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Introduction
My topic is “Islamic Finance in the Dutch Retail Markets”. As Mahatma Ghandi famously said when asked what he thought of British civilisation, I think it would be a good idea. I am not sure, however, that it would be a profitable proposition. To the best of my knowledge the only thing we had in the past was a Luxembourg-based company under the name Takafol S.A. that offered Islamic insurance since 1983 and also tried to market their products in the Netherlands. Apparently they were not very successful, they were taken over in 2003 by the then newly established Solidarity Company in Bahrain and now make their business of  managing takaful or Islamic insurance funds on behalf of other group members.


We are therefore left with a sole provider of Islamic financial products in the Netherlands, Bilaa-Riba, who so far only offer Islamic savings and investment products. The question that naturally comes to mind then is: what opportunities are there and what stands in the way of the development of a market for Islamic products? 


I will first touch on the question of the potential market and then discuss the characteristics of the Islamic financial products that might be marketed in the retail market.
The potential market
First, there is the question of the size of the potential market. I have not been able to find many research reports, but what I have seen gives the impression that Islamic forms of finance only may have a chance if they are not more expensive than conventional forms. In 2004, Humayon Dar, then of Loughborough University, published the results of a survey among over 500 British Muslims. He found that only 5% were seriously interested in Islamic finance and that an additional 23% would be interested in Islamic finance services such as mortgages if these were comparable in price with the conventional interest-based mortgage.


In Belgium a survey seemed to indicate that 60 to 70 per cent of Belgian Muslims might be interested in Islamic home finance. However, with only 17.5 percent of the 4,000 questionnaires that were distributed returned, this would be a rash conclusion. Most of the non-returners can probably be assumed to be indifferent.
 

In the US, a survey on the demand for Islamic investments was conducted at the annual Islamic Circle of North America (ICNA) conference in Pittsburgh, PA. This is a gathering of 10,000 to 20,000 Muslims from the US and Canada, but no more than one hundred were found willing to fill in their questionnaires. Again, this does not point to a heartfelt need for Islamic financial products.


As for the Netherlands, in 2003 one of my students did research for a Dutch financial institution and found that four out of five Muslims would not be willing to pay more for Islamic financial products than for conventional products. In 2002, two other students interviewed some 90 Dutch Muslims, which is perhaps too small a number to draw firm conclusions, but it was found that many felt uneasy receiving and paying interest. This is a recurring theme. Research on the living conditions of the immigrant population in the Netherlands revealed that home ownership among Moroccans with a traditional background is relatively low, and the ban on riba in Islam was mentioned as the reason why they shun mortgage loans.

The upshot is that there certainly is a potential demand for Islamic products, but that this demand is bound to be quite low if the products are financially less attractive than conventional instruments and even if they are not, one cannot be sure that a majority of Muslims would be interested.
Islamic financial instruments for the Dutch market
So much for the demand side. We now turn to the supply side. I will take a look at some Islamic financial instruments that might be considered for introducing in the Dutch market. I will leave the wholesale market to one side. That leaves us with at least six potential market segments:
bank accounts

saving and investment 

home finance

insurance

consumer durables and business finance
credit cards
1. bank accounts

In the UK a couple of banks, including HSBC Amanah and Lloyds TSB, offer interestfree current accounts and provide their clients with Islamic debit cards. There are no overdraft facilities. If there are any unplanned overdrafts the bank will charge a monthly management fee of
 £15. However, they offer students, both Islamic and non-Islamic, non-interestbearing overdraft facilities. 


Banks must of course make sure that the funds they attract through their Islamic bank accounts are invested in a sharia-compliant way. 

