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ABSTRACT

Potential of Takaful in Pakistan: Operational and Transformational Paradigm
Takaful is an Islamic way of doing insurance. It proved its viability after several Fatwdis
were issued by Ulama and Figh academies in its favour. Presently, over 100 Takaful and
Re-takaful companies as well as Takaful windows under conventional insurance are
operating across the world. Enhanced financial performance of selected Takaful
companies has shown the growing interest in Takaful business across the world.
Insurance comparison in Muslim and advanced countries as well as in the South Asian
region has identified low literacy, low GDP per capita and low GDI value as the probable
causes of low insurance penetration in Pakistan. Geographical spread of Takaful business
and estimated future potential together with the increasing trend of insurance business
indicated that potential for Takdaful business exists in the country. It urges the policy
makers to pay attention to global indicators that might become potential contributors to
Takaful business. The study emphasizes that strengthened regulatory standards, with
Shari'ah compliance mechanism playing a central role, are essential to transform
conventional insurance system and exploit the existing business potential.

To further analyze which of the Takaful standards are significantly affecting Takaful
practices, a survey of Takdful operators in the country indicated that reporting standards
and internal controls have low level of observance in Pakistan. The survey of 150 life
insurance customers revealed that majority of the respondents is unaware of Takdaful
concept. Level of Takaful awareness was found to be significantly associated with the
education of the customers, their perceptions about 7akaful and their intentions to shift to
Takaful Company. Education was found to be the single important factor affecting
monthly income of the respondents, their state of mind and hence their awareness about
Takaful. The study identifies effective regulatory framework a critical factor for the
success of Takaful business in Pakistan. A greater focus on promotion of 7akaful and
governance issues along with strengthened role of SECP as a regulatory authority is

likely to contribute for further growth of Takdaful industry in Pakistan.
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CHAPTER 1

INTRODUCTION

1.1 SIGNIFICANCE OF THE STUDY

Over the last few years insurance is increasingly recognized as an important
component in poverty alleviation strategies. Poor households face difficulty in generating
regular and substantial income to save for future and are extremely vulnerable to
economic, political, and physical downturns. A little drop in income or increase in
expense can have a disastrous effect on their already low standard of living. They have
limited access to health care facilities; have low literacy rate and poor living conditions.
Death, sickness, or accident may force them to dispose their property or some of the
productive assets, which in turn further decreases future income and current livelihood.
The frequency of losses is also greater for the poor; many are regularly exposed to natural
disasters (like flood), fire, and theft with limited means of recovery (Patel, 2004; pp.3-4).

Given the dominance of western culture and values as well as plight and
vulnerability of today’s Islamic world, there has always been an incessant conflict
between the two civilizations. Muslims have always been struggling for decades at
almost every walk of real life to retain their values and culture. The philosophy behind
such struggle is underpinned in powerful expression of collective identity that is multiple
and highly diversified following the contours of each culture and historical formation of
each identity. The feeling of this collective identity has urged Muslim scholars to find
solutions of current economic problems to make their lives compatible with Shari’ah and
to safeguard the Muslim Ummah against the perils of the western culture. (Yusuf, 2006;
pp.56-63)

As a manifestation of this philosophy behind the theory of collective identity,

Islamic finance has emerged as a full fledged discipline in the last two decades. There is



urgent need to produce experts in this field to meet the ultimate desires of Muslims as
they do not want to live in a state of contradiction between the demands of their faith and
realities of life. Takaful, a significant element of Islamic finance is a need of today’s
Muslim world for their sustainable development and to liberate them from the vicious
circle of poverty trap and exploitive tools of conventional system.

An attempt has been made in this thesis to identify Takaful as an important
financial instrument and its crucial role in the development of the country. It is an effort
to create awareness of Takaful concept among general public and to eliminate

misconceptions related to prevalent concept of conventional insurance.

1.2 REVIEW OF LITERATURE

From the beginning, the concept of insurance has been misunderstood and
misinterpreted by Islamic scholars as well as the Muslim community. Conventional
insurance has been widely criticized by Islamic jurists and Ulama because of its
detrimental and illegal elements such as uncertainty, gambling and interest that are
repugnant to Shari’ah (Musleh-ud-Din, 1982; p.143). There have been conflicting views
among Ulama regarding the validity of insurance and some of them have considered it
haram, illegal and unislamic without providing any alternative to the general public.
These misperceptions together with the issues such as low literacy, low per capita income
etc. are the key factors for low penetration of insurance in many Muslim countries

including Pakistan (Sigma, 2006).

1.2.1 VIEWS OF ISLAMIC SCHOLARS

According to Billah (2003a; pp.26-27), views of the Muslims scholars about
insurance can be divided into three classes:

First group of scholars and Islamic jurists has a moderate view about insurance. It
accepts all forms of insurance (including life and general insurance) provided that income
from investment of funds does not contain element of interest. This group of scholars
maintains that insurance has remained present in one form or the other in early Islamic life

and it should be considered an essential part of planning in life.



The second group of scholars partially accepts the insurance practices. It is of the
view that life can not be insured as the event is uncertain and it also involves gambling so
we are placing a small amount (life policy premium) in return for a huge amount (maturity
value of life policy). Another reason for which life insurance is objectionable to this group
is that it contravenes the law of Mirath and Wasiyah which states that benefits of
insurance policy should be passed on to the legal heirs of the deceased and not the
absolute beneficiary as usually in case of life insurance. However, this group has no
objection on general insurance practices to cover any material loss until and unless it does
not involve element of interest.

The third group of Islamic jurists entirely rejects the insurance practices in all its
forms. It is of the view that insurance business is illegal and repugnant to Shari’ah as it

contains the elements of riba, maisir and gharar which are strictly prohibited by the

Shari’ah.

1.2.2 OBJECTIONS ON CONVENTIONAL INSURANCE

According to Ghifari (2003; p.3), the Islamic Jurists and the Muslims economists,
e.g. Prof. Muhammad Abu Zahra, Dr. Isa Abdoho, Muhammad Ali al-Bulaqi (from
Egypt), Mufti Muhammad Shafi, Mufti Wali Hasan, etc., from Pakistan, Mahdi Hasan,
Muzhari, Muhammad Zafiruddin, Syed Uruj Ahmad Qadri etc., from India have
criticized and reproved modern capitalistic insurance for certain reasons, from Shari’ah
view point. Here is a summary of their worthy opinions:

> That this system is born and nourished by riba which is not only unlawful

from religious point of view but also it is the greatest hurdle in the circulation of

wealth and a most effective tool for the concentration of wealth into a few hands.

> That it is of an uncertain nature.
> That it is game of chances.
> That it involves some unjust conditions, which are unlawful in Islam.

According to Yusof (1990; pp.40-41), generally, the accepted view of the jurists
is that the present day insurance does not; in its present form conform to the rules and
requirements of Shari’ah due to following exploitive tools that are detrimental for the

society.



a. Al-gharar:

There is the element of al-gharar (uncertain or unknown factors in the operation
of a contract) in both the life and general insurance contracts. Nature of such contracts is
uncertain as neither of the two parties exactly knows the amount of compensation as well
as exact time of occurrence of event. According to Shari’ah scholars, the sale in which no
physical commodity exists at the time of contract is void under Shari’ah and hence
prohibited. In case of insurance, both the physical existence and time of occurrence of an
event is unknown so sale of insurance contract is prohibited in the eyes of Shari’ah.

b. Al-maisir:

There is the element of al-maisir (or gambling) which arises as a consequence of
the presence of al-gharar, in particular in the case of life insurance. When a life policy
holder dies before the end of the period of his insurance policy after paying only part of
the premium, for example, his dependents will receive certain sum money which the
policy holder in the first place is not informed of how and from where it is to be derived.

c. Al-riba:

Shari’ah scholars object that there is an element of al/-riba (interest) in the
investment activities of conventional insurance companies. Shari’ah prohibits all the
guaranteed and risk-free returns on investment, Rather it emphasizes on real production

of goods which involve risk and return.

1.2.3 IDEA OF TAKAFUL

Takaful is an Islamic way of doing insurance. It is an alternative to conventional
insurance and also called Islamic insurance. Basically, the word Takaful is derived from
the Arabic word ‘kafl’ which means guarantee or responsibility (Billah, 2003b; p.19).
Takaful literally means mutually guarantee and solidarity. Takaful act 1984 of Malaysia
defines Takaful as "a scheme based on mutual assistance, which provides for mutual
financial aid and assistance to the participants in case of need whereby the participants
mutually agree to contribute for the purpose". Thus it is a financial transaction of a
mutual co-operation between two parties to protect one of them from unexpected future

material risk.



From management point of view, Takaful is a system whereby a group of people
called participants who agree to pay a certain amount to a fund called Takaful fund. The
fund is managed by a trustee called Takaful Company (also called a Takaful Operator)
who invests the fund in Shari’ah based instruments. Participants are compensated out of
this fund in case a loss or catastrophe occurs to any of them.

Takaful has emerged as a way of doing insurance in Islamic way which is free
from exploitive tools of conventional insurance (i.e. al-gharar, al-maisir, and al-riba). It
has grown at an accelerating rate for the past two decades though the roots of Takdaful
could be found since the period of Holy Prophet (SAW) by the practices of ‘al - ‘Agilah
among Arab tribes (Billah, 2003b; pp.5-7).

1.2.4 EMERGENCE FROM HISTORICAL PERSPECTIVE

Emergence of Takaful practices can be traced fourteen centuries back from the
practices of al-agilah among the ancient Arab tribes before the period of the Holy
Prophet Muhammad (SAW) (Billah, 2003b, p.3). The central idea of the doctrine of
‘agilah’ was that everybody among the Arab tribes was bound to pay a fixed amount of
money to a fund that was ursed to pay to the heirs of the victim as a blood money. The
purpose behind was to provide financial protection to the heirs and to mitigate their
miseries.

This practice of ‘aqgila’ or blood money as practised by the ancient Arab tribes
was supported and recommended by Holy Prophet (SAW) (Billah, 2003b; pp.5-7). It is
evident from the following hadith:

”Narrated by Abu Hurairah (R ), he said that once two women from Huzail

clashed when one of them hit the other with a stone which killed her and the baby

in the victim’s womb. The heirs of the victim brought an action to the court of the

Holy Prophet (SAW) who gave a verdict that the compensation for the foetus to be

a male or female slave while the compensation for the killed woman is a blood

money (dyat) to be paid by the ‘Aqilah’ (the relatives of the father’s side) of the

killer.” (Sahih Al-Bukhari, Vol. 9, No. 45, p. 34).

Takaful related practices such as ‘aqgila’ or blood money were also supported by

second Caliph, Hazrat Umar (RA). He has ordered that a mutual fund should be



established in every district to compensate the heirs of deceased person as well as martyrs
(Gibb, 1979; p.29). The practices of the Holy Prophet and his companions reflect that
concept of insurance as a protection tool was there in the doctrine of ‘al-agilah’ practiced

during that period.

1.25 EFFORTS FOR THE VALIDITY

During the period of the nineteenth century /bn Abidin (1784-1836), a Hanafi
lawyer was the first person to discuss about the idea of insurance and its legal entity
(Anwar, 1994; p.1315). He was also the first person to discover insurance in the context
of a legal constitution, being no longer a customary practice.

Several attempts were made in the 20" century to provide evidence for the
validity of Takaful business (Vardit, 1985; p.32).

In 1965, the second conference of the Islamic Research Academy discussed the
subject matter of insurance. It concluded that cooperative insurance is acceptable but in
order to ensure the development of a viable and practical Takaful model, it decided to
continue further study of the matter through a committee of Islamic jurists, economists
(including insurance experts) lawyers, and sociologists. In 1972, a number of Islamic
jurists participated in a symposium organized by the Libyan university. They discussed
among other subjects “the validity of insurance contracts”. They conditionally but
temporarily accepted that validity of insurance contracts other than life insurance which
they ruled out as illegal and agreed to continue, discuss and examine the matter further at
some appropriate forum. In 1976, the first international conference on Islamic Economics
was held in Makkah-Al-Mokarama which was attended by more than two hundred
Islamic jurists and economists. The insurance contract was one of the subjects discussed
and they reached the following decision:

“The commercial insurance which is practiced by the commercial insurance

companies in this era does not conform to the Shari’ah principle of cooperation

and solidarity because it does not fulfill the Shari’ah conditions which would

make it valid and acceptable”(Sadiq, 2003; p.6).

This conference also suggested that a committee comprising of Shari’ah experts

and Muslim economists should be constituted in order to suggest a system of insurance



that will be free from “riba” (interest) and gharar (uncertainty) and which will realize
the cooperation and solidarity intended by the Shari’ah in place of the conventional
insurance. In 1976, Higher Council of Saudi Arabia issued a fatwa in favor of Islamic
model. In 1977, another fatwa was issued by the Figh Council of Muslim World League
in favor of Islamic insurance. In 1984, Figh Council of the Organization of the Islamic
Conference issued a fatwa in favor of insurance under Islamic model. In the same year,
Takaful Act of 1984 was promulgated by the Ulama and Government of Malaysia to
initiate 7akdaful business in the country parallel with conventional system. In 1985, Maja
Al-Figh, the Grand Counsel of Islamic Scholars in Mekkah, approved the Takaful system
as the correct alternative to conventional insurance in full compliance with Shari’ah
(Fisher and Taylor, 2000). In 1992, Council of Islamic Ideology of Pakistan (CIIP)
submitted its report on Islamisation of insurance system in Pakistan and proposed a
suitable 7akaful model for Pakistan after reviewing the operations of existing Takaful
models across the world (CIIP Report, 1992).

Shaikh Muhammad al-Madni, the principal of the college, Al-Azhar University
was of the view that problems related to contemporary issues of banking and insurance
should not be left to individuals, rather Muslim jurists, thinkers and researchers should
work together to reach at a unanimous opinion about these issues. He further warned that
in the absence of such consensus, people would remain divided into two classes; one
claiming it unlawful while other following its own desires would treat it legitimate
(Musleh-ud-Din, 1982; p.151).

Muhammad Shafi, a renowned Islamic scholar of Dar al-Ulum Karachi
(Pakistan), has given some suggestions to make the conventional insurance Shari’ah
compliant. He suggests that the amount paid towards insurance policy should be invested,
on the principle of Mudharabah (where lender shares equally in profit and loss), instead
of pre-determined interest. Investment should be not be concentrated on any one sector
rather it should made in different sectors with prudent management to minimize the
chances of loss. The profit obtained can be distributed according to agreed terms between
the two parties. A Wagf fund should be created by mutual contribution of the participants.
In case of material loss, catastrophe or any unforeseen event, affected participants should

be compensated out of Wagf fund. This concept of mutual cooperation and Wagf fund is



in line with the spirit of Shari’ah and the concept of Waqf ala’l-awalad where it is
permissible for legal heirs to be benefited from the endowment of their father. He further
suggested that rules should be devised to provide financial assistance to the participants
in case of loss or accident. A method should be used to standardize the personal
information of the participant related to his age, health and past claim performance. There
should be no forfeiture of installment in case participant fails to pay any further
installment for any reason. Such forfeiture is illegal from Shari’ah point of view

(Musleh-ud-Din, pp.159-162).

