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Under what circumstances would Spot Forex trading be allowed? E.qg. if there is no interest
involved.
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The opinion expressed below relates to Forex trading on the spot markets and not the forward or the
futures markets, as the latter two trading methods are impermissible by default.

Process of trading spot Forex

e Trading Forex on the spot market is a margin trade by convention.? i.e., a trader opens an
escrow account via an authorised broker with the market manager and deposits a margin
sum in the escrow account. The broker then allows the trader to leverage the trades and
control a much greater sum (often 1:100) so that every £1,000 margin allows a trade of up to
£100,000.

e The terminology used in Forex trading provides that the broker lends the trader £100,000 to
facilitate his trades. This allows the trader potential to earn a much greater ratio of profit
[and loss] whilst the trader maintains an open position, as each pip® movement now has a
greater value.

e Meanwhile the margin is used by the broker to maintain the position of the trader. The
broker will deduct any fees and losses from the escrow account and also credit it with any

! A sale contract cannot be contracted for a future date. On the contrary, a sale contract must be made binding at the
time of the contract as the purpose of the contract is immediate proprietary transfer. In the absence of proprietary
transfer, the vendor should retain unilateral right of disposal as a necessary consequence of ownership and this calls in
to question the binding nature of the previous sale. If the vendor does not retain unilateral right of disposal then this
conflicts with the necessary consequence of ownership. If deferment is required, only one of the two counter values
(object of sale and price) can be deferred. Deferment of both counter values is prohibited [with the only text-based
exception of a manufacturing (istisna ‘) contract]. Forwards and futures do not effect immediate proprietary transfer,
create an anomalous situation in relation to the object of sale, and both typically involve double deferment and [in
addition to other reasons] are thus not permitted.
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2 Margin trading is not a requirement to trade in the Forex market but, given the very low returns on unleveraged Forex
trading, unleveraged trading is worthwhile only for traders with substantial trading capital such as large banks and
hedge funds etc. Thus, most trades in the Forex market are margin trades.
3 An upward or downward movement up to (normally) four decimal places (but can be up to two decimal places as for
the Japanese Yen). Brokers may also quote fractional pips (also known as pipettes) at five and three decimal places.



profits. If the margin falls below a certain required ratio the broker may simply close out
one or more of the trader’s positions without notice.

The broker pools all the margin deposits together and uses the combined amount to place
trades within the interbank network in order to offset his own position.

Forex trading is described as the simultaneous purchase of one currency and sale of another.
A purchase of the base currency (on the left hand side of a pair such as EUR/USD or
GBP/USD) is a simultaneous sale of the counter currency (on the right hand side of the same
pair). Equally, a sale of the base currency is a simultaneous purchase of the counter
currency of the same pair. But at a more structural level, the trader is said to be essentially
borrowing one currency from the broker to finance the purchase of the other currency. i.e., if
a trader is buying EUR/USD, the trader is said to be borrowing USD from the broker to
purchase EUR. If a trader is selling EUR/USD, the trader is said to be borrowing EUR from
the broker to purchase USD. However, as the denomination of the trading account is GBP,
the trader must first trade the GBP for the currency to be borrowed. Then when the trader
eventually exits the trade, the real value of the amount the trader earns or loses is dependent
upon the borrowed currency versus the GBP.

Most spot currency trades settle two valid business days* in both currencies after the
execution of the trade, with the exception of the U.S. dollar vs. the Canadian dollar, which
settles the next business day.

For each buy or sell order, the broker will charge a commission which is (normally) the
difference between the bid (selling) price and the ask (buying) price for the base currency
and this commission is immediately subtracted from the margin account.

When a trader places a buy or sell order, the broker will first try to find a matching counter
order from one of its other clients (traders) or pass the trade on to its liquidity providers®
whilst earning a profit from the spread. If there are no matching counter orders the broker
will have to take the opposite side of the trade. Such a broker is known as a Dealing Desk
(DD) broker or a Market Maker as it literally creates a market for the trader. If the broker is
not one that takes the opposite side of the trade and rather only facilitates direct access to the
interbank market, it is known as a No Dealing Desk (NDD) broker and the Market Maker is
then the liquidity provider.

If the trader maintains an open position on a currency (EUR/USD) past the change in value
date, each of the two currencies will earn interest at the respective sovereign rate of each
country and net interest will be either earned or payable depending on the direction of the
position. This is because interest has to be paid on the borrowed currency but is also earned
on the currency purchased. If the interest rate of the currency purchased is lower than the
interest rate on the currency borrowed the trader will have to pay net rollover interest. If the
interest rate on currency purchased is higher than the interest rate on the currency borrowed
the trader will be paid net rollover interest.