I wonder whether it would be worth the effort over here. After all, Muslims can use their current accounts without paying or receiving interest if they make sure not to get into the red. Still, it might be attractive to some of them to be able to have an account with a bank that steers clear of interest-related activities.
2. Saving and investment 
There seem to be few problems in offering Islamic savings and investment products. Investments should be sharia-compliant, that’s all. This means that investments in weapons industries, alcoholics producers, the entertainment industy and so on are not allowed, nor of course investments in interest-bearing debt. In this last respect, Islamic jurists are quite lenient. The Sharia Supervisory Board that counsels Dow Jones finds for instance a debt/capital ratio of up to 33% still acceptable. A sharia-compliant investment portfolio may well be made up exclusively of shares in companies without a specific Islamic character. The sole Dutch provider of Islamic financial instruments, Bilaa-Riba, manages a fund made up of shares in firms such as Akzo Nobel, Philips, Randstad, Nokia and TomTom.
3. Home finance
Most discussions about Islamic finance in the Netherlands revolve around home finance. There seems to be an assumption in some quarters that Islamic home finance products will sell like scalding scones once their costs become deductible for income tax purposes, analogous to interest on conventional mortgage loans. However, expectations may be too rosy. I will briefly discuss the three available forms of Islamic home finance. I leave to one side istisna, finance during the construction phase of a home; as after the completion of the home it will have to be replaced by one the three forms to be discussed. I abstract from the complicated question of tax deductability.

a. Murabaha. Under a marabaha contract, the client selects a good, in this case a home, and asks his bank to buy the house and resell it to him or her against deferred payment. The bank will apply a markup that can be seen as a payment for the services provided by the bank, but also as a guaranteed profit margin. The markup for a murabaha mortgage will usually be equal to the capitalised value of interest payments over the life of a conventional mortgage.


Murabaha contracts may be fine for short-term financing, but they are very unattractive for longer terms, in particular for home finance. Under a conventiona mortgage, if the client wants to sell the home and amortise the loan before the end of the contract period, interest will have been paid only over the period that he or she was owner of the property. Under a murabaha contract, the markup, that is the capitalised value of all interest payments over the contract period, is part of the purchase price and home owners have no right to a refund. The bank is free to give a refund, as a gift, but is not allowed under sharia law to promise such a refund beforehand, because that would make the markup time-dependent and thus indistinguishable from interest. An unattractive feature for the financier is that murabaha loans cannot be securitised, as debt cannot be traded under sharia law, unless at par.
b. Ijara wa iqtina, hire purchase or financial lease. In this case the bank buys the home and leases it to the client. At the end of the lease period the title to the property is transferred to the client (or, in the case of financial lease, the client has an option to buy the home for a symbolic amount of money). Selling the home before the end of the contract period is possible.

Some Muslims will have their doubts about ijara wa iqtina, as it is quite normal to link the rent part of the lease rate to LIBOR. The standard rent rate charged by ABC in Britain for instance is six-month LIBOR plus a margin of 0.89 per cent, plus an arrangement fee of £299.
 
c. Musharaka mutanaqisah or diminishing musharaka. The financier and the client jointly buy a home. The home is let to the client, who regularly increases his or her share in the joint property. Musharaka is combined with ijara. In the UK, the title to the property usually is held by a trust owned by the bank, and the trust leases the home to the client. This is for tax reasons, as transfers of property within the trust are not liable to SDLT, Stamp Duty Land Tax.

In the Netherlands, every transfer of a part of ownership from the bank to the client probably requires formalities at the notary’s office, which should make diminishing musharaka cumbersome and expensive. There should be no problem in selling the home before the end of the contract period.
Islamic home finance will tend to be more expensive than conventional forms, if only because there are two separate purchase contracts. I doubt if very much is known about the cost of Islamic home finance, but there are indications that in Canada rates are 100 to 300 basis points higher than on conventional mortgages and in the United States 40 to 100 basis points.
 It might, however, be possible that the gap narrows if Islamic financial institutions grow and become able to exploit scale economies. Even then, buyers may be unhappy with the fact that title to ownership usually remains with the financier until the debt is amortised.
4. insurance
In the field of insurance, it is not only the ban on riba that comes into play, but also the ban on gharar, avoidable uncertainty, in particular insufficient specificity of a contract, and maysir, gambling. Many Muslim jurists reject conventional insurance for these reasons. 

The solution found in Islamic economics is to set up a mutual fund where participants do not pay fees and buy insurance, but where they donate gifts, to be distributed to brothers and sisters who suffer from some mishap. Takaful is cooperative or mutual insurance. 