1.2.6 TAKAFUL PRACTICES IN THE 20™" CENTURY

The world’s pioneer Takaful operator, the Islamic Insurance Company Ltd, was
established in Sudan in 1979 (Billah, 2004c; pp.4-6). However, Bank Negara of Malaysia
took the initiative to formulate legal procedures to introduce 7akaful business in Malaysia
parallel to conventional insurance system. This led to the establishment of Syarikat
Takaful Malaysia Bhd. in 1984. After the success of first Takaful Company in Malaysia,
Takdaful Nasional Sdn, Bhd., the second 7akaful company and subsidiary of Malaysian
Nasional Insurance (MNI) Bhd., started its operations in 1993. With the success of
Islamic insurance in Malaysia, new Takaful operators emerged in Brunei, Indonesia,
Singapore and other Muslim and non-Muslim countries of the world.

Billah (2003b; p.10) argues that Takaful has grown steadily in the 20" century
and performance of Takaful and Re-takdful companies in Arab countries as well as across
the world is quite impressive. Yet, there are some Muslim scholars who raise objections
on prevalent insurance practices without discussing the alternate solution in Islam. Thus
they tend to create misconceptions in the minds of general public keeping them away
from insurance and becoming ignorant of 7akaful. He emphasizes the Shari’ah scholars
to play their role to eliminate the misconceptions from the minds of Muslim Ummah
related to insurance (especially life insurance) and making them aware of islamically

accepted solution of insurance in the form of Takaful.



TABLE 1.1: TAKAFUL COMPANIES ACROSS THE WORLD

| Company(s) ||Year(s) ||Country(s) |
|T akaful Australia ||n.d ||Australia |
|Islamic Takaful and Re-Takaful Co. (Bahamas) || 1983 ||Bahamas |
|Islamic Takaful & Re-Takaful ||n.d ||Bahamas |
|A1-Salam Islamic Takaful Co. ||1 992 ||Bahrain |
|Bahrain Islamic insurance co. ||n.d * ”Bahrain |
|Is1amic insurance and Re-insurance Co. ||] 985 ||Bahrain |
|Sarikat Takaful al-Islamiyah ||] 983 ”Bahrain |
IT akaful international ||] 989 ||Bahrain I
|Life Takaful (pte) || 1999 ||Bangladesh |
IGeneral Takaful (pte) || 1999 ||Bangladesh |
|Insurance Islam TAIB sendirian Berhad (IITSB) || 1993 ||Brunei |
|Tabung Amanah Islam ||n.d ”Brunei |
|T akaful and Re-Takaful Co. ||n.d ||Brunei |
|Takafiul Ab birhad [n.d | Brunei |
IMetropolitan insurance Co.Ltd. ||n.d ||Ghana |
|Syarikat Takaful Indonesia ||n.d ||Indonesia |
|PT Asuransi Takaful keluarga || 1994 ”Indonesia |
|PT Asuransi Takdafiul Umum ||n.d ||Indonesia |
Pt Syarikat Takaful |n.d |Indonesia |
|T akaful asuransi ||n.d ||Indonesia |
|Islamic insurance Co. Plc. ||nd ||Jordan |
IIntemational company for cooperative insurance ||nd ||Kuwait |
|Internati0nal Takaful Co. ||n.d ||Luxembourg |
|T akaful S.A (formerly Islamic Takaful co.) || 1982 ||Luxemb0urg |
|Asean Re-Takaful international (L) Ltd. (ARIL) ||1997 ||Ma1aysia |
|Asean Takaful group (ATG) || 1996 ||Ma1aysia |
|Syarikat Takafid Malaysia Bhd. |[1984 |Malaysia |
|Takafiul National Bhd 1993 |Malaysia |
|Takaful Ikhlas Sdn Bhd. 2003 |Malaysia |
|Qatar Islamic insurance Co. ||] 994 ||Qatar |
|A1—Aman Cooperative Insurance (al-Rajihi) ||] 985 ”S.Arabia |
|Islamic Arab Insurance Co. (Dallah al-Baraka group) ||1979 ||S.Arabia |
Islamic Corporation for Insurance of Investment and|/1995 S.Arabia

Export Credit

INational Cooperative Ins Co. (NCCI) ||1986 ||S.Arabia I
|Islamic Takaful and Re-Takaful Co. || 1986 ||S.Arabia/Bahamas |
IGlobal Islamic Insurance Co. ||nd ||S.Arabia/Bahrain |
|Islamic Insurance and Reinsurance Co.(IIRCO) || 1985 ||S.Arabia/Bahrain |
IIslamic Universal Insurance ||n.d ”S.Arabia/Bahrain |




IT akaful Islamic Insurance Co. Bahrain ||n.d ||S.Arabia/Bahrain |
|Internati0nal Islamic Insurance Co. ||nd ||S.Arabia/UAE |
|Islamic Arab Insurance Co. (IAIC) ||n.d ||S.Arabia/UAE |
|Islamic International Insurance Co. (salamat) ||1985 ||S.Arabia/UAE |
|Sosar Al Amane (al Baraka group) ||n.d ”Senegal |
|Ampr0 Holding Singapore Pte Ltd. ||n.d ||Singapore |
|Keppe1 Insurance ||n.d ||Singapore |
ISyarikat Takaful Singapore || 1995 ||Singap0re |
|Amana Takaful Srilanka(Pte) 1999 ||Srilanka |
|Al Baraka Insurance Co. ||1984 ”Sudan |
|Islamic Insurance Co. ||1979 ||Sudan |
|Sheikan Insurance Co. ||n.d ”Sudan |
|The National Re-insurance Company (Sudan) Ltd. ||n.d ||Sudan |
|The United Insurance Company (Sudan) Ltd. ||1968 ||Sudan |
IWatania co-operative insurance Co. || 1989 ||Sudan |
|T akaful T&T ||n.d.* ”Trinidad |
|Takaaful T & T Friendly Society ||1999 ||Trinidad & Tobago |
|BEIT ladat Ettamine Tounsi Saudi (Best Re) ||1985 ||Tunisia |
|Ih1as sigorta As ||n.d ||Turkey |
IAlliance insurance ||n.d ||UAE I
|Oman Insurance Co. ||n.d ||UAE |
IThe Islamic Arab insurance Co. ||1980 ||UAE |
|Takaful UK Ltd. 1982 |luK |
|UBK @ 1IBU Manzil programmes ||1998 ”UK |
|T akaful USA Management Services, LLC ||1996 ||USA |
|F ailaka investments, Inc. || 1996 ||USA(Chicago) |

Source: Billah (2003b), “List of Takaful companies’’, pp.10-12

The Table 1.1 shows a list of both Takaful companies as well as companies
practicing under cooperative insurance system in different countries of the world. It can
be inferred from the above table that Takaful business is not only growing in Arab and
Muslim countries but also in advanced and non-Muslim countries of the world. It shows a
huge potential of Takaful in the countries with large Muslim population like Pakistan

where Takdfil had no existence till the beginning of 21% century.
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1.2.7 DEVELOPMENTS IN THE 21°" CENTURY

The Takaful business has proved its viability in the early years of 21* century
(Ayub, 2003; p.3). It has been growing at the rate of 10-20% p.a. compared to the global
average growth of insurance 5% p.a. A large number of Takaful companies exist in the
Middle East, Far East, Iran, Turkey, and Sudan and even in some non-Islamic countries.
Now there are over 80 companies offering Takaful services and 200 conventional
companies are operating under Takdaful windows in more than 23 countries around the
world and 10-12 Re-takaful companies worldwide (7akaful and Re-takaful companies,
2006). Malaysia has developed Re-Takaful business as well. Takdful products are
available to meet the needs of all sectors of the economy, both at individual as well as
corporate levels to cater for short and long term financial needs of various groups of the
society.

In the international arena, Malaysia is a member of the Developing Eight Group
(D-8), an arrangement for development cooperation among eight developing countries,
namely, Bangladesh, Egypt, Indonesia, Iran, Malaysia, Nigeria, Pakistan and Turkey,
where Takaful was endorsed as a D-8 project to be spearheaded by Malaysia. To this
effect, Malaysia was entrusted with the task to educate and market the concept and
application of Takaful among the members of the Organization of Islamic Countries
(OIC), and ultimately to assist in the establishment of Takaful companies worldwide
(BNM report, 2004b; p.418).

A number of international conferences and seminars were organized during 21*
century to create awareness of Islamic financial services among Muslim Ummah and to
share ideas to boost up the growth of Takaful industry worldwide. Dr Zeti Akhtar Aziz,
Governor of Bank Negara, Central Bank of Malaysia delivered a keynote address at an
international conference in 2003. Here is the summary of her speech:

The Takdful industry represents an important component in the overall Islamic

financial system of a country. It plays its role in the mobilization of long-term

funds and acts as an important institutional investor hence supporting the overall

economic growth and development of a country. The challenge is thus to evolve a

dynamic and vibrant Takaful industry within the Islamic financial system that is

dynamic, responsive and sustainable. In the absence of a viable Islamic capital

11



market, there would not be an adequate supply of quality financial instruments for
which the Takaful funds could be invested. With the acceleration of its global
integration, Takaful will provide synergies and opportunities for the Islamic
financial industry to evolve into an important component of the international
financial system that can contribute to enhance prospects for balanced global

growth and an enhanced shared prosperity (11BI Report, 2003).

In 2005, Bank Negara undertook several policy initiatives to approve consortiums
and joint ventures to attract foreign financial institutions to promote Takdful business in
Malaysia and to position the country as an international hub for Takaful and Re-takaful
practices. In the same year, Bank Negara participated in the joint working group of IFSB
and IAIS to develop international prudential standards for the regulation and supervision
of Takaful companies and initiated its efforts with Islamic Development Bank (IDB) to
establish 12-member committee to promote 7akdaful in OIC member countries. Other key
developments include equity participation of a Malaysian Takaful operator in PKTCL,
the first 7Takaful company of Pakistan and the participation of IDB in the equity of
ASEAN Re-takaful through its subsidiary, ICDPS (BNM press statement, 2006).

Seeing these key initiatives for the development of Takaful, it can be inferred that
there are vast opportunities for its growth in Muslim countries with large population like
Pakistan, where decades of ignorance of and misperceptions about insurance as well as
unavailability of Shari’ah based insurance have kept the Muslim Ummah far away from

managing and overcoming unexpected risks and enjoying decent standard of living.

1.2.8 EVOLUTION IN PAKISTAN

The period of early 1980s could be regarded as the resurgence of Islamic finance
when Muslim countries like Pakistan, Sudan and Malaysia and some Arab countries
mobilized their efforts to transform their financial systems on Islamic lines (Chapra &
Ahmed, 2002; p.17). Yet Malaysia took the lead by establishing first Takafu/ Company in
1984 and is the only country with separate legislation in Takaful.

Pakistan started its efforts in 1980s to Islamize its financial system. Federal

Shart’at Court gave its historical judgment on prohibition of interest from existing
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financial system. Moreover, to Islamize the insurance system, CIIP undertook an
extensive review of existing insurance system and finally submitted its comprehensive
report in 1992 proposing a suitable model of Islamic insurance for Pakistan. Yet it was an
unfortunate country as all the efforts to Islamize the economy got entangled in the
bureaucratic control and complex political system of the country and no substantial
progress was made in this regard till the beginning of 21* century (Abdel Karim &
Archer, 2002; p.39).

The real impetus to these efforts gained momentum after the promulgation of
insurance ordinance 2000 followed by Takaful Rules 2005 issued by ministry of
commerce (MOC) to regulate Takaful business in Pakistan. It is interesting to note that
when Ministry of Commerce (MOC) was issuing Takaful Rules for Pakistan in 2005,
Malaysia was celebrating its 20 years of Takaful experience. Malaysia got independence
in 1957, ten years later than Pakistan, yet it was 20 years ahead of Pakistan in the field of
Takaful. Malaysia became the leading Islamic country by effective implementation of its
policies set to overhaul the whole financial system.

The thesis emphasizes that sound state policies together with effective regulatory
framework play a critical role for the success of Islamic financial services of a country. It
identifies key areas of concern for regulatory authority and Takaful players and gives
recommendations for future course of action for the formation of a competitive and

dynamic Takdaful industry in Pakistan.
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1.3

1.4

ii.

1il.

1v.

OBJECTIVES OF THE STUDY

This research thesis aims to achieve the following research objectives:

To provide an understanding of the concept and operations of Takaful business
among general public as well as in business community in Pakistan.

To identify key standards that are of prime consideration in strengthening
regulatory framework for Takaful industry.

To identify the factors that could play a primary role in shaping the perceptions of
general public about Takaful in future.

To enable Takaful operators to achieve operational efficiency and devise
strategies to promote Takaful.

To motivate other researchers to recognize Takaful as an emerging field of

Islamic finance and to identify different areas of interest to be explored in future.

RESEARCH QUESTIONS

This research thesis attempts to address the following research questions:

How could Takaful be helpful in managing risk and uncertainties in business
without violating Shari’ah?

What factors determine the potential of Takaful business across the world and
how much potential exists in Pakistan?

How far the regulatory frameworks are adequate for Takaful and which Takaful
standards are essential to strengthen regulatory framework?

How far the general public is aware of the concept of Takaful and which factors

determine their level of awareness?
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1.5 BENEFICIARIES OF THE RESEARCH

This research will be greatly beneficial to Takdaful operators as well as regulatory
authority (SECP) of Pakistan in particular and students as well as researchers in the field
of Islamic finance in general. Takdful operators will be benefited from this research by
understanding the risks associated with Takaful as well as Shari’ah based risk
management practices. They will also be able to gain comprehension of different
standards relevant to Takaful industry. This research will be beneficial for SECP by
providing information on key 7akaful standards that are pertinent to effectively regulate
Takaful operators in Pakistan. Finally, students and researchers related to Islamic finance
and Takdaful will grasp in depth understanding of operational mechanism of Takaful
business, financial performance of Takaful companies and empirical methodology for
Takaful. Researchers in the field of management sciences will be able to identify key
areas of Takaful that still need to be explored and to use this thesis as a reference to

embark on the area of their own interest.

1.6 RESEARCH METHODOLOGIES

Research has been conducted using the following methodologies.

e Secondary data collection through exploratory research ( to explore the field of

Takaful)

e Primary data collection through qualitative research (Personal observations,
interviews, surveys)

First, an attempt is made to explore the world of Takaful. How it has developed
from its history to present state. Relevant literature related to Takaful, work done by other
researchers and scholars in the field of Takdful, international journals, annual reports of
different companies and websites related to Takaful have been analyzed to draw a
comprehensive understanding of concept of Takaful and its distinctive features and its
financial performance in the recent years. Secondly, interviews and personal meetings
have been conducted with the senior managers of Takdful companies in Malaysia to grasp
better understanding of operations of Takaful business. Operations of these companies
have been deeply observed and discussions have been made with senior Managers about

their successful strategies and difficulties in their implementation. Issues and future
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challenges related to 7akaful have also been discussed with concerned Managers and
strategies to cope with those challenges. Lastly, an empirical study with reference to
Pakistan was conducted to make the thesis more realistic and authenticated. The study
seeks to know the level of observance of different 7akaful standards affecting Takaful
practices in Pakistan. The study also takes into account the customers’ perceptions about
Takaful and the factors that affect their level of awareness. Descriptive statistics was
applied to judge the observance of Takaful standards while chi-square test was used to

assess the factors that significantly affect the level of Takaful awareness.

1.7 ANOTE ON REFERENCES

References have been given at the end of the thesis. APA style has been adopted
throughout the research. Reference section contains citations of books, journals, annual
reports and internet sources. However, there are some alterations that should be keep in
mind while reading the reference section.

In case of publications of organizations, banks, insurance companies etc. where
no author is identified, organization name has been taken instead of author’s name e.g.
IAIS, BNM, etc. In the event, the year of publication is not known, it is denoted by n.d.
means no date of publication.

