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Capital Market Products According to Islamic Jurisprudence

 REGULATED SHORT SELLING AND
SECURITIES BORROWING AND LENDING

RESOLUTION

At its 13th meeting on 19 March 1998, the SAC resolved to accept the
existing securities borrowing and lending (SBL) principles in the securities
industry. To comply with Shariah principles, SBL will be aligned to ijarah (leasing
contract) principles. Nevertheless, the istihsan methodology is used as an
exception to the general ijarah principle. This means the ijarah relationship
between the lessee and the shareholder is not severed even though in SBL,
the lessee has to surrender the share leased.

In addition, the SAC at its 69th meeting on 18 April 2006 resolved that
regulated short selling (RSS) is in line with the Shariah as the inclusion of SBL
principles in RSS eliminates the element of gharar.

INTRODUCTION

Regulated Short Selling

In general, short selling is the act of an individual selling securities which he
does not own at the point of transaction.177

RSS is the selling of approved securities,178 where the seller does not have an
exercisable and unconditional right to vest such securities in the purchaser at
the time of the execution of the sale. However, prior to the execution of the

177 http://www.bursamalaysia.com/website/education/glossary.htm#S
178 Please refer to Rule 704 of the Rules of Bursa Malaysia Securities Berhad regarding definitions of approved

securities for regulated short selling.
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sale, the seller has executed an agreement to borrow the approved securities
to enable delivery of the same to the purchaser under the sale, in accordance
with the rules relating to delivery and settlement.179

From the above definition of RSS, it can be surmised that RSS is a form of
short selling that is combined with SBL and executed according to the rules
set by Bursa Malaysia.

Securities Borrowing and Lending

The principle of SBL on regulated short selling was first introduced to the
local capital market at the end of 1995. However, it was suspended at the
end of 1997 following the economic crisis which threatened the stability of
the share market activities in the Kuala Lumpur Stock Exchange (now Bursa
Malaysia). However, before SBL was suspended, the SAC had already
conducted studies on this principle from the Shariah perspective and resolved
that it was permissible.

SBL is a securities borrowing and lending activity which involves the borrower
and lender who need to fulfil their temporary needs, and such transactions
must be completed according to specified regulations and guidelines. As an
example, a lender who owns long-term securities (shares) agrees to lend
securities to a borrower for a stipulated period. When the period expires,
the borrower must return the securities either in the original form or
another form of securities of the same type and amount. Meanwhile, the
lender will impose a deposit and service charge on the borrower, as one of
the securities borrowing conditions.

ARGUMENTS PERMITTING REGULATED SHORT SELLING

In general, short selling involves the selling of shares not owned by the seller.
As a result, such transactions fall under the category of bai` ma`dum. Islam
prohibits such transactions involving bai` ma`dum since the delivery of the
subject matter cannot be effected and this brings about the prohibited
element of gharar.

However, the issue of gharar can be overcome in RSS – the inclusion of SBL
principles in RSS eliminates the element of gharar. In other words, the

179 Rule 704.1(1) of the Rules of Bursa Malaysia Securities Berhad.
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introduction of SBL can increase the probability that the shares sold will be
delivered. When the probability of delivery is high, then the element of gharar
will no longer be significant. Consequently, when an obstacle that hinders
the recognition of a certain activity as Shariah compliant is overcome, then
that activity can be classified as Shariah compliant. This fulfils a fiqh
methodology:  which means: “When an issue that
impedes (the permissibility) is removed, then the activity which was initially
forbidden becomes permissible”.180

ARGUMENTS PERMITTING SECURITIES BORROWING
AND LENDING

Because SBL was something new to the capital market, the SAC undertook
research to determine Shariah principles that could be used as arguments in
evaluating the status of SBL. Based on the research, the following principles
were used as a basis for the permissibility of SBL.

Istihsan Principle

The SAC in several of its meetings attempted to identify a Shariah principle
that can be used as a basis for the implementation of SBL. As a result of the
studies and discussions, the SAC decided that the istihsan principle should
be instilled in the ijarah methodology to form the basis for SBL after evaluating
that other methods such as i`arah (asset borrowing), hawalah (debt
assignment contract) and bai` wafa’ (selling and buying back) were found to
be unsuitable for the concept and implementation of SBL.

Istihsan is an exemption of a ruling that is juz’ie (branch) in nature compared
with a general principle decision.181 Al-Syatibi defined istihsan based on the
Maliki Mazhab as accepting maslahah (public interests) that has juz’ie as
compared with accepting dalil kulliy (general).182 In summary, it means the
use of a specific method as an exemption from the general one.

Istihsan that was popularised by the Hanafi jurists and accepted by the
Maliki jurists had become a serious topic of discussion among Islamic

180 Please refer to section 24, Majallah al-Ahkam al-Adliyyah. Haidar, Durar al-Hukkam Syarh Majallah al-
Ahkam, vol. 1, p.39.

181 Al-Zuhaili, Usul al-Fiqh al-Islami, vol. 2, p. 738.
182 Al-Syatibi, al-Muwafaqat, Dar al-Ma’rifah, Beirut, 1986, vol. 2, p. 562.
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jurists from other schools of thought especially the Syafi`i jurists. The Syafi`i
jurists rejected istihsan if it had no basis. Despite that, istihsan is still widely
referred to by those who have accepted it. In truth, many contemporary
problems can be overcome by accepting istihsan. This need is strongly felt,
especially in handling issues that have arisen in a muamalat system which is
always developing and changing from time to time.

Istihsan with Maslahah

The decision taken by the SAC that the selling of borrowed/leased shares to
a third party does not nullify the ijarah `aqd, because the decision is based
on istihsan with maslahah. This gives a clear advantage to the original
shareholder and can provide liquidity to the share market.

Istihsan with `Urf Khas

`Urf iqtisadi khas183 (a customary practice accepted in economic activities)
which occurs in SBL activities is `urf sahih (customary practices accepted
by Syara’). Therefore, the argument employing istihsan with `urf also
strengthens the evidence.

Accepting the Ijarah Concept with Consent to Sell

Istihsan allows the ijarah concept, with the consent of the owner to sell the
leased shares, to be acceptable as a basis for SBL. According to the original
ijarah concept, the relationship between the owner and lessee will be severed
when a transaction involving the sale and purchase of an asset occurs. This
is because the ijarah contract as defined by the ulama` is the contract for
using the asset and paying for its use.184

With the sale of the assets, the ijarah contract will automatically be terminated.
Nevertheless, as the SBL contract is similar to the terms in the ijarah contract
in many situations, such as the authority of the owner recalling the assets,
evaluating the assets according to current market value and so forth. The
SAC members resolved that the ijarah concept, with the consent of the owner
to sell the leased shares can be applied to the Islamic capital market.

183 See SAC resolution on `urf for further details.
184 Al-Kasani, Bada’i`, al-Sana’i`, vol. 4, p. 174. Ibn Qaudar, Takmilah Fath al-Qadir, vol. 9, pp. 57–60.