Takaful is not very widespread in Europe. Health and life policies probably are not yet available. HSBC Amanah, for instance, only offers home takaful. Their website tells us that at the end of each accounting period, profits are distributed among the participants and the fund manager. It leaves us in the dark about what happens in the case of a shortfall, when claims exceed contributions, but I was told that in that case HSBC Amanah is willing to bear the loss. Nonetheless, it seems that no reserves are built up in takaful damage insurance, which should make it less attractive in many people’s  eyes.
5. Consumer durables and business finance
It is quite remarkable that there is hardly any possibility to get Islamic finance for the purchase of consumer durables or business equipment in Britain or the US. Neither HSBC Amanah nor Lloyds TSB, nor even Ahli United, formerly United Bank of Kuwait, with a presence in the UK since 1966, does offer it. In the United States there are a couple of small local initiatives for providing business finance to small entrepreneurs, but these are directed to refugees. The question is, why. 

The simplest Islamic instrument for financing consumer durables or equipment for business firms that presents itself is murabaha, mark-up finance. Banks do not seem keen to offer murabaha finance for these purposes, except in the wholesale market, for the purchase of airliners for instance. I suspect murabaha finance would not come cheap. It is more complicated than conventional finance because two purchase and sale transactions are involved against one in the case of conventional finance. Moreover, the financier is owner of the goods, however briefly, during the period between the two transactions. This means that the bank will have physical goods on its balance sheet, not a source of pride and joy, usually. On top of that, as with murabaha home finance, the client may have second thoughts after the bank has bought the goods, and the bank may get stuck with them.


Another possibility is ijara, but one may wonder whether Muslims would be very interested in ijara, as it hardly differs from conventional leasing. They migh be interested, though, if conventional lease companies are financed by interest-bearing debt and they prefer not to deal with such firms.
One glaring defect of Islamic finance is that it offers few opportunities of providing working capital to business firms. Of course, financiers may participate in a business firm, but this is not very attractive to them, because of governance problems.
 But even if a business firm could attract participations, it remains very difficult to meet a fluctuating demand for working capital in a sharia-compliant way. However, human ingenuity is boundless and Islamic banks have found ways around the prohibitions of sharia law. One way is called tawarruq. Literally, this means monetisation, that is, of the traded commodity. Tawarruq is a construction where someone buys a good on credit (often from a bank in the guise of a murabaha transaction) and sells it to a third party spot (the bank may charge itself with selling the good on behalf of its client). 


Many Islamic jurists, such as those at the Fiqh Academy in Mecca, reject tawarruq, but buying and selling fungible goods such as aluminium in order to provide business firms with credit is booming business in the Gulf states. Again, it is a more cumbersome and expensive way of doing business than conventional banking.
A variant used in Malaysia but not acceptable in the Gulf states is bai inah (also spelled as bai-al-einah). This is the purchase of a commodity from a bank against deferred payment and selling it back to the bank at a lower price against immediate payment. The real transaction that must always underlie an Islamic credit transaction thus may involve a good that the client does not own and perhaps does not even see. Any credit transaction can be based on this construction. 
My hunch is that it would be very difficult for banks to earn a decent living from developing such products in Western countries, if indeed their clients and sharia boards would accept tawarruq and bai inah as sharia-compliant.

6. credit cards

Life without a credit card is hardly possible in modern economies, but credit card purchases may involve interest payments. Generally there is no problem from a Muslim point of view if card holders pay the credit card company within the grace period so as to avoid paying interest, though opinions differ. There are ways, however, to make a credit card a real credit card. Bank Islam Malaysia developed a credit card involving the use of bai inah. The bank sells a piece of land to the customer against deferred payment, immediately followed by a purchase of the same piece of land by the bank at a lower price. The proceeds of the latter transaction are disbursed into an account against which the customer can withdraw cash and purchase goods with the credit card. Its Islamic character is underlined by the fact that it cannot be used for payments for bars, discos, night clubs, purchase of beers, escort and massage services or gambling. There are also Islamic credit cards whose issuers get their profit from fixed fees.
It is doubtful whether it would make much sense for Dutch banks to develop an Islamic credit card, as the potential is probably still extremely small, the more so as Muslims can without compunction use conventional credit cards provided they pay their outstanding debt within the grace period, unless they prefer to do business with a bank or a separate legal entity that is not involved in earning and paying interest.

As for the rest, if they take the plunge, banks might be well advised not to restrict their thinking on developing Islamic products to home finance, but offer a wider range, including such instruments as Islamic savings and investment products and life insurance and perhaps murabaha or ijara business finance. But given developments in the UK and also in the US, I see no cash cows on the Islamic horizon. 
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