In case, an article is taken from internet, full internet source is given at the end of
each reference of an article starting with last name of author, year and so on. Day and
date at which article was cited is also given after each internet source to make the
research more authentic.

Effort is made to provide full detail of each reference to enable readers to reach
the cited source and find out relevant details if they deem it necessary or if in their view,
given information is not sufficient. However, in some of the references, there is lack of
necessary detail e.g. author’s name, publisher’s name or year of publication is missing in

SOme Cases.
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1.8 SCOPE AND LIMITATIONS OF THE STUDY

The research is conducted to gain comprehensive understanding of operational
mechanism of Takaful, different models practiced across the world and transformational
paradigm for Takaful. Financial performance of Pakistan insurance industry has been
analyzed to gauge current level of insurance penetration in Pakistan. Conventional
insurance practices are beyond the scope of this thesis and therefore have not been
discussed except for comparative purpose. The research is limited to highlight conceptual
differences between Takaful and conventional insurance. Takaful industry across the
world has been studied to develop a comprehensive picture for the potential and growth
of Takaful industry in Pakistan. A survey of Takdaful operators and insurance customers in
the country has been conducted to judge the level of observance of Takdaful standards and
perceptions of general public about Takaful. Only three Takdful operators were operating
in the country at the time of survey. Survey of insurance customers is restricted to
Rawalpindi region due to time and cost constraints. Sample consists of insurance
customers due to non-availability of sufficient numbers of Takaful customers. The
limitation of the survey is that its results have been generalized for the entire country;
however actual results might differ when a sufficiently large sample is taken from all the

main cities of the country.
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CHAPTER SUMMARY

Potential of insurance as risk management instrument has not been sufficiently
tapped. Vulnerability of the poor to unexpected losses calls for a greater need of
insurance which has been neglected by a large majority of Muslims in the past. It was
perceived as unislamic by most of the Shari’ah scholars as it contains elements of
uncertainty, gambling and interest that are repugnant to Shari’ah. Takaful came as an
alternative to conventional insurance as it was free from prohibited elements. Several
fatwas in the 20™ century were issued by figh academies and Ulama in favor of Takaful.
As result of these efforts, 7Takaful companies started operating in different parts of the
world including Muslim, non-Muslim and some Arab countries. Pakistan also initiated its
efforts in 1980s to Islamize its insurance system yet these efforts could not bring fruitful
results due to complex political system of the country. At last, Ministry of Commerce
(MOC) issued Takaful Rules 2005 to regulate Takaful business in the country. Since then,
international players are taking keen interest to initiate 7Takdaful business in Pakistan. This
research thesis aims to explore Takaful potential that exists in the large population of the
country while strengthening regulatory standards for Takaful. The empirical study further
supports to strengthen regulatory framework and may help in determining the factors that
can positively contribute to reap the benefits of untapped potential market for Takaful.
The limitation of this thesis is that it does not discuss conventional insurance practices. It
mainly focuses on operational functioning of Takdful business and Takaful practices
across the world. The scope of empirical study is limited to Takaful practices in Pakistan

as Takdful industry of Pakistan is the main focus of the study.
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CHAPTER 2

CORPORATE UNDERSTANDING OF TAKAFUL

INTRODUCTION

“Many Muslims misunderstand the concept of fate. For some Muslims believe
that the future is in the hand of Allah, where they are facing with fatalistic mentality by
putting themselves in the doctrine, whether one is rich or poor, happy or sad, it is fated
by Allah. It is a good dealing with luck. In fact, efforts and prayers should precede this
kind of belief” (Iqtisad Al-islamy, 2003). For a long time, same misconceptions have
been associated with insurance. Muslim scholars and Islamic jurists have treated
insurance illegal, haram and repugnant to Shari’ah without providing an alternative
solution to Muslim Ummah. As a result of these prevalent misconceptions, any effort or
risk management strategy to insure the assets or life has been considered against the fate
and will of Allah.

For the past two decades, Takaful has emerged as one of the important Islamic
financial instruments and a powerful tool to manage individual risks and business
downturns. Risk is prevalent everywhere in our daily lives as well as in the business and
effective risk management plays an important role to deal with uncertainties and
unexpected situations. Islamic teachings emphasize on the best use of all available
material and financial resources and prudent planning to achieve well being of
individuals as well as of society. Takaful has proved its validity to combat individual as
well as business risks and to the economic activities of a country. It is based on the
principles of tabarru (donation), good faith and mutual cooperation to achieve welfare of
public at large.

It is the need of the hour that financial experts and business professionals could

understand the operational mechanism of Takaful. While Takaful is an important part of
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Islamic financial system, the concept itself and the nature of operations of Takaful
companies is a topic that has been relatively neglected compared with Islamic banking
(Lewis, 2003). This chapter attempts to provide an in-depth understanding of Takaful
business from an organizational perspective. It highlights intricacies of operational
mechanism of Takaful while providing conceptual understanding of Takaful through flow
chart diagrams. Conceptual understanding includes operational functioning of family and
general Takaful business as well as sources of income and expenses for participants and
Takaful operators. Applicable principles and justifications for Takaful provide philosophy
and spirit behind Takdful contracts. The focus of this chapter is to identify various types
of risks associated with Takdaful business and devise criteria for managing risks and
enhancing risk management culture in the organizations. It also discusses challenges to

risk management in Takaful.

2.1 CONCEPTUAL UNDERSTANDING
According to Bank Negara, the Central Bank of Malaysia, “Takaful is a scheme

based on brotherhood, solidarity and mutual assistance which provides for mutual
financial aids and assistance to the participants in case of need whereby the participants
mutually agree to contribute for that purpose” (Takaful Act 1984, Section 2).

It can be inferred from the above concept that purpose behind the Takdful contract
is to achieve the welfare of all members who are in need of help. That is the reason the
members give a major portion of their contribution as tabarru (donation) which could be
used to cover a loss or catastrophe that may occur to any participant.

Instead of treating Takaful a buying or selling contract, Obaidullah (2005a;
pp.124-126) observes it as an arrangement by a group of people with common interests to
guarantee or protect each other from a certain defined misfortune or mishap through the
creation of a defined pool contributed out of their common resources. In this arrangement,
each participant donates a fixed amount in a fund with the intention that if any of the
participants incurs a loss or catastrophe, he will be compensated out of that fund. At the
end of the year, Takaful operator has no right on the surplus that remains in the Takaful
fund after paying all the claims to the affected participants. The surplus is distributed
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back to the participants that have no claim during the policy period. This kind of
arrangement is known as Takaful and is acceptable under Shari’ah.

In the Figure 2.1 shown below, contribution paid by participants first goes to a
fund called Takdful fund (TF). Takaful operator (the company) merely acts as a manager
and trustee of these funds and charges a fee for making an arrangement for collection of
contribution and payment of claims. Takaful fund is invested in Shari’ah approved

Instruments.

FIGURE 2.1: CONCEPTUAL UNDERSTANDING OF TAKAFUL BUSINESS'
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! This framework was developed after having discussion with senior management of Takaful Ikhlas Sdn.
Bhd.
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Profit obtained from those investments is shared between Takaful operator and
participants according to pre-determined agreed ratios. Participants’ profit is added to
Takaful fund to get gross contribution fund that is then paid to participants. After paying
claims, deducting agency fees and underwriting expenses whatever is left is called
surplus that is then paid back to those participants who have no claim during a specified
period. However, Takaful Company may hold a portion of surplus as a contingency
reserve (Takaful Rules 2005, section 14(5)). Under Mudarbah model, management
expenses are deducted from shareholders’ fund. In case, claim payments and agency fees
exceed gross Takaful contribution, shareholders can provide interest free loan (Qard-e-
Hasana) to cover the loss (Takaful Rules 2005, section 15). Contingency reserve may
also be established by Takaful Company with mutual decision of board of directors to

protect the rights of participants and to account for expected future losses.

2.1.1 CLASSES OF TAKAFUL BUSINESS
Takaful business could be classified into two major groups of businesses
depending upon the maturity period and risk involved.
1. Family Takdful business

il. General Takaful business

i.  Family Takaful business’:

Family Takaful business includes long term Takaful products whose maturity
period is more than one year. It could be up to 5 years, 10 years or 20 years. For example
Pension Takdaful plan, Children Education Takdaful plan, Mortgage Takaful plan etc.
Family Takaful contracts aims at providing long term saving and investment plans to the
participants to meet their specific needs in the long run. So contribution paid by
participants is divided into two portions. A large part goes to personal investment account
and the other small portion is treated as tabarru (donation) that goes to Risk Fund and is
used to pay for claims and direct expenses (agency fees, management expenses). Both

funds are invested together in Shari’ah compliant instruments and profit is allocated to

? This section is based on operational mechanism of family Takaful business of Syarikat Takaful Malaysia,
Berhad.
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both accounts according to their share of investments. Entire profit from personal

investment account is added to participants’ accounts according to their share of

contribution. Risk fund together with the profit obtained from investment is used to pay

for claims and company direct expenses (agents’ fees, operating expenses). Any amount

left is treated as surplus and is paid back to the participants.

FIGURE 2.2: FLOW OF FUNDS IN FAMILY TAKAFUL BUSINESS’®
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ii. General Takaful business:

General Takaful Products includes short term Takaful plans whose maturity

period is one year or less. General Takdaful business is mainly divided into Motor and

non-Motor Takaful insurance.

* This flow chart was developed after discussing family Takafil business of Takaful Ikhlas Sdn. Bhd.
Malaysia with its senior management. It does not include company’s account to simplify the processing of

funds.
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In Motor Takaful insurance contract, participants pay a fixed amount
(contribution) to safeguard themselves against any sudden accident or damage to their
private car or motor cycle. The amount is paid for a period specified in the contract
(usually a year). Non-Motor Takaful business encompasses a wide range of products i.e.
fire Takaful scheme, marine cargo Takaful scheme, personal accident Takaful scheme,
burglary Takaful scheme, machinery break down Takaful scheme etc.

In general Takaful business, all the contribution is treated as fabarru (donation)
and goes to Risk Fund to cover the loss or damage that may occur to any participant
during the specified period. This risk fund is invested on short term basis in Shari’ah
compliant instruments and profit is added to Risk fund. Any surplus left after paying
claims and deducting direct expenses (7akaful agents’ fees, underwriting expenses) is
paid back to the participants. In case claims payments and direct expenses exceed risk
fund, an interest free loan (qard-e-hasana) may be obtained from shareholders’ fund to

cover the loss. This loss is repaid from the risk fund in future.

FIGURE 2.3: FLOW OF FUNDS IN GENERAL TAKAFUL BUSINESS*
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* This flow chart was developed after discussing general Takafiul business of Takaful Ikhlas Sdn. Bhd.
Malaysia with its senior management. It does not include company’s account to simplify the processing of
funds.
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2.1.2 SOURCES OF INCOME AND EXPENSES
It is mandatory for Takaful operator to keep separate records of accounts for
participants as well as for shareholders (7akaful Rules, 2005). That’s why Takaful
operators maintain participants’ Takaful account (PTF) for participants and shareholders’
account (SHF) for shareholders. First, we examine sources of income and costs incurred
by PTF.
Sources of income to PTF (For Participants):
1. Share in surplus
ii.  Share in profit from investment

iii.  Claims received from re-Takaful

Expenses incurred from PTF:
Following expenses are charged to participants’ Takaful fund (Takaful Rules,
2005, Section 9 (4)):
1. Takaful operator fees
ii.  Mudharabah share of profit from participants’ Takaful fund (PTF)/
Wakalah fees for investment management of funds
iii.  Re-Takaful expenses

iv.  Claims costs (surveyors’ fees, investigation expenses etc.)

Sources of income (For Takaful Operator):
Takaful Operator usually has three sources of income (7akaful Rules, 2005,
Section 10 (1)):
1. Takaful Operators’ fees
ii.  100% profit from Share Holders’ Fund (SHF)
iii.  Mudharabah share of profit from Participants’ Takaful Fund (PTF)/

Wakalah fees for investment management of funds
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Costs incurred by Takdaful operator:
i.  Marketing expenses
ii.  Operational and investment expenses
iii.  Management expenses
Initially, Takaful operator has to incur all the costs related to registration and

licensing and initial setup to start company’s operations.

2.1.3 APPLICABLE PRINCIPLES
In the light of findings of Billah (2003b; pp.51-57, 297) and BNM Report (2005),

following principles are applicable to Takdful contract:

i).  Principle of tabarru (donation):

Part of the contribution paid in a Takaful policy is regarded as al-Tabarru
(donation or charity). The participant in a general policy has the right to make a claim in
consideration of paid-contribution only if there is any risk to subject matter of the policy
within the maturity period, but if there is no risk, the participant has no right to make a

claim for any benefit over the paid contribution.

ii).  Principle of uberrimae fide (good faith):

The parties involved in a Takaful contract should have a good faith with each
other and should work to cooperate with each other to mitigate risk and to protect
themselves against any unexpected future loss or catastrophe. Hence, it is obligatory for
each party to disclose all the material information and to avoid hiding any fact without
any intention of deception. A/lah (SWT) says to the effect:

..... Do not misappropriate your property among yourselves in vanities but let there be
amongst you traffic and trade by mutual good will... ... 7 (Al-Quran, 4:29)
Hence, Quran emphasizes on dealings and business contracts with mutual consent

of both parties so that both can be benefited from the business dealing.
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iii).  Principle of ’ al-mudharabah:

Under al-Mudharabah contract, one person provides capital is called Rabb-al-
maal while the other party (mudarib) provides business skills and management expertise
to run the business successfully. Both parties share the profit according to pre-determined
agreed ratios. In case of Takaful business, participants are the providers of capital (Rabb-
al-maal) as they pay the contribution amount to Takaful fund. Takaful operator manages
the funds and provides essential expertise to invest the funds in Shari’ah approved way
and hence acts as mudarib. In Mudharabah contract, mudarib (Takdaful operator) shares

in the profit according to pre-determined agreed ratios.

iv).  Principles of ’mirath” and “wasiyah”:

In a conventional insurance insurance, the policyholder nominates a person who
might not be an absolute beneficiary in case of unexpected and sudden death of the
insured. In Takaful business, compensation and benefits of a Takaful policy are
distributed to true heirs of deceased and according to mirath and wasiyah (laws of
inheritance). In fact, a nominee in a 7akaful contract is a mere trustee who receives
benefits of the contract and distributes them among the legal heirs of the deceased, in

accordance with the principles of “Mirath” and “Wasiyah”.

v).  Principle of rights and obligations:

A Takaful contract is based on the principle of rights and obligations where each
person has some rights and at the same time has certain obligations towards others. For
instance, it is the right of every person to have one’s life, property and other assets
protected against unexpected perils and dangers of life. Similarly it is obligatory to every
person to look after his family, neighbors, helpless, widow, children against an
unexpected perils or catastrophe. It is evident from the following hadith:

”..Narrated by Safwan bin Salim (R), the Holy Prophet (SAW) said: The one who looks
after, works for a widow and for a poor person, is like a warrior fighting for Allah’s

”»”

cause or like a person who fasts during the day and prays over the night ....

( Sahih alBukhari, Vol. 8, No. 35, p.23)
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It can be inferred from the above hadith that rights of fellow human beings are
even more important than fighting for the cause of Allah and praying and fasting day and
night.

vi).  Principle of ta’awun (mutual co-operation):

A Takaful business contract is based on the concept of ta’awun or mutual
cooperation. This sense of cooperation could be seen in two ways. One between the
participants (who are the providers of capital) and the Takaful operator (who is the
manager of funds) and the other is among participants themselves in which they mutually
agree to help each other from a joint fund in case of loss or unexpected peril.

