shares that comprise the index component. Index trading does
not involve any element of betting.196

This contract also does not contain elements of jahalah and gharar as it is
traded in clear quantities and pricing. There is no vagueness in price and
quantity. The price is determined by the market based on demand and supply.

The Issue of Bai` Ma`dum197

In an index futures contract, there is actually no physical delivery on the due
date. This is in contrast to crude palm oil futures trading where physical
delivery can occur. As a solution, physical delivery can be substituted for
cash value.

In general, Islamic jurisprudence can accept this. Al-Baghdadi in his book
Majma` al-Dhamanat discussed the relevant issues. Such settlements are
carried out when physical delivery cannot be done.

Solutions using cash value means pricing something according to current
market value without increasing or decreasing it.198 Other than the case of
trading, the ulama` also discussed at length the same problem on issues
concerning ghasb199 and its compensations.200 This shows that replacing
physical delivery with cash value is not something new in Islam.

196 See SAC resolution on gambling for further details.
197 See SAC resolution on bai` ma`dum for further details.
198 Ibnu `Abidin, Hasyiah Rad al-Mukhtar, vol. 4, pp. 573–576.
199 Ghasb refers to taking something by force. It is different from sariqah (theft) in the sense that a thief

takes something inconspicuously while in ghasb it is done blatantly.
200 Al-Maidani, al-Lubab Syarh al-Kitab, Dar al-Kitab al-’Arabi, Beirut, vol. 2, pp. 188–196.
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Ta’wil Based on Hikmat Tasyri`iyyah

Ta’wil (interpretation) based on hikmat tasyri`iyyah (secrets and reasons for a
ruling) is very important. Prof. Dr. Fathi al-Duraini stressed that ta’wil based
on hikmat tasyri`iyyah is stronger and more correct because a mujtahid uses
his understanding to apply the secrets and intentions to be achieved by a
nas in implementing a ruling. Therefore, it does not mean that we have
digressed from a certain dalil but that we understand the actual intentions
of the nas more comprehensively.201

In the context of a market, if viewed from the angle of hikmat tasyri`iyyah,
the stock index futures will create maslahah to the trader (investor) in particular
and to the economic system in general as it acts as a hedging instrument.

`Urf Iqtisadi Khas

`Urf are common practices recognised by the local people in their daily lives
be they in action or words. The composite index futures contract is an
instrument that can be used by fund managers, underwriters and market
players to transfer market price risks. In principle, it is a valid ̀ urf iqtisadi khas
(common practices specifically occurring in economic activities) that does
not contradict the Shariah principles. What needs to be corrected is that the
index component must consist of securities that are Shariah compliant. This
is overcome by the establishment of the Shariah Index.

The Mal Concept

The recognition of mal is important to determine whether something can be
traded. Imam Al-Suyuti outlined the mal concept as something that has a
value that can be bought and sold, and can be compensated for its damage.202

Based on this guideline, the status of a futures contract as mal is confirmed.
This is because it has a value within a specific period and is traded in its own
market. It also fulfils haq maliy in Islam. In the instance of ̀ urbun (deposit),203

for example, haq maliy is limited until the maturity date where, if it is not

201 Al-Duraini, Al-Manahij al-Usuliyyah, p. 208.
202 Al-Suyuti, Al-Asybah wa al-Naza’ir, Dar al-Fikr, Beirut, 1983, p. 409.
203 ‘Urbun refers to deposit. See Nazih Hammad, Mu`jam al-Mustalahat, p. 196.
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utilised before that date, the right no longer has value.204 Likewise in a
composite index futures contract, it is of value until the maturity date, after
which the contract cannot be traded. However, the holder of the contract
still benefits from the difference in the buying and selling price upon maturity.

204 Ibn Qudamah, Al-Mughni, vol. 4, pp. 312–313.