Analysis of the process

Whilst the terminology used in Forex trading provides that the broker lends to the trader, the
reality is that no actual lending takes place. Firstly, the broker does not have the funds to do
so. It is simply not possible for the broker to lend up to 100 times the margin amount for
each of its clients. Secondly, the sum that the trader is allowed to ‘control’ is never ever
deposited in to the trader’s trading account. Thus, the trader never secures possession of it -
neither physically nor constructively - and never ever secures ownership of the same. This
sum, unlike an actual loan, is also never returned to the broker. Moreover, this sum, unlike a
conventional loan, is not subject to any interest to take into account the time value of money.

4 This reflects both the need to arrange the transfer of funds and the time difference between the currencies centres
involved.

5 Mostly large investment banks (known as Tier 1 Liquidity providers) or intermediaries (companies/prime brokerages)
that have established relationships with these large investment banks.



e The margin the trader puts up is a surety against the market moving against the trader to
protect the system against the trader defaulting on his commitments and that is all the broker
is interested in. If the market moves against the trader and, as a result, the margin falls
below a predetermined amount, the broker will simply close out one or more of the trader’s
positions. The margin is NOT a surety to secure the ‘loan’. That would simply make no
sense whatsoever as the margin bears no significance with the ‘loan’ amount.

e Then, despite the process being described as a simultaneous purchase of one currency and
sale of another, the trader does not actually exchange currencies when he trades. Rather, the
trader enters into a two day forward agreement to do so, much like a short-term futures
contract. Thus, Forex traders are actually exchanging liabilities incurred through agreements
rather than currencies. So, a Forex trader, who purchases (goes long) a lot of GBP/USD, for
example, has entered into an agreement to provide USD in exchange for receiving GBP,
whilst a Forex trader who sells (goes short) a lot of GBP/USD, has entered into an
agreement to provide GBP in exchange for receiving USD. In addition to the netting out of
trader positions against each other, the exchange of liabilities rather than currencies is what
allows the Forex broker to offer such huge leverage ratios. The Forex broker does not
actually exchange GBP for USD when a trader goes long a lot of GBP/USD and so the
broker does not need to have 100,000 GBP on-hand. This is different to a stock dealer who
actually does have to have the capital (or sufficient lines of credit) to own the shares the
dealer is making a market in.

e However, unlike in futures, where the trader could actually end up taking delivery if he did
not offset his position, in Forex, if the trader maintains an open position at the end of the
day, the broker rolls the trader’s position forward so that he continues to trade in the same
cross but now for the next delivery date.

e The Forex trader will then either receive or pay the difference of the overnight interests of
the respective currency legs of his position. This is because each Forex trade is said to be
transacted by borrowing the currency of one country to purchase the currency of another and
all currencies have an interbank interest rate associated with them. Interest is paid on the
borrowed currency and earned on the purchased currency. At the close of each trading day,
a trader who took a long position in a currency yielding a higher interest relative to the
currency that the trader has borrowed will receive a net interest payment in the trader’s
account. Conversely, the trader will need to pay interest if the currency the trader borrowed
has a higher interest rate relative to the currency the trader has purchased. To avoid having
to pay or receive interest, the trader will have to close out the trade before the close of the
trading day.

e When a trader (who has deposited his margin in GBP) purchases a currency pair, e.g.,
GBP/USD, he is said to be purchasing GBP versus the USD [hoping that the GBP will go
higher in relation to the USD] by borrowing USD from his broker and purchasing more
GBP. If the trader sells the same currency pair, he is said to be borrowing GBP from his
broker to purchase the USD [hoping that the USD will go higher in relation to the GBP].

Shari‘a ruling on Forex trading

If the process is considered to be what it actually is, viz. a two day forward agreement to exchange
currencies, and thus Forex traders are actually exchanging liabilities incurred through agreements
rather than currencies, then there is no doubt as to the void nature of this activity. Firstly, the sale
of liabilities [debt] is not permitted except to an existing creditor at spot provided both counter
values are not usurious.® In Forex spot trading, payment is not actually at spot and both counter
values are usurious. The counter party almost invariably is also not an existing creditor. Secondly,
a sale contract must be made binding at the time of the contract with immediate proprietary transfer
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and cannot be contracted for a future date.” Forex spot trades too are contracted for a future date.
Thirdly, deferment in sale of both counter values is prohibited® [except in an istisna ‘ contract].’
Here, both liabilities are deferred. Fourthly, it is the sale of what the trader does not own or possess
which is not permitted except under either a salam contract or an istisna ‘ contract.'”