Such mutual co-operation among the parties in the Takaful contract has been
clearly emphasized in the Holy Quran. Allah says to the effect:

”...Cooperate with each other in virtue and piety ,and do not cooperate in sin and

transgression...” (Al-Quran, 5:2)

vii).  Principle of indemnity:

The aim of this principle is to keep the affected participant on the same pecuniary
position as he was enjoying before the occurrence of loss. This principle also ensures that
participant should not get more than the amount of loss so that he could not derive any
profit from the claim. This principle is not applicable to life Takaful or personal accident

Takaful (Death Takaful Cover) as no monetary reward can indemnify for the loss of life.

viii).  Principle of subrogation:

This principle states that if loss to the participant is due to negligence of a third
party then it should be recovered from the third party who is responsible for the loss. In
this case, Takdaful operator makes payment to the participant through third party. This is
done to prevent participant from receiving compensation from both sides for the same

loss.
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2.1.4 JUSTIFICATIONS FOR THE VALIDITY
According to Billah (2003b; pp.69-79), following justifications could be made for
the validity of Takdaful contract.

i. Free from element of riba:

Takaful contract does not involve element of 7iba’ as it is based on the principle
of Mudharabah or Wakalah. Investments are made neither in interest-based instruments
nor in illegal business that is prohibited in Shari’ah e.g. liquor, casino etc. Rather Takaful
funds are invested in Shari’ah compliant instruments with the approval of Shari’ah
supervisory board of the company. Profit is distributed to participants according to agreed
ratios.

Hence, in Takaful contract, transactions are based on the mutual agreement
between the parties on profit sharing basis free from element of riba. Such business is
justified by the Divine principle of mutual transaction as Allah (SWT) says to the effect:

“O ye who believe! Do not misappropriate your property among yourselves in

vanities, but let there be a trading among you by mutual good will*“.... (Al-Quran, 4:29)

ii. Free from gambling:

A Takaful contract does not involve the element of gambling or betting. In the
contract of gambling, one is benefited at the loss of others. In conventional insurance, if a
person does not incur a loss during a specified period for which he pays a premium, his
entire premium is forfeited. On the other hand, a Takaful contract, participants who have

no prior claims are entitled to surplus in addition to their share of profit from investment.

iii. Free from gharar (uncertainty):

A Takaful contract does not involve element of” Gharar’ or uncertainty. In
conventional insurance, there is uncertainty as insured pays a small premium against a
huge loss and he is not sure how and from where his loss is going to be compensated in
future in case all persons have claims. In Takaful contract, participants mutually agree to

contribute a certain amount in a fund (called Takaful fund) and each one knows that he
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will be paid out of this fund in the event of loss and in case the amount of loss exceeds
the amount of Takaful fund, qard-e-hasana (interest free loan) is taken from

shareholders’ fund to cover the loss.

iv. Takaful is not against the will of Allah:

A Takaful contract does not supersede the will of Allah (SWT). In family Takaful
contract, the aim is not to ensure and determine one’s life or death nor does a person or
an institution have ability to determine the future material luck of one’s dependents.
Rather family Takdful contract is a kind of pension plan to save for the old age when one
is sick and might be unable to earn livelihood. The use of family Takaful as a pension
scheme has been approved by prominent Muslim scholars like Mustafta Al-Zarqga, Adil
Salahi and others. Such planning is in line with Islamic principles whereby Islam

emphasizes the need for a risk management strategy to overcome difficulties in life.

v. Takaful is not against ‘tawakkul’:

A Takaful contract is not against the Islamic principle of ‘fawakkul’ (putting trust

on Allah (SWT)), a prevalent misconception mainly associated with the contract of
insurance. The fact is that many Muslims misunderstand the concept of ‘fawakkul’ and
think that nothing could be done without the will of A/lah as He has all the power to do
whatever He wants so one should put one’s trust on A/lah in all circumstances. This
practice kept the Muslims for a long time away from being innovative to overcome
difficulties and solve contemporary problems. In fact, a Muslim should put trust on A/lah
after employing all the available resources and the best use of his wisdom that 4//ah has
granted a man. It is clear from the following tradition of the Holy Prophet (SAW):
”The Holy Prophet (SAW) told a Beduin Arab who left his camel untied, trusting to the
will of Allah (SWT) , tie the camel first then leave it to the will of Allah (SWT).....”
(Sunan al -Tirmizi, vol.4, No. 2517, p. 668)

Hence a plan to mitigate risk in future against unexpected tragedy is not against

the principle of ‘tawakkul’, rather it is in line with the Islamic risk management strategy.
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vi. Highest ethical and moral standards:

A Takaful contract is based on highest standards of ethics and morality to care for
the fellow beings (whether they are Muslims or non-Muslims) in their miseries and
distress. This is justified by the principle of mutual cooperation in the Shari’ah. Allah
(SWT) says to the effect:

...... ” Maintain a mutual co-operation among yourselves in righteousness and piety “...
(Al-Quran, 5:2)

The following Ahadiths also express the reward from Allah to care for His
creatures and showing kindness and mercy.

..... "Narrated by Abu Huraira (R) the Holy Prophet (SAW) said: Whosoever removes a
worldly grief from a mu’min, Allah (SWT) will take away from him one of the grieves of
the hereafter. Whosoever alleviates a hardship from a needy person, Allah (SWT) will
alleviate a hardship from him in both this world and the hereafter...” (Sahih Muslim,
1990; p.114)

"Narrated by Safwan bin Salim (R ) , the Holy Prophet (SAW) said: The one who looks
after and works for a widow and for a poor person is like a warrior fighting for the cause
of Allah (SWT) or like a person who fasts during the day and prays over night.....”"
(Sahih Bukhari, Vol. 8, No. 35, p. 23).

vii. Takaful is based on the principle of ‘Masalih al-Mursalah’:

A Takaful contract is based on the principle of ‘Masalih al-Mursalah’
(unrestricted pubic interest) for the purpose of eliminating hardships from one’s life and
strive for achieving welfare of oneself and one’s family.

In Quran, Allah (SWT) says to the effect:

..... “Allah (s.w.t.) intends easy life for you while He does not want to put you to
difficulties....” (Al-Quran, 2:185)
In an occasion, The Holy Prophet (SAW) said: (Narrated by Saad bin Abi Wagqas (R)),
“... It is better for you to leave your offspring wealthy than to leave them poor asking
others for help...” (Sahih Bukhari, Vol. 8, No. 725, p. 477).
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It means Allah wants His people to work hard to explore the universe to achieve
decent standard of living themselves, for their families and for societies where they live.
It can be inferred from the above arguments that Takaful contract is based on a
transparent and fair system where each party is clearly aware of its rights and obligations.
One of the prominent features of Takaful contract that distinguishes it from conventional
insurance is its Shari’ah compliance feature and transparent contract that is free from
exploitive tools that are detrimental to society and are repugnant to Shari’ah. There is no
harm in accepting and entering into Takdaful contract due to its Shari’ah compliance
mechanism that makes it acceptable to every one irrespective of one’s faith and belief i.e.

whether one is Muslim or non-Muslim.

2.1.5 OPERATIONAL MECHANISM

Takdaful business requires prudent marketing and managerial skills and expertise
to provide Takaful benefits to participants as well as to secure optimum return for
shareholders. Following steps are essentials for effective implementation of Takdaful

business (BNM Report, 2005).

i). Marketing:

Marketing is also important in order to attract a large number of participants to the
scheme thereby strengthening the Takaful fund to pay the future claims. Takaful
operators market 7akaful products either directly to participants or through independent
brokers, agents and bancaTakaful.

Though direct marketing remains the dominant distribution channel in Malaysia
in 2005 with 44.3% of total Takdful contribution, yet strong performance of Takaful
brokers and active agency force have continued to generate higher contributions and
account for 34.1% of Takaful market. BancaTakdaful has emerged as a major distribution
channel in Malaysia and accounts for 20.4% of total Takaful contribution in 2005 albeit

from a very low base (BNM report, 2006).
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ii). Underwriting:

Underwriting refers to the process of selecting and classifying applicants for
Takaful through clearly established standards consistent with the company’s objectives
(Rejda, 2006; p.607). Upon successful marketing; the attention is then focused on the
Takaful operator to conduct underwriting process for the benefit of the whole Takaful
scheme. Takaful operators will assess the risks involved in an application for Takaful
coverage. Based on the assessment, the Takaful operator will then decide on the
appropriate contribution rate to be charged to the participants. The purpose of
underwriting is to control adverse selection and ensure the solvency of the Takaful fund
for claim payments. A proper underwriting practice would lead to the Takaful fund
earning a higher underwriting profit.

To arrive at an appropriate contribution rate, Takdaful operators undergo the
following three stages of underwriting process:

a) Information gathering:
Adequate and relevant information is collected concerning the physical features of
the property and personal characteristics of the applicant.

b) Risk assessment:

Upon completion of information gathering, Takaful operator will assess and

classify the risk as standard (average), rated (above average) or preferred risk

(better claim experience).

¢) Determination of contribution rate:

Once applications are accepted, Takaful operator determines the contribution rate

based on the classification of risks. Standard contribution rates are applicable on

average risks. Extra charge is imposed on rated risks while a discount is given on
standard rate to participants with good claims experience. In motor Takdful, No

Claim Bonus (discount on contributions) is offered for participants with good

claims experience.
iii). Collection of contributions:

Upon completion of the underwriting process, both the Takaful operator and

participant will reach a mutual agreement on the terms of Takaful coverage. The Takaful
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operator will then collect contributions from the participant as agreed in the Takaful
contract. Under the Wakalah model, a portion of the contributions will be allocated to the
Takaful operator, as fee for managing the Takdful tund. The portion is based on the ratio
agreed upon by the participant and Takaful operator as specified in the contract and it
varies depending on the type of products.

In Malaysia, there are certain requirements imposed on intermediaries of Takaful
business in terms of collection of contributions. Agents of motor Takaful business are
required to submit the contributions to Takaful operators within a maximum period of
seven days from the date on which the contributions are received. As for brokers,
contributions received from participants within the “contribution warranty” period shall
be submitted to T7akaful operators within 15 days from the date on which the

contributions are received.

iv). Investment of funds:

The contributions received from the participants will also be used for investment
activities that comply with the Shari’ah. The investment function is essential in the
overall operations of Takaful operators in maintaining the solvency of the Takaful fund as
well as in enhancing the operating profit for the benefit of participants and Takdaful
operator.

In Malaysia, investments of a Takaful operator are made mainly in the following
categories:

« IPDS (Islamic Private Debt Securities);
* Shari’ah-approved equities;
* Deposit placements;
* Government Islamic papers;
* Properties; and
* Extension of financing.
Investment in IPDS maintained an increasing trend over the period. In 2005, it
emerged as the highest component of investment for general Takaful fund with a value of

RM326.6 million.
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v). Claims management:

The ultimate objective of claims management is to ensure prompt and fair
settlement of claims, in order to protect the interest of participants and promote positive
image of the general Takaful industry. Effective claims management demands adoption
of clear work processes that is supported by adequate skilled manpower to handle the
claims.

The claim process generally involves the following three stages:

a). Notification of claim by the participant
b). Investigation of claim by Takaful operator
c¢). Claim assessment

Other major initiatives to further improve the claim handling and management
emphasize on improving efficiency in claim handling via the use of information
technology, minimizing threats posed by fraud and enhancing the consumer protection

with comprehensive channels of complaint resolution mechanism.

vi). Distribution of operating profit and underwriting surplus:

After taking into account the investment returns, provisions for Re-takdful, claims
and reserves; the balance of the Takaful fund is distributed to the eligible participants and
shareholders according to the pre-agreed ratio as stipulated in the contract. The
distribution of operating profit is an essential element in Takaful as it forms the basis of
Takaful operations relating to the rights of the participants to share the profit of the
Takaful fund.

Underwriting surplus is the amount of contribution that is left after paying claims
and Takaful operating expenses (upfront charges, agency fees etc.). It is paid back to
participants as Takaful operator has no right on it. In the event of deficit in the Takaful
fund, when claims payment and operating expenses exceed the amount of contribution,
the Takaful operators provide benevolent loan from the shareholders’ fund in order to
rectify the deficit which will be repaid from the future profit. The Takaful operators may
also be required to make direct contributions to the Takaful fund in the form of tabarru’

from the shareholders’ fund if the deficit continues to deteriorate.
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FIGURE 2.4: FLOW CHART OF OPERATIONAL MECHANISM OF TAKAFUL
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2.1.6 RE-TAKAFUL ARRANGEMENTS

After collecting the contributions, the efforts are then focused on ensuring prudent
management of the Takaful fund, including the use of Re-takaful . Re-takaful is basically
Takaful for Takaful operator (Annual Report of Asean Re-Takaful, 2006). It is an
agreement between Takaful operator and Re-Takaful Company where original
policyholders (participants) of Takaful fund are not involved in any way. It is one of the
risk management tool used by Takdful operators to transfer part of the risk under the
Takaful fund to another Takaful operator or Re-takaful company. The amount of risk
retained by the Takaful operator for its own account is called the retention limit. Re-
Takaful Operator collects re-Takaful contribution from several Takaful operators in the
region and takes the responsibility to hedge the risks of Takaful operators in case the
amount of loss exceeds the retention limit. It invests the fund on modarbah basis and
shares the profit with ceding companies according to pre-determined ratio.

With respect to selection of Re-takaful operators, Takaful operators should ensure
Re-takaful coverage is ceded to a financially sound Re-takaful operator or a reinsurer. In
the current practice, Re-fakaful arrangements with the reinsurance companies are
allowed (Takaful Rules 2005) under the circumstances of “hajah” (necessity) as lack of
Re-takaful capacity is still prevalent. In terms of inwards Re-takaful arrangements,

Takaful operators must ensure that acceptance of risks shall comply with the Shari’ah.
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2.2 ROLE AND FUNCTIONS OF INTERMEDIARIES
In the light of Bank Negara Malaysia Takaful Report (2005), Takaful
intermediaries have specific roles and functions to play in the development and growth of

Takaful business industry and are described as follow:

i). Takaful Agents:

They are representatives of Takaful companies, market their business, provide
essential information to prospective Takaful customers on Takdful products, scope of
cover, contribution rate etc. They, in return, receive commission from 7akdful operators
for rendering services related to marketing of Takaful products to attract and retain

prospective Takaful customers.

ii). Takaful Brokers:

Takaful broker is a person, firm or a company that acts as an independent
contractor on behalf of consumers and sometimes has controversial role as compared
with Takaful agents. Takaful brokers facilitate consumers in placing their application for
a Takdful certificate, selection of suitable Takaful operator, renewal of Takaful contract
etc. In return, they receive a brokerage fee from consumers for the services rendered.

In Malaysia, it is mandatory for a 7akaful broker to have a licence from
regulatory authority and he must be a member of association of Takdaful brokers approved
by the minister. Failing which may result either eight thousands ringgit fine or

imprisonment for six months or both (7akaful Act 1984, Section 37(1)).

iii). BancaTakaful:

BancaTakaful is a new and emerging concept in the field of Takaful industry. It is
an arrangement of 7Takaful operator with a bank to act on its behalf to market Takaful
products. The bank uses its existing network as a distribution channel to expand
company’s business at a wider scale. The bank could be either a commercial bank or an
Islamic bank, yet Shari’ah scholars prefer to use Islamic bank being Shari’ah compliance

as an important feature of Takaful business.
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It would help Takaful operators to create synergies with the banking system and
can not only be an effective distribution channel but also serve to drive down operating
costs (IIBI, 2003). In Malaysia, there is a significant increase in Takaful business through
bancaTakaful distribution channel in 2005 as it accounts for 20.4% of total Takaful
business as compared to 6.5% in 2004 (BNM Report, 2006).

iv). Takaful Adjusters

Takaful adjusters’ main function is concerned with claims assessment and
management. They investigate claims, evaluate and calculate losses and make
recommendations for claim settlement. They act either on behalf of Takaful operator or
participants for a specified fee, commission or salary.

In Malaysia, a person illegally acting as an adjuster without having a license may
be fined up to twenty thousands Malaysian Ringgit increased by four thousands ringgit
for each day on which he was found to be a guilty of the offense or a twelve months

imprisonment or both (Takaful Act 1984, Section 38(1)).
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2.3 RISK MANAGEMENT

In Islamic financial planning, Takaful is a way to reduce the financial risk of loss
due to accident and misfortunes (Iqtisad Al-islamy, 2003). As a matter of fact, Takaful
plan is an alternative to the insurance in the conventional financial planning. In Takaful
plan, the participant would pay particular amount of money as contribution (known as the
premium) partly to risk fund (the participants' special account) using the concept of
tabbaru' (donation) and partly to another party (known as Takaful company) with a
mutual agreement that, the kafiil (Takdful company) is under a legal responsibility to
provide for the participant a financial protection against unexpected loss, should it

happen within the agreed period.

2.3.1 CONCEPT

“Risk is the chance of happening of something that will have an impact upon our
objectives. It is measured in terms of likelihood and consequences” (GOWA, 2002).
Traditionally, concept of risk has been associated with uncertainty of events in future.
Higher the uncertainty of events, higher is the risk. In insurance, risk is the amount of
loss associated with property or life. Risk to property can be a loss or damage to car,
building, house, etc. Risk to life can be described as poor health, premature death, bodily
injuries as a result of accident etc. (Rejda, 2006; p.23).

Risk management is a process that identifies loss exposures faced by an
organization and selects the most appropriate techniques for treating such exposures
(Rejda, 2006; p. 63). According to New Zealand standard of Risk Management, “It is the
culture, processes and structures that are directed towards the effective management of
potential opportunities and adverse effects”. In fact, risk management is an ongoing

process that encompasses all aspects of our life.

2.3.1 RISK MANAGEMENT UNDER SHARI’AH

Risk traditionally means possibility of meeting danger or suffering, harm or loss
(Iqtisad Al-islamy, 2003). Risk is an element of life in this world for being ignorant of the
future. It is also factor of investing that one should take time to understand prior to

selecting any specific investment instruments or any new adventures. Muslims are asked
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to work hard in order to be able to change their conditions as obvious in the verse of Holy
Quran, "... Verily never will Allah change the condition of a people until they change it
themselves (with their own souls)..." (Qur'an 3:11). However, it is true that only Allah
knows one's future and fate, Muslims should strive to achieve the goodness in this world
and the hereafter. Submission to A/lah, of course, has a positive effect on human
behavior. For it will lead to peace and contentment. Undoubtedly, one has to submit
every single thing to A/lah, but it supposes to be after his hands stretch out to do the best
effort as he can, to change himself, so that he would be able to manage and to cope with
unforeseen calamities or misfortune.

Prophet Muhammad peace be upon him once asked a Bedouin who had left his
camel untied, "Why do not tie your camel?" the Bedouin answered, " I put my trust in
Allah" the prophet then said, "tie up your camel first then put your trust in A/lah"( Sunan
al -Tirmizi, vol.4, No. 2517, p. 668). This conversation depicts not only how should
Muslims accept their fate but it also indicates how do Muslims reduce the risk of loss and
calamities.

Qur'an has presented stories of the previous prophets so that Muslims can take the
lessons from their experiences. The story of the prophet Joseph, for instance, tells us
about financial planning. The story of Prophet Ya'qub, Joseph's father, tells us about the
management of risks as Ya'qub commanded his sons to enter Egypt from different gates.
Qur'an states, "Further he said: "O my sons! Enter not all by one gate: enter ye by
different gates. Not that I can profit you aught against Allah (with my advice): None can
command except Allah: On Him do I put my trust: and let all that trust put their trust on
Him" (Qur'an 12:67).

The history of the prophet's migration to Madinah gives us other lessons on how
the Prophet (SAW) managed the risk. The Prophet reduced the risk of getting killed by
asking Hazrat Ali (R.A.) to sleep in his bed during the night of emigration. It was
reported that as night advanced, the Quraish posted assassins around the Prophet's house.
Thus they kept vigil all night long, waiting to kill him the moment he left his house early
in the morning, peeping now and then through a hole in the door to make sure that he was

still lying in his bed.
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All these above examples depict that risk management is in the roots of Islam.

We, as a Muslims, should put our trust onto Al/lah only after meticulous planning and best

utilization of all the available resources.

2.3.2 NORMS OF ETHICS
Obaidullah (2002, pp.2-4) has identified norms of efficiency and ethics for

Shari’ah based risk management in a business contract. These norms are also applicable

to Takaful contract and are briefly described as follow:

i

il

ii.

.

Vi.

Vii.

Each party in Takaful contract should be free to accept the terms and
conditions of the contract and no coercion is imposed on any party.

Takaful contract should be free from element of 7iba’ (interest) that is
prohibited by Shari’ah. One of the major objections on the contract of
conventional insurance by Shari’ah scholars is element of ‘7iba’ in its
investments for which it is considered illegal and unlslamic.

There should be no uncertainty or ambiguity about the nature of contract.
Excessive uncertainty is not permissible in Shari’ah. For example, Shari’ah
scholars disallow conventional insurance contract where no party clearly
knows how and from where the insured amount is to going to be paid in case a
loss or catastrophe occurs to the insured.

There should not be any element of gambling in Takaful contract. It means
that Takaful contract should not be aimed at getting a huge advantage at the
cost of others. Rather, participants should have sincere intention of helping
each other in case of loss or catastrophe from a joint fund.

Contribution amount for participants should be adequate and fair and should
be determined by actuaries and approved by Shari’ah scholars.

Takaful customers (participants) should have equal access to adequate,
accurate and timely market information related to Takaful products and
company’s performance where they want to contribute their money.

Rights of any third party should not be adversely affected by Takdful contract
between two parties. It means Takdful contract should not be detrimental to

any third party.
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viii. There should be unrestricted public interest in 7Takdful products and its

business contract which should work for the benefit of people at large.

2.3.3 TYPES OF RISKS IN TAKAFUL

Business industry is prone to a number of risks. Five types of risks in business
(Basel, 2006; TAIS, 2004) have been identified that are relevant to Takaful business. First
two types of risks (underwriting and operational risks) are directly related to operations
of Takaful company while remaining three (credit, liquidity and market risks) are

associated with the investment activities of the company.

i.  Underwriting Risk:

Underwriting risk is pertinent to insurance and 7akaful. It occurs due to adverse
selection of applicants or due to re-Takaful risk as a result of inability of re-Takaful
operator to meet the obligation towards ceded company under re-Takaful agreement
(TAIS, 2003; pp.32-33). Adverse selection refers to the tendency of selecting applicants
that result in higher than average chance of loss (Rejda, 2006; p. 45). The risk of adverse
selection arises when applicants with higher than average chance of loss succeed in
obtaining Takaful coverage at standard rates e.g. high risk drivers or persons with serious
health problems. It results in higher claim ratio and put the firm on high liquidity
constraints. Re-Takaful risk occurs as the ceded company remains liable for a portion of
outstanding claim to the extent re-Takaful operator fails to provide financial protection to
Takaful operator in accordance with agreed terms. Both adverse selection and re-Takdaful
risk hamper the firm’s underwriting capacity; disturb the cash flow pattern and hence

affect the stability of the profits of the company.

ii.  Operational Risk:

Operational risk is not a well defined concept , yet Basel Report (2006, p.144)
defines it as a loss that occurs as a result of inadequate or failed internal processes,
people, technology or from external events.

Internal processes failure occurs (Ahmed & Khan, 2001; pp.29-30) as a result of

inaccurate processing of transactions, inefficient record keeping, violating operational
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control limits, non-compliance of regulations etc. people risk may occur due to
incompetence of employees, fraud and failure to perform the duties. Technology risk may
arise as a result of telecommunication system or computer network breakdown. Risks
from external events include unenforceability of regulatory policies, legislation and
regulations that affect the fulfillment of contracts and transactions in the organizations.

These risks are also called legal risks and are considered a part of operational risks.

iii.  Credit Risk:

Credit risk occurs a result of default of counterparty when it fails to meet its
obligations in time and in accordance with agreed terms (IAIS, 2004; p.14).

In case of insurance, credit risk may be treated as default risk, migration risk,
spread risk or concentration risk. Default risk occurs when Takdful operator does not
receive or partially receive cash flows or assets to which it is entitled because the other
party fails to meet the obligations of the contract. Migration risk occurs when probability
of a future default of an obligator adversely affect the contract today. Spread risk occurs
due to market perception of increased risk on either macro or micro basis. Concentration
risk is the result of increased exposure to losses due to concentration of investments in a
particular geographical area or economic or industrial sector. Takaful industry is also

exposed to these risks.

iv.  Liquidity Risk:

Liquidity risk is the risk resulting from Takaful company’s inability to meet its
obligations (i.e. claims payments and maturity price of policy) when they fall due. This
risk occurs because the company has insufficient liquid assets or high level of liabilities
(IAIS, 2004; p.18). Liquidity risk includes liquidation risk, affiliation investment risk and
capital funding risk.

Liquidation value risk is the risk under circumstance when assets are liquidated
below their real (market) value. Affiliated investment risk is the risk that investment in an
affiliated or member company might result in drain of financial or operating resources.

Capital fund risk is the risk that insurance company will not be able to outsource funds in
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case of large claims. Takaful industry, just like conventional insurance company, faces

similar types of liquidity risks.

v.  Market Risk:

Market risk is the volatility of prices in instruments and assets of Takaful
company in the market. It can be classified as equity price risk, interest rate risk, currency
risk and commodity price risk (IAIS, 2004, p.12). Equity price risk is the risk of loss
resulting from changes in market price of equities or other assets. Interest rate risk is the
risk of loss resulting from changes in interest rates that adversely affect the cash flows of
the insurance company. Currency risk is the risk of los resulting from volatility of
exchange rates that adversely affect the operations of insurance company.

For a Takaful company, it does not include interest rate risk, however Takaful
operators are exposed to mark up price risk as avoidance of interest based transactions is

distinctive feature of Shari’ah compliance.

2.3.4 MANAGING RISKS
All types of risks in Takdful require specific risk management strategy and need

to be managed on individual basis.

i.  Underwriting Risk Management:

Underwriting risk can be managed by establishing standard selection procedure
consistent with the company’s objectives. Most of the Takaful operators require physical
inspection or medical reports of the applicants that have serious health problems or prone
to higher than average risk. Some have introduced computerized underwriting system to
standardized underwriting procedure and minimizing the chance of adverse selection. For
example, Takaful lkhlas Sdn. Bhd. of Malaysia uses computerized underwriting
procedure for motor Takaful where applicants who meet standard requirements are
automatically selected for Takaful. Others are rejected or alternatively are offered higher
contribution rates for the extra risk. To minimize re-Takaful risk, Takdful operator can
evaluate the financial strength of re-Takdful operators in the region and diversify the risk

geographically by making arrangements with more than one re-Takaful operator.
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ii.  Operational Risk Management:

Management of this risk is more complex as it arises from failure of internal
processes, people, information system breakdown and non-compliance with regulatory
standards (Ahmed & Khan, 2001; pp. 38-39). Senior management and board of directors
of Takaful company should devise policies and develop strategies to manage and reduce
operational risks. Sources of operational risk (i.e. people, processes and technology)
should be handled carefully. This raises the importance of corporate governance culture
in the organization. Given the newness of Takaful industry, computer software available
for conventional insurance might not be appropriate for 7Takaful industry. This calls for
recruiting talented professionals in the field of informational technology so that they
could develop software to meet peculiar needs of 7Takaful industry. Independent external
auditors can also play an important role in mitigating operational risk as they point out
flaws in internal processes of the organization. This calls for proper disclosure of

activities and independent and secure reporting system.

iii.  Credit Risk Management:

Credit exposure limits should be established within T7akaful company’s
investment policies to mitigate and manage default risk, migration risk, spread risk and
concentration risk as discussed under credit risk. Following credit exposure limits can be
established for Takaful company investment and credit activities (IAIS, 2004; pp.16-18).

e Internal and external rating of counterparties

e Limit on maturity of credit facility (prefer short term credit over long term credit)

e Limit on maximum investment amount or a certain percentage of investment
exposure to a single issuer, industry, geographical region or some other risk
classification.

Prohibition of interest does not allow Takaful companies to investment in interest-
based instruments (Chapra and Khan, 2000). Moreover, Takaful companies do not have
access to credit derivatives that are considered effective instruments for credit risk
mitigation. Yet Al-Suwailem (2006; pp.67-68) argues that futures and Option contracts
result in losses for more than 70% of the time and hence such instruments are considered

as factors of loss, not of gain. The non-availability of Islamic derivatives raises the
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importance of internal control mechanism for 7akaful operators which ensures that credit
risk exposures are maintained within limits of prudential standards defined by internal

controls.

iv.  Liquidity Risk Management:

IAIS Report (2004, p.20) identifies two approaches in order to hedge liquidity risk

that are also applicable to Takaful industry. These are:
i. Cash flow modeling
ii. Liquidity ratios

Cash flow modeling is done in order to assess the amount of deficit, surpluses or
liquidation value risk in order to meet the needs of Takaful industry. Takdaful operator
should make sure that it has sufficient liquid assets in order to meet liquidity risk and
unexpected liquidity requirements.

Use of liquidity ratios will help Takaful operator to set the amount of liquid assets
required to meet demands of liability portfolio, desired level of liquidity ratio will also
help in determining Takaful operator’s investment policies.

Capital funding risk could be mitigated by setting contingency plans and drawing
cash from re-Takaful policies. This form of liquidity hedging could be recognized by
knowing current level of liquid assets in hand to meet Takaful operator’s investment
policies. In order to identify and evaluate liquidity risks, Ahmed and Khan (2001, p.38)
emphasize the need of adequate internal control and proper disclosure of information in
the organization. Towards this end, it is essential to have regular independent reports and

internal audit function should periodically review the liquidity risk management process.

v.  Market Risk Management:

Management of market risk includes devising strategies to manage interest rate
risk, exchange rate, and commodity price risk as well as equity price fluctuations. Takaful
operators are not involved in interest based transactions so they do not face this risk.
However, KIBOR (Karachi Inter Bank Offered Rate) can be used as bench mark for

markup in Islamic financial institutions in their financing activities.
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Conventional institutions manage the market risk using financial derivatives such
as futures, forward, option or swap contracts (Chapra & Khan, 2000; p.55). Takaful
operators face difficulty in managing market risk as these financial derivatives are not
compatible with Shari’ah in the eyes of Islamic scholars. However, according to Al-
Suwailem (2006; pp.118-126), cooperative hedging and bi-lateral mutual adjustment are
acceptable instruments under Shari’ah to mitigate currency risk and interest rate risk
respectively. Additionally, Takaful operators could apply stress tests and Value at Risk
(VaR) techniques to mitigate commodity price risk and equity risk. Stress testing is one
of the risk management tools that can be employed to assess the vulnerability of
portfolios to abnormal shocks and market conditions. Value at Risk is the probability of

portfolio losses exceeding some specified proportion.’

2.3.5 ENHANCING RISK MANAGEMENT CULTURE

Cultivation of risk management culture is extremely important to form a robust
and resilient Takdaful industry in Pakistan. This objective, however, could not be achieved
without active participation and collaboration of regulatory authorities, senior
management of 7akaful companies and members of Shari’ah Supervisory Board (SSB).
Towards this end, regularities authorities should make sure that stress testing and Value
at Risk (VaR) reports as identified above are regularly produced and obtained from senior
management of Takaful operators in addition to reports of Takaful risks. Regular review
of these reports will greatly facilitate the regulatory authorities as well as Takaful
operators to enhance risk management practices in Takdful industry.’®

Moreover, effective implementation of internal control and corporate governance
system could prove to be of vital importance to Takaful operator as well as to concerned
regulatory authority. It will help the authorities in effective monitoring of Takaful
activities and managing different types of risks hence enhancing the functioning of

Takdaful operators in the industry.

> For details of stress tests and Value at Risk (VAR) techniques, see BIS (2000). “Stress testing by large
financial institutions: Current practice and aggregation issues” and Blaschke et al. (2001). “Stress testing
for financial systems: An overview of issues, methodologies and FSAP experiences”

® See Chapra, U. & Khan, T. (2000). “Regulation and Supervision of Islamic Banks”, Occasional paper
No. 3, Islamic Research Training Institute, Islamic Development Bank, Jeddah, pp. 56-57
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FIGURE 2.5: FLOW CHART OF RISK MANAGEMENT IN TAKAFUL

Identifying Risk in Takaful:
e Underwriting Risk
e Operational Risk
e Credit Risk
e Liquidity Risk
e Market Risk
Managing Risk:

e Underwriting Risk Management
Operational Risk Management
Credit Risk Management
Liquidity Risk Management
Market Risk Management

|

Enhancing Risk Management
Culture in Takaful industry:
e Review of Takaful risks
reports
e Review of Stress testing and
Value at Risk (VaR) reports
e Implementing internal
control and  corporate
governance systems
e Follow-up on internal
control and  corporate
governance

49



24 CHALLENGES TO RISK MANAGEMENT

In spite of effective risk management techniques discussed above, there are

certain challenges in the way of risk management for Takaful.

i.  Internal Controls:

Internal controls are indispensable for recognizing and assessing risks faced by
financial institutions including 7akaful companies. Basel Committee (2005) and IAIS
(2006a) reports have focused on the importance of internal controls for banking
institutions as well as for conventional insurance companies respectively. Chapra and
Ahmad (2002) found that existence of effective internal control have prevented the
financial institutions from systemic crisis and enabled them to have early detection of
problems and associated risks they might face in future. These experiences highlight the
importance and need of internal controls for Takaful companies. Unique nature of these
companies from conventional insurance demands the fulfillment of Shari’ah aspects.
IFSB and IAIS joint working group (2006) maintains that to have effective internal
control mechanism, Takaful companies must ensure Shari’ah controls in addition to all
statutory regulations. It urges the need of a regular Shari’ah audit as a part of an on-going

internal control system.

it.  Corporate Governance:

The corporate governance structure specifies the distribution of rights and
responsibilities of the Board, manager, shareholders and other stakeholders (OECD
Report, 1999) yet effective corporate governance ensures the independence of board of
directors (BOD) who in turn devise polices and implement strategies for risk
management and hold the management accountable to shareholders (Psaros and Seamer,
2002; p.7). Lack of an effective corporate governance framework hampers the
independence of board of directors (BOD) and hence poses a challenge to risk
management. It in turn increases the operational risk which might result in failure of
operations due to inability of BOD to implement unbiased and independent decisions for
the best interest of all stakeholders. Takdful companies are confronted with an additional

challenge related to corporate governance of Shari’ah Supervisory Board (SSB). Grais

50



and Pellegrini (2006b) identify corporate governance issues that affect their role and
functioning in the organizations. It calls for a greater need to incorporate corporate

governance culture to overcome related issues of Takaful industry.

iti.  Shari’ah Based Challenges:

According to Ahmed & Khan (2001), most of the risk management techniques are
not applicable to Islamic financial institutions due to the requirements of Shari’ah
compliance. It creates Shari’ah based challenges to risk management for Takaful
companies as well. These challenges arise as Shari’ah restricts the use certain
instruments that are considered useful in conventional risk management e.g. derivatives
(futures, options, swaps etc.) and sale of debts. Al-Suwailem (2006, pp.89-90) argues that
Shari’ah constraints to human behavior do not hinder creativity, rather these constraints
are the major driving force behind the creation of innovative financial instruments. He
suggests several Islamic financial instruments for risk management and concludes that
Shari’ah is abundant with real solutions to the present problems of gambling and
speculation. It provides directions to Shari’ah scholars and experts of Islamic finance to
explore the dimensions of Shari’ah in order to integrate risk management practices with

value creation.

iv.  Financial Engineering:

Financial engineering aims at designing new and innovative Shari’ah compliant
Islamic financial instruments for IFIs including Takdful companies. Chapra and Ahmad
(2002) maintain that financial engineering has emerged as the greatest challenge faced by
Shari’ah scholars of present time as it poses major threat to IFIs to become competitive
in the contemporary business environment. Process of giving fatwdas by Shari’ah scholars
regarding the permissibility of a financial instrument is quite slow and over-conservative
(Igbal et al, 1998; pp.47-48) as Shari’ah scholars and experts of modern finance have
different academic backgrounds. They use technical terms related to their own field that
are most of the time not easily understandable to other party. The need is to produce
scholars with Shari’ah background that also have working knowledge of modern finance

to meet the acute challenge of financial engineering.
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v.  Islamic Financial Market:

Islamic financial market provides a secondary market for trading of Islamic
financial instruments. In the absence of this market, it will be extremely difficult for
Takaful companies to maintain its liquidity position to make prompt claim payments
when they become due. Retaining a large portion of Takaful fund to maintain high
liquidity ratio will affect the efficiency of the firm and its competitiveness as compared to
conventional insurance companies that have ready access to liquid bonds and t-bills.
Islamic Financial Market will greatly facilitate the Takaful companies to invest large
portion of their fund in Islamic financial instruments and increasing their efficiency and
competitiveness while maintaining low liquidity ratio. It will also help Takaful companies
in hedging market risk by providing alternative instruments to financial derivatives that

are not acceptable under Shari’ah.

vi.  Need of Private Credit Rating Agencies:

Although International Islamic Rating Agency (IIRA) has been set up in Bahrain
to judge the Shari’ah compliance and financial strength of Islamic financial institutions
(IFIs) including Takaful companies, it is not be possible for IIRA to rate thousands of
counterparties with whom 7akdaful companies deal. Consequently, it calls for the need of
private credit rating agencies in each Muslim country that could provide information
related to financial strengthen, fiduciary risk and credit worthiness of thousands of
counterparties that privately issue financial instruments (Chapra & Ahmed, 2002; pp.80-
81). This information could provide great help to IIRA in rating these companies and

make it readily available to Takaful companies and other interested parties.
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CHAPTER SUMMARY

Takaful scheme is based on brotherhood, solidarity and mutual assistance to the
members in case of need where each participant contributes a fixed amount to Takdaful
fund. There are two classes of Takaful business. Family Takaful business includes long
term Takdaful products whose maturity period is more than one year. General Takaful
products includes short term Takdful plans whose maturity period is one year or less.
Income for Takaful operator includes Takaful operator’s fees, profit from shareholder
fund and modarbah share from PTF. Participants pay contribution as donation with good
faith. Takaful operator acts on behalf of participants and benefits of Takaful policy are
distributed according to the Islamic laws of inheritance. Takaful is acceptable in Islam as
it is free from uncertainty, gambling and interest. It is neither against the will of A//ah nor
against fawakkul. Operations of Takaful company start with marketing of Takaful
products through Takaful intermediaries. Takaful operator underwrites the applicants for
risk assessment. Contribution is collected from the qualified applicants. Amount in
Takaful fund is then invested in Shari’ah approved instruments. Profit is added to Takaful
fund and claims are paid to the loss affected members out of the fund. Remaining profit
and surplus is distributed back to participants with no prior claims. Re-Takaful
arrangements are also considered essential to transfer a part of Takaful risk to re-Takaful
operator.

Takaful intermediaries play a major role in reaching far-off markets for the
expansion of Takaful business. Takaful agents are commission based representatives of
Takaful companies who provide essential information to prospective Takaful customers
on Takaful products. Takaful broker acts as an independent contractor and assists
consumers in placing their fresh applications or renewal of Takaful contract for a
brokerage fee for the services rendered. In bancaZakdaful, the bank offers its existing
network as a distribution channel to expand Takafu/ company’s business at a wider scale.
Takaful adjusters’ main function is concerned with claims assessment and management.
They investigate claims, evaluate and calculate losses and make recommendations for
claim settlement.

Risk management is of vital importance in Islam and 7akdaful provides a way to

manage risks in business according to Shari’ah principles. Five types of risks have been
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identified in Takdful business that affect operational and investment functions of Takaful
operator. Underwriting risk occurs due to adverse selection of applicants or due to re-
Takaful risk. Operational risk occurs as a result of inadequate or failed internal processes,
people, and technology or from external events. Credit risk occurs as a result of default of
counterparty when it fails to meet its obligations in accordance with agreed terms.
Liquidity risk is the risk resulting from insurance company’s inability to meet its
obligations (e.g. claims payments). Finally, market risk is volatility in the prices of
instruments and assets of the 7akaful company in the market. Operational risk can be
managed by enhancing corporate governance culture in the organizations. Cash flow
modeling and use of liquidity ratios is quite helpful to identify liquidity constraints.
Takaful operators might face difficulty in managing market and credit risks as Shari’ah
compliant nature of Takaful contract does not allow Takaful companies to deal with
interest rate and financial derivatives due to their speculative nature by which they tend to
benefit one party at the loss of other. On the other hand, Islamic financial instruments like
cooperative hedging and bi-lateral mutual adjustment aim at providing mutual gains to
both parties by the way of risk sharing.

Risks associated to Takdful have raised several challenges that need to be
encountered to enhance risk management practices. Regular Shari’ah audit is found to be
an integral part of effective internal controls that prevent the companies from systemic
crisis. Corporate governance calls for independence of BOD to devise policies for
effective risk management, make unbiased decisions and solve issues related to
functioning of SSB. Shari’ah based challenges call for devising innovative Islamic
financial instruments as Shari’ah is abundant with real solutions to present business
dilemma and does not hinder creativity. Exploring those solutions will help to meet the
challenge of financial engineering. Islamic financial market will greatly facilitate the task
of Takaful companies to invest large portion of their fund in Islamic financial instruments
and increase their efficiency and competitiveness. There is need to establish private credit
rating agencies that could assist IIRA to rate thousands of counterparties for the benefit of

Takaful operators.
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CHAPTER 3

TAKAFUL MODELS AND GLOBAL PRACTICES

INTRODUCTION

There is a global interest in Islamic finance in general and Takaful in
particular. The main feature that differentiates Takaful services from conventional
ones is Shari’ah compliance nature of these services. Investors are taking keen
interest in this potential market as Muslims constitute about one fourth of the world
population (Muslim population, 2006). To streamline operations of a Takaful
company, management and Shari’ah experts have developed different operational
models for Takaful business. Takaful model is the basis of the company operational
activities. It provides conceptual framework for the operations of Takafill Company
and sets a path for the flow of funds in the organization. All the transactions of the
company business are carried out in the light of conceptual framework of Takaful
model adopted by the company. A number of Takaful companies are successfully
operating in Muslim and Arab countries and they are growing each year. Many
conventional insurance companies, showing their interest in Takaful, have opened
Takaful windows to compete with Takaful companies.

This chapter discusses different Takaful models being practised by Takaful
operators across the world. The chapter is mainly divided into three sections. First
section discusses functioning and conceptual mechanism of Takaful models practised
by Takaful operators across the world. It gives practical examples to explain
functioning of each Takaful model in detail. Second section raises some figh related
issues faced by Takaful operators practicing different Takaful/ models in different
countries. Third section gives a description of financial performance of selected
Takaful companies in different countries. Financial performance of the companies has
been analyzed on the basis of net profit, growth of insurance premium of family and
general Takaful, growth in total assets. Return on Assets (ROA) gives an overall

measure of financial performance. An attempt has been made to analyze the financial
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performance of Takaful companies during past 5-year period. Yet due to lack of
availability of the data related to Takaful companies, the analysis for some companies

is based on two or three years of financial performance.

3.1 TAKAFUL MODELS IN PRACTICE

Theoretically, Takaful is perceived as cooperative insurance (Takaful models
in practice, 2006), where members contribute towards a common pool yet the
commercialization of Takaful has produced several models of Islamic insurance, each
reflecting a different experience, environment and perhaps a different school of
thought. Currently following models are being practised in Takaful companies across

the world.

3.1.1 TAKAFUL TA’AWUNI (NON-PROFIT MODEL)

Ta’awuni model (Billah, 2004c; pp.5-8) is based on the concept of
brotherhood, solidarity and mutual cooperation among participants to achieve well-
being of those who are in great need of help due to a sudden calamity, misfortune or
disaster. This model seeks to achieve welfare of Takaful participants and community
at large. Takaful operator acts as a trustee on behalf of participants with no intention
of making profit. That’s why this model is also called non-profit model. The profit
and underwriting surplus are distributed entirely to the participants.

Let’s consider the following example to illustrate how the concept of ta’awuni
model is applied. A (first party) lends his money to B (second party) and B manages
the fund sincerely with no intention for profit making or benefit. Here A is the
participant where B is Takaful operator who manages the fund. It is important to
acknowledge that the contribution paid is actually based on the principles of
Tabar'ru’. A tabar’ru’ concept is rather a one-way transaction in which once the
contribution is made, the contributor has no right to take any benefits out of it. The
fund is used for any participant who faces difficulties within the time period as agreed
on insurance policy. When the participant contributes to the fund, he is indirectly
applying the golden principle of ‘bear ye one another’s burden’.

Qardawi (n.d., p. 75) has clearly mentioned that this concept of mutual

cooperation is absent in prevalent system of insurance. He says: “4s far as insurance
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companies-especially life insurance are concerned, they do not satisfy these
conditions in any respect because the insured individuals do not pay the premium as
donations; such a thought never occurs to them...”

Rahman (n.d., p. 24) has described that it is incorrect to imply that the
principles of ‘mutuality’ in all insurances. He asks: “How can all forms of insurance
be mutual when this mutual character is actually unknown to the insurer and insured?
What is the value of an economic interdependence among all the insured and between
the insured and the insurer, of which neither of them is aware?”

These findings of research scholars urge us to seriously think on the issue of
mutual cooperation in Takaful system and to inculcate true Islamic spirit of
cooperation among members of society so that benefits of implementing an Islamic

insurance system could be achieved in reality.

Global Practices

The concept of ta’awuni (Billah, 2004c; pp.5-8) was originated in Sudan in
1979 when first Takaful company started its operations in Sudan. After that, insurance
companies are bound to follow ta’awuni model and adopt Takaful business by law.
Ta’awuni model was also adopted and being practised by Bank al-jazira Saudi Arabia
when the scholars realized that there is a need for cooperation in insurance under the
umbrella of Shari’ah. Thus came the idea that members should donate their
contribution to a fund (Takaful fund) to compensate the members in case of distress.
Both the participants and Takafil operators should acknowledge their rights and
obligations to the fund. The profit and underwriting surplus solely belongs to the

participants.

3.1.2 MUDHARABAH MODEL (TIJARI)

In Takaful, Mudharabah model is a profit sharing contract (Billah, 2004c;
pp.4-6) where participants provide capital in the form of contribution and Takaful
operator acts as a mudarib who provides his management expertise to efficiently
utilize the Takaful fund. It is also called tijari model as it works on commercial
business basis. Takaful operator shares the profit from investment of Takaful/ fund and
is responsible for all management expenses.

In family Takaful plan, Participant’s contribution is divided into two parts.

The major portion of the fund goes into Participants’ Account (PA) that belongs to
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participant whereas smaller portion is contained in Participants’ Special Account
(PSA) that is used to pay claims and underwriting costs. Entire amount of PA and
PSA is invested in Shari’ah approved instruments. Profit from PA is shared between
participants and Takafil operator according to agreed ratios. Profit and the amount in
PSA are used to pay for claims and underwriting costs. In case, claims payments and
underwriting costs exceed the amount prescribed in PSA, the loss is compensated
from PA or shareholders may provide interest free loan (gard-e-hasana). In case,
claims and underwriting costs are less than the amount available in PSA, the amount
left is treated as underwriting surplus and shared between Takaful operator and the
participants. In Mudharabah model, Takaful operator claims to share in underwriting
surplus as an incentive for efficiently managing Takaful funds.

In general Takaful plan, there is no PA A/C and participants’ contribution goes
directly to PSA that may be invested and is used to pay for underwriting costs and
claims. A portion of PSA fund after taking into account profit from investment can be
retained as contingency reserve for future. Any amount left is treated as underwriting
surplus and is shared among participants and 7akaful operator according to agreed
ratios.

a. Global Practices

Mudharabah model has been in operation in Malaysia for almost 20 years
since the incorporation of Syarikat Takafil Malaysia in 1985, the first and the largest
Takaful company in Malaysia. With its foundation firmly established, the
Mudharabah model in Malaysia has proven to be both viable business venture as well
as profitable to consumers and investors alike. Besides Malaysia, Mudharabah model
is also being practiced in Brunei. It is reported that Takaful operators in Brunei have
been paying almost 36% profit to their participants (7akaful Malaysia News bulletin,
2001).

b. The Model

The Figure 3.1 below shows a flow chart of modarbah model for family
Takaful practiced by Syarikat Takaful Malaysia. Here, Participants’ contribution is
distributed in two accounts i.e. Participants’ Account (PA) and Participants’ Special
Account (PSA). PSA is risk management account which is used to pay for the loss
(claims payment) where as PA belongs to participant. Greater portion of contribution

is allocated to PA as compared to PSA (e.g. 80% of the contribution goes to PA
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whereas 20% goes to PSA). Amount in both accounts is invested together in Shari’ah
based instruments and profit is allocated proportionally to both accounts. After
deducting Claims payment, Underwriting costs and contingency expenses from PSA,
surplus is shared between participants and shareholders according to pre-determined
ratios. The whole amount in PA together with profit is delivered to the participant

after the maturity period.

FIGURE 3.1: MUDARBAH MODEL

—_————ee e —

4 . . AN
/ Participants’ \
contributions

A 4 A 4

Participants” A/C Participants’
(PA) Special A/C (PSA)

Less: Claims
payment/
Underwriting

|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
Investment of w > costs/contingenc '
- |
Takaful funds gency :
|

|

|

|

|

|

|

|

|

|

|

|

|

|

|

|

|

Reserve

!

Underwriting

) Surplus
Profit

A 4 A l

/
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
! (
[ Participant } Shareholders } [Participants}
\

.

—_—_————,e—e— e ——

Source: Sharikat Takaful Malaysia Berhad. www. Takaful-malaysia.com

59



HOW DOES MUDHARABAH MODEL WORK?

FIGURE 3.2: FAMILY TAKAFUL PLAN (FIRST YEAR)

Total contribution Rs. 100,000
Return on investment 10%
Allocation to PA = Rs. 80,000 Allocation of PSA = Rs. 20,000
(80%) (20%)
Profit (10%) =Rs. 8,000 Profit (10%) =Rs. 2,000
Total fund = Rs. 88,000 Total fund =Rs. 22,000
Less:
Claim payments = Rs. (10,000)

(10%)
Underwriting costs = Rs. (5,000)
Surplus =Rs. 7,000

Participants’ share = Rs. 5,600
(80%)

Rs. 5,600 <

Accumulation to PA =Rs. 93,600

The Figure 3.2 shows a practical example for the flow chart of modarbah
model for first year after receiving Takaful contribution. Here, it is assumed that
company has initial contribution of Rs.100, 000 that is distributed into two accounts
i.e. a greater portion (Rs.80,000) goes to Participants’ Account (PA) whereas smaller
portion (Rs.20,000) is kept for Participants’ Special Account (PSA) to cover the loss
(claims payment) as it occurs to any of the participants. Amount in both accounts is
invested together in Shari’ah based instruments and profit is allocated proportionally

to both accounts. Assuming a profit of 10% from the investment of Takaful fund,
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Rs.8000 goes to PA whereas Rs.2000 goes to PSA. Adding the profit, amount in PA
reaches toRs.88,000 and amount in PSA becomes Rs.22,000. Claim ratio is assumed
to be 10% while underwriting cost is estimated as 5% of the total contribution for the
first year. After deducting Claims payment and underwriting costs from PSA, surplus
of Rs.7000 is obtained that is shared between participants and shareholders according
to pre-determined ratios. 80% of the surplus (Rs.5600) goes to PA while 20%
(Rs.1400) goes to PSA. After adding participant’s share, amount in PA becomes

Rs.93,600. It is used as an opening account for the second year.
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FIGURE 3.3: FAMILY TAKAFUL PLAN (SECOND YEAR)

Total contribution Rs. 100,000
Return on investment 10%
Allocation to PA = Rs. 80,000 Allocation of PSA = Rs. 20,000
(80%) (20%)
Profit (10%) =Rs. 8,000 Profit (10%) =Rs. 2,000
Total fund = Rs. 88,000 Total fund =Rs. 22,000
Less:
Claim payments = Rs. (10,000)
(10%)
Underwriting costs = Rs. (5,000)
Surplus =Rs. 7,000
Participants’ share = Rs. 5,600
(80%)
Rs. 5,600 <
2" year PAfund =Rs. 93,600
Balance in PA =Rs. 93,600
Profit earned in
2" year (10%) =Rs. 9,360

Accumulation to PA = Rs.196, 560

The Figure 3.3 shows a practical example for the flow chart of modarbah
model for second year. The procedure for the flow of Takaful contribution is the same
as that of first year. The only difference is that balance of first year (Rs.93,600)
together with the profit earned in second year is also added to PA fund. Hence total

accumulation to PA fund becomes Rs.196, 560 by the end of second year.
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FIGURE 3.4: FAMILY TAKAFUL PLAN (THIRD YEAR)

Total contribution Rs. 100,000

Return on investment

Allocation to PA = Rs. 80,000
(80%)

Profit (10%)  =Rs. 8,000

10%

Allocation of PSA = Rs. 20,000

(20%)

Profit (10%)
Total fund
Less:

Claim payments
(10%)

=Rs. 2,000

= Rs. 22,000

= Rs. (10,000)

Underwriting costs = Rs. (5,000)

Surplus

=Rs. 7,000

Participants’ share = Rs. 5,600

(80%)

A

Total fund = Rs. 88,000
Rs. 5,600
3“year PAfund  =Rs. 93,600
Balance in PA = Rs. 196, 560
Profit earned in
3" year (10%) =Rs. 19656

Accumulation to PA = Rs.309, 816

The Figure 3.4 shows a practical example for the flow chart of modarbah
model for third year. The procedure for the flow of Takaful contribution is the same as
that of first year. The only difference is that balance of second year (Rs.196, 560)
together with the profit earned in third year is also added to PA fund. Hence total

accumulation to PA fund becomes Rs.309, 816 by the end of second year.
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It could be seen from the above example that any surplus left in PSA after
accounting for all the risks goes to PA fund that is participants’ personal account.
Hence the amount in PA goes on increasing each year. At the end of maturity period,
the entire amount in PA account belongs to participant. Before the maturity period, if
participant incurs any loss, he is compensated from PSA account in addition to his

balance in PA account.

3.1.3 WAKALAH MODEL

Wakalah model is a fee driven Islamic contract in which one party provides
capital whereas other party manages the funds. Here, other party charges a fixed fee
instead of profit sharing as in Mudharabah contract for providing its managerial
services to prudently invest and manage the funds. In Takaful contract, participants
provide capital in the form of contribution and Takaful operator manages the funds
and charges a fixed fee (called a Wakalah fee) for providing its services (Whear &
Western, 2006). The Wakalah fee should be fair and appropriate and should be
determined and approved by Shari’ah Supervisory Board (SSB). Wakalah model is
considered more transparent than Mudharabah model as charges are fixed and
predetermined by the both parties. There are no hidden charges. Some Takaful
operators charge an additional fee on surplus as an incentive to efficiently manage the
funds.

When Takaful contribution is paid by the participants, Wakalah fee is
deducted as upfront charge. The Figure 3.5 shows a flow chart of Wakalah model for
family Takaful practiced by Bank Al-Jazira of Saudi Arabia. Here, agents’
commission is directly drawn from Participants’ contribution as upfront charge. The
remaining amount is distributed in two accounts i.e. Individual saving account and
Risk account to cover the loss of affected participants. Individual saving account is
each participant’s personal account that is used for future savings. Risk account is also
known as fabar’ru account as participants agree to donate a portion of their
contribution to this fund which is used to pay for claims, underwriting costs and Re-
takaful expenses. Amount in both accounts is invested under Shari’ah guidelines and
profit obtained from investment is appropriated to both accounts according to their
original ratio. Any surplus left from risk account goes to individual saving account.
Sometimes, Takaful company charges a compensation fee on the amount of surplus as

a return for its efficiency and prudent underwriting skills.

64



FIGURE 3.5: WAKALAH MODEL
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HOW DOES WAKALAH MODEL WORK?

FIGURE 3.6: GENERAL TAKAFUL PLAN

Takaful contribution = Rs. 100,000
Agents’ commission (35%) = Rs. (35,000)
Amount available for
Risk fund (tabarru) = Rs. 65,000
Profit from investment (10%) = Rs. 6,500
Risk fund = Rs. 71,500
Claims payment/direct
Expenses (40%) = Rs. (40,000)
Underwriting Surplus = Rs. 31,500
Wakalah fee on surplus (10%) = Rs. (3,150)
Contingency Reserve (10%) = Rs. (3,150)
Participants’ share in surplus = Rs. 25,200 or
25.20%

The Figure 3.6 shows a practical example for the flow chart of Wakalah model
for general Takaful after receiving Takaful contribution. Here, it is assumed that
company has initial contribution of Rs.100,000 from which 35% agents’ commission
is deducted as upfront charge. The remaining amount of Rs.65,000 goes to risk fund
and is invested in Shari’ah based instruments. 10% profit is assumed from investment
of risk fund. After adding the investment profit, risk fund moves to Rs.71,500. Claim
payment and direct expenses including underwriting are assumed to be 40%. After
deducting Claims payment and direct expenses from risk fund, underwriting surplus
of Rs.31,500 is obtained. 10% of underwriting surplus is deducted as Wakalah fee
while another 10% is kept as contingency reserve. Remaining amount of surplus i.e.

Rs.25,200 is distributed among participants who have no prior claims. It indicates that
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participants of general Takaful can be compensated with surplus share of more than
25% by the use of prudent underwriting mechanism. Sometimes, surplus share is used
to pay for the contribution of next year in which case, participants have to pay less

contribution to the extent of their share in underwriting surplus.

FIGURE 3.7: FAMILY TAKAFUL PLAN (FIRST YEAR)

Takaful contribution = Rs. 100,000
Agents’ commission (35%) = Rs. (35,000)
Takaful contribution left =Rs. 65,000
v 3
Risk A/C (tabar’ru) Individual saving A/C
(20%) (80%)
Rs.13, 000 Rs. 52,000
Profit from investment = Rs. 1,300 Rs. 5,200
(10%) SE—
Risk A/C = Rs.14, 300 Rs. 57, 200
Claims payment/direct
Expenses (10%) = Rs (10,000)
Underwriting Surplus = Rs. 4,300
Wakalah fee on surplus = Rs.  (430)
(10%)
Participants’ share in  =Rs. 3,870
Underwriting surplus

The Figure 3.7 shows a practical example for the flow chart of Wakalah model
for family Takaful after receiving Takaful contribution in the first year. Here, it is
assumed that company has initial contribution of Rs.100,000 from which 35% agents’
commission is deducted as upfront charge. 20% (Rs.13,000) of the remaining amount
of Rs.65,000 goes to risk fund while 80%(Rs.52,000) goes to individual saving

account. Fund in the both accounts is invested in Shari’ah based instruments and10%

67



profit is assumed from investment of fund. Hence profit of Rs.1,300 is added to risk
fund while Rs.5,200 is added to individual saving account. After adding the
investment profit, risk fund increases to Rs.14,300 while individual saving account
rises to Rs.57,200. Claim payment and direct expenses are assumed to be 10%. After
deducting Claims payment and direct expenses from risk fund, underwriting surplus
of Rs.4,300 is obtained. 10% of underwriting surplus is deducted as Wakalah fee.
Remaining amount of surplus i.e. Rs.3,870 is carried forward and added to the second

year Takaful fund.
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FIGURE 3.8: FAMILY TAKAFUL PLAN (SECOND YEAR)

Takaful contribution amount = Rs. 100,000 + 3,870 (first year surplus)
= Rs. 103,870

Agents’ commission (35%) =Rs. (35,000)
Takaful contribution left =Rs. 68,870

v v

Risk A/C (tabar’ru) Individual saving A/C
(20%) (80%)
Rs.13, 774.0 Rs. 55,096.0

Profit from investment = Rs. 1,377.4 Rs. 5,509.6
(10%) -
Risk A/C =Rs.15,151.4 Rs. 60,605.6
Claims payment/direct
Expenses (10%) = Rs (10,000)

Underwriting Surplus  =Rs. 5,151.4

Wakalah fee on surplus = Rs.  (515.1)
(10%) EEEE—

Participants’ share in = Rs. 4,636.3
Underwriting surplus

The Figure 3.8 shows a practical example for the flow chart of Wakalah model
for family Takaful after receiving Takaful contribution in the second year where
underwriting surplus of the first year is carried forward and is invested again with the
Takaful fund. Here again initial contribution of Rs.100,000 is assumed in addition to
first year surplus. The rest of the procedure is the same as discussed for the first year.
35% agents’ commission is deducted as upfront charge. 20% of the remaining amount

of Rs.65,000 goes to risk fund while 80% goes to individual saving account. Fund in

69



the both accounts together with the first year surplus is invested in Shari’ah based
instruments and10% profit is assumed from investment of fund. Hence profit of
Rs.1,377.4 is added to risk fund while Rs.5,509.6 is added to individual saving
account. After adding the investment profit, risk fund increases to Rs.15,151 while
individual saving account rises to Rs. 60,606. Claim payment and direct expenses are
assumed to be 10%. After deducting Claims payment and direct expenses from risk
fund, underwriting surplus of Rs. 5,151.4 is obtained. 10% of underwriting surplus is
deducted as Wakalah fee. Remaining amount of surplus i.e. Rs. 4,636.3 is carried
forward and added to third year Takaful fund.

Hence, underwriting surplus and individual saving account go on increasing
each year as discussed in the example above. At the end of maturity period, the entire
amount in the individual saving account belongs to participant besides his share in

underwriting surplus.

Global Practices

Wakalah model has been practiced by Bank Al-Jazira, Saudi Arabia. It is also
being practiced by Commerce Takaful Berhad and Takaful 1khlas Sdn. Berhad in
Malaysia. Government of Bahrain has also taken the initiative to make compulsory
for Takaful and Re-takaful companies to adopt Wakalah model in their business (Al
Sadah, 2005). This model is gaining popularity across the world due to its
transparency and fixed nature of charges irrespective of the amount of Takaful
contribution received as it provides leverage for the company to act in the best
interests of participants and enhance their returns. Moreover, there are less Shari’ah
related issues associated to this model that might create conflicts of interests among

Shari’ah scholars of different schools of thoughts.
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3.1.4 MIXED MODEL (MUDHARABAH + WAKALAH)

Mixed model is a combination of al-Mudharabah and al-Wakalah model
where al-Wakalah contract is used for underwriting activities while al-Mudharabah
contract is adopted for investment activities (Tolefat, 2006). With regard to
underwriting activities, the shareholders act as the wakeel (agent) on behalf of
participants to manage their funds whereby the Takaful company (shareholders)
receives contribution, pay claims, arrange Re-takaful and all other necessary actions
related to Takaful business. In exchange for performing these tasks, the company
charges each participant a fee known as a Wakalah fee, which is usually a percentage
of the contribution paid by each participant. On the investment side, the company
invests the surplus contributions in Shari’ah based instruments based on Al-
Mudharabah contract, whereby the company acts as mudarib on behalf of participants
(Rab-al-maal or capital providers). However, in order to satisfy the Shari’ah
requirement for Al-Mudharabah contract, the ratio of profit is fixed and agreed upon
between the two parties, at the inception of the contract.

Proponents of this model argue that a Mudharabah arrangement is better
suited for management and investment of Takafu/ fund (Obaidullah, 2005a; p.148)
and provides incentive to Takaful operator to optimize its return by sharing profit. The
Wakalah model is perhaps better suited than the Mudharabah for managing the
Takaful business for the agency fee (cost of insurance). It is more transparent and is
free from the controversial charging of expenses (including marketing commissions)
to the Takaful fund. These arrangements need to be considered as a part of efforts to
search for an optimal model of Takaful as well as to create harmony among existing
Takaful models.

Global Practices

The mixed model of Al-wakalah/Al-mudaraba (Tolefat, 2006), is the dominant
model in the Middle East market and it is widely practiced by Takaful companies
worldwide. In Malaysia, it is being practiced by Takafil Nasional Berhad and Mayban
Takaful Berhad (MTB). Proponents of this model argue (Obaidullah, 2005a) that as
this model combines the benefits of mudaraba as well as Wakalah model so it could
facilitate the search for a unified approach to standardize Takaful practices across the

world.
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FIGURE 3.9: MIXED MODEL (MUDARBAH + WAKALAH)
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HOW DOES MIXED MODEL WORK?

FIGURE 3.10: FAMILY TAKAFUL PLAN
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In the Figure 3.10, it could be seen that Takaful company applies a mixed
approach for the management of Takaful fund. It uses Wakalah concept for PSA
account when it charges commission as a fee. It uses Mudharabah concept when it
invests the amount of PA account and shares in the profit from the investment and
underwriting surplus according to agreed ratios. Participants’ share of surplus together

with their share of profit from investment is added to their PA account.
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3.1.5 WAKALAH MODEL WITH WAQF FUND

After several objections were raised regarding the issue of surplus sharing in
Mudharabah model and modified modarbah model and their legal status. A need was
felt to develop a model that could work towards building the creditability of Takaful
operator as a welfare institution rather than a profit oriented entity. This lead to the
formation of Wakalah Model with Wagf fund that was approved by Shari’ah scholars
of Darul Uloom Karachi, the most famous and credible Islamic institution in Pakistan.
The model is a modified form of Wakalah model where a Wagf fund is created by
initial donation of shareholders. Participants’ contribution goes directly to Wagqf fund.
Takaful operator deducts its fees from Wagf fund. The remaining amount is invested
in Shari’ah based instruments. The profit from investment is shared between Takaful
operator and participants according to agreed ratios. After deducting claims, Re-
takaful expenses and underwriting costs, 100% net surplus belongs to participants
who have no prior claims and distributed to them according to their proportion of

contribution.

Global Practices

Wakalah Model with Wagqf fund is being practiced by Takaful operators of
Pakistan. This model has also been adopted by Takafil operators of South Africa
(Tolefat, 2006). This model is a modified form of Wakalah model. In this modified
Wakalah model with Wagf fund, the relationship of the participants and of the
operator is directly with the Wagf fund. The operator is the wakeel of the Wagf fund
and the participants pay one sided donation to the Wagf fund (not conditional) The
Wagqf fund rules (Abdul Wahab, 2006) may define the sharing of surplus and other
rules under which it would operate but without having any obligation to distribute

surplus.

The Figure 3.11 shows a flow chart diagram of Wakalah model with Wagf
fund for general Takaful after receiving Takaful contribution. According to this
model, first a Waqgf fund is created by the joint efforts of participants as well as
shareholders who initially donate their contribution to this fund. Here, Takaful
operator fees (also called Wakalah fee) are directly drawn from Wagqf fund. The

remaining amount is invested on the basis of modarbah under Shari’ah guidelines and
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profit obtained from investment is shared between participants and Takaful operator
according to their mutual terms of agreement. Takaful operator is responsible for all
the management expenses from shareholders’ fund. Operating costs, Re-takaful
expenses and claim payments are made from participants’ fund. Any surplus left after
deducting all the related expenses belongs to participants. Sometimes, Takaful
company retains a portion of underwriting surplus as a contingency reserve to meet

any sudden and unexpected future cost.

FIGURE 3.11: WAKALAH MODEL WITH WAQF FUND
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HOW DOES WAQF MODEL WORK?

FIGURE 3.12: GENERAL TAKAFUL PLAN
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The Figure 3.12 shows the flow of funds for a general Takaful business of a
Takaful company following Wakalah model with Wagf fund. First of all, Takaful
contribution of Rs. 100,000 has been assumed for the year that goes to Wagf fund.
Wakalah fee (35%) is deducted from Takaful contribution as upfront charge. The
remaining amount (Rs. 65,000) goes to Wagf fund and is invested in Shari’ah
approved instruments (Islamic bonds and stocks). Profit from investment is assumed
to be 10% that builds up the Wagqf fund to Rs. 71,500. After paying claims and
deducting operational costs, 10% contingency reserve is maintained for account for
unexpected future risks and losses. Entire amount of underwriting surplus i.e. Rs.
21,500 belongs to participants. Hence they obtain 21.5% return in the form of
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underwriting surplus on their initial contribution. The company might give this

surplus in the form of cash or readjust the contribution for the next year.

3.2 ISSUES IN TAKAFUL MODELS

Shari’ah scholars who belong to different schools of thoughts have different
point of views on Shari’ah matters. This has created certain figh related issues in
Takaful models being practised by Takaful operators across the world. Abdel Karim
and Archer (2002) have identified corporate governance, regulatory and accounting
issues that affect the functioning of Islamic financial institutions including insurance
companies. Ismail (2004) discussed the issues in modified Mudharabah model at a
workshop at Bank Negara, Central Bank of Malaysia. Billah (2004c) gives gross root
reasons for having diversified Takaful models and also discusses their possible
solutions. Khanzada (2007) also highlights issues in Takaful industry in Pakistan
under Waqf model. Based on the views of above researchers, key issues that have

been found in different Takaful models are summarized as follow:

i. Shart’ah issues:

Shari’ah issues arise as different Takaful models are being practised in
different countries. Shari’ah scholars who provide Shari’ah supervisory services to
Takaful operators belong to different schools of thoughts (e.g. Hanafi, Shaafi,
Humbali, Maaliki etc.) propagate different opinion on Shari’ah matters according to
their belief in particular school of thought. Grais and Pellegrini (2006a, pp.17-21)
identify issues of independence, confidentiality, competence, consistency and
disclosure of responsibilities that affect functioning of SSB in the organization. Due
to lack of competent Shari’ah scholars in the field of Islamic finance, most of the
scholars hold positions in Shari’ah Supervisory Boards (SSBs) of several companies.
This may jeopardize the confidentiality of the company secret information and
company may restrict SSB to access certain information and hence affect its
independence in the organization. SSB decisions on Shari’ah matters might not be
consistent as the company might not properly disclose the responsibilities of SSB and
restrict their authority in certain areas.

Shari’ah supervisory board (SSB) strictly ensures Shari’ah compliance of

Takaful fund and only approves those investment avenues that are compatible with
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Shari’ah. For example, investment in alcohol production or liquor business is not
allowed in Shari’ah. Though investment of Takaful fund is made in consultation with
the members of SSB, yet there are chances that some part of income from investment
might be considered as illegal from Shari’ah point of view e.g. company invests in an
airline or hotel business that apparently seems to be permissible under Shari’ah but it
has debt financing in its capital structure or it has derived a part of its income from
sale of alcohol or liquor (Abdel Karim & Archer, 2002; p.71).

ii. Profit sharing:

Critics on the issue of profit sharing argue that it is illegal for participants as
well as for Takaful operators to share in profits as is the case in Mudharabah model.
For participants, the issue arises as a result of rabarru nature of contribution. A group
of Shari’ah scholar is of the view that as participants pay the contribution as donation
so from Shari’ah point of view, they cannot receive any profit from donated amount.
Similarly, since Takaful operators acts as a trustee and manger of funds and its
responsibility is to act in the best interests of shareholders. Also the remuneration and
salaries of managers are fixed and approved by board of directors, so Takaful operator
should not be allowed to share the profit but only entitled to fixed charges. The same

issues arise for modified Mudharabah model.

iii. Underwriting surplus sharing:

Issue of underwriting surplus sharing is similar to that of profit sharing.
Shart’ah scholars argue that Participants are not allowed to share in the surplus of the
amount (Takaful contribution) which they have already donated to tabar’ru fund.
Similarly Takaful operators have no right to share the surplus amount as they have
already received Wakalah fee or their share of profit. Now the question arises if
neither participants nor Takaful operator has legal right on the underwriting surplus,
where this amount should go. A group of Shari’ah scholars is of the view that this
amount should go to a Wagf fund for charitable purpose and should be used for the
welfare of poor and needy people of the society who are not real members of Takaful
company. Another group of scholars propose that underwriting surplus could be

returned to the participants as ‘hibah’ (gift).

iv. Unearned Wakalah fee:
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Wakalah fee (agents’ commission) is usually charged in advance as upfront
charge when participant pays contribution amount. According to accrual principle of
accounting, Wakalah fee will be earned at the end of Takaful period for a particular
year. Takaful operators claim that participant’s contribution will be refunded
whenever he wants to withdraw the contract. Only Wakalah fee is deducted from the
contribution amount. The question arises if any participant withdraws his contract at
the mid of Takaful period, has Takaful operator any right on unearned Wakalah fee? If
not then how should unearned Wakalah fee be returned to the participant when

Takaful operator deducts it in advance and pays to Takaful agents as commission.

v. Legal status of Waqf fund:

Wagqf fund is created by initial donations from shareholders’ fund. Then
Takaful contribution, income from investment, underwriting surplus is added to Wagf
fund. Yet Wagf model raises questions about its legal status. Should this fund fall
under the purview of trust act or any other act? Is Takaful operator bound to comply
with provisions of trust act or any other act in addition to Takaful regulations? What
are the tax implications of treating Wagqf fund as separate entity or not a separate
entity from Takaful Company? These questions require clarification from legal and

Shart’ah experts related to Takaful business.

vi. Corporate Governance issues:

Adoption of a Takaful model raises issues of corporate governance regarding
the rights of participants who are the provider of funds for the Takaful Company.
Although Takaful operators act as a trustee and manager of funds and get their share
of profit in the form of Mudharabah or Wakalah fee, yet they have been criticized for
maximizing the shareholders’ profits while ignoring the rights of participants that are
major stakeholders of the company. In the absence of proper corporate governance
practices, company and its board of directors are not held accountable for their
decisions that are not favorable to participants or community at large. Moreover,
participants are not given positions in the board of directors so they have no right to
question any decision of the board and feel themselves insecure (Abdel Karim &
Archer, 2002; p.72). Strengthening the regulatory framework is essential to regulate

the activities of Takaful operators and to protect the rights of participants.
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3.3 TAKAFUL PRACTICES ACROSS THE WORLD
(SELECTED TAKAFUL COMPANIES)
Takaful has not only established its strong foothold in many Muslim and Arab

countries but also in advanced and some non-Muslim countries of the world. Here we
examine Takaful practices of five Takaful companies that are operating in United
Arab Emirates, Bahrain, Malaysia and Sri Lanka. The financial performance of these
companies has been analyzed on the basis of growth of net profit, Takaful premium,

total assets and return on assets (ROA).

3.3.1 SALAMA ISLAMIC ARAB INSURANCE COMPANY (UAE)

SALAMA Islamic Arab Insurance Company of UAE is the world's largest
Takaful and Re-Takaful provider, (UAE Press release on Takaful, 2006). It was
incorporated in 1979 to provide Shari’ah compliant solutions to the customers across
the world. SALAMA has paid up capital of AED (Arab Emirates Dirham) 1 billion
and has been rated as ‘BBB’ by Standard & Poor’s. It has been a pioneer company in
UAE in promoting Takaful and re-Takaful services to the general public. For 28 years,
it has committed to its values and principles by providing Shariah compliant solutions
to its customers.

SALAMA has investments in a number of its subsidiaries that include Takaful
and Re-Takaful International Investment Corporation; Bahrain, BEST RE; Tunisia
and Saudi IAIC Insurance. BEST RE Tunisia is the world largest re-Takaful company
that is operating in more than 60 countries across the world. SALAMA offers a wide
range of Takaful products in family Takaful, general Takaful and health Takaful to
individual and corporate customers. It is UAE’s specialized company due to its highly
trained and skilled staff that provide high standards of quality service. It has expanded
the range of its customers by providing innovative products and Shari’ah compliant
Takaful solutions that meet the needs of individuals, families and corporations
(SALAMA Semi Annual Report, 2007).
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FIGURE 3.13: SALAMA PERFORMANCE AT A GLANCE
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The Figure 3.13 shows the financial performance of SALAMA Islamic Arab
Insurance Company indicating the growth of net profit, gross Takaful premium and
total assets during the first half year of the period 2004-2007.

Net profit during this period has been increased from AED 5.103 million in
2004 to AED32.521million in 2005 (6.4 times increase). After this, net profit has been
sharply increased to AED 107.142 million in 2006 (3.3 times increase in net profit). It
was then decreased to AED67.775 million in 2007. The graph indicates that total net
profit has been increased about 14 times during the first half year period 2004-2007.
There has been an average increase of 5 times in each half year in the net profit during
the said period.

Gross Takaful premium during this period has been increased from AED
26.634 million in first half of 2004 to AED 220.647 million in first half of 2005 (8.5

times, the highest increase in the period). After achieving this higher premium base,
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there was 40% increase in gross insurance Premium and it increased to AED 310.918
million in first half of 2006. During first half of 2007, growth rate rose to 49% that
further increased the gross insurance premium to AED 462.179 million. There has
been 3 times increase in Takaful premium on the average in each half year period. It
indicates that SALAMA Insurance is increasingly becoming popular among the
general public. It further indicates that it has increased its customer base by
positioning its corporate image and credibility in the minds of the general public.
Total Assets during this period have been increased from AED 94.643 million
in 2004 to AED219.064 million in 2005 (2.3 times increase). After this