If the process is considered to be what the prevailing terminology would have one believe — an
exchange of currencies and not simply liabilities, the process remains impermissible. This is
because the trader never has possession or ownership of the currency he is said to be selling. No
loan sum is ever deposited by the broker in to the trader’s account. That is why it is never returned
to the broker and neither does it ever incur any interest. Thus, it is a sale of what the trader does not
own or possess which is not permitted except under either a salam contract or an istisna ‘ contract,
as mentioned earlier. The AAOIFI standard on currencies also states:

(a) Among the forms that are not permitted is the customer of an institution
entering into currency trading for an amount of money exceeding the amount that
he owns, using credit facilities granted by the institution which handles the
currency trading, thus enabling the customer to enter into a transaction for an
amount in excess of what he would otherwise be able to pay for.*!

If it is conceded, for one moment, that the broker does actually extend a loan to the trader up to the
leveraged amount, which the trader does secure possession of and uses to trade, then the shari‘a
rules governing currency trade apply. There are two mainstream opinions regarding fiat currencies:

1. According to a large body of scholars? and the opinion adopted by the Islamic Figh
Academy (MWL)® and the Accounting and Auditing Organization for Islamic Financial
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11 Shari’a Standards for Islamic Financial Institutions, Shari’a Standard No. (1), Trading in Currencies, Clause 2/12 (a),

p. 8.
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Institutions (AAOIFI),** the trade of paper currencies is a form of bey ‘ al-sarfand is
governed by the rules related to the exchange of gold and silver. In summary, these include:
mutual possession of the counter values prior to the parting of the contracting parties;
equality in the exchange of the same currency; non-deferment of either of the counter
values;® and inapplicability of options®® [besides the inspection and defect options].}” Thus,
according to this opinion, Forex trading is impermissible, even at spot, because there is no
mutual possession at spot of the currencies being traded whereas a valid sarf trade requires
mutual possession in full.

2. The second mainstream opinion founded upon the opinion of Imam Muhammad of the
Hanafi School is that paper currencies are money by convention/public concurrence just like
fulizs and are not a substitute for gold and silver. Each currency is of a separate genus and
their mutual trade is not subject to the rules of bey ‘ al-sarf. Rather, if the trade is between
denominations of the same currency it must be at par with mutual possession of the counter
values. This is not because it is a form of bey ‘ al-sarf but rather because, according to the
Hanafis, an exchange of the same genus prohibits deferment. If the trade is between
different currencies then this allows deferment of one?® of the two counter values but not of
both.*® Thus, according to this opinion too, Forex trading is impermissible, even at spot,
because both currencies are deferred whereas a valid trade requires possession in full of at
least one of the two currencies.

This is all in addition to the fact that there are other problematic issues with spot Forex:

1. The first of these is that the purported loan from the broker comes with a condition that the
trader must trade via the very same broker. This contravenes the prohibition of combining a
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14 Shari’a Standards for Islamic Financial Institutions, Shari’a Standard No. (1), Trading in Currencies, p. 1.
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loan with a contract of exchange and brings a conditional increment to the broker by way of
a commission from the spread which is itself a form of »iba and prohibited by general
agreement.?® The AAOIFI standard on currencies also states:

(b) It is not permitted for the institution to lend the customer a sum of money on
the condition that currency dealing must be effected with the same institution and
not with any other. If there is no such prohibition, then there is no Shar’i
prohibition.?

2. The second is that if the trader maintains an open position on a currency past the change in
value date, the trader will invariably either receive interest or have to pay interest depending
on the direction of the position as explained above.

In conclusion:

Forex spot trading is not permissible. Even if there is no interest involved on account of
maintaining an open position, the requirement to trade via the broker extending the ‘loan’ is itself a
form of riba. The double deferment of both currencies also renders the trade impermissible
according to both of the mainstream opinions mentioned above. Moreover, this is compounded by
the fact that the trader never has possession or ownership of the currency he is said to be selling,
whilst the actual reality is that Forex spot traders are actually exchanging liabilities incurred through
agreements rather than currencies.

And Allah knows best.

Mufti Mohammed Zubair Butt
Chair, Al-Qalam Shariah Panel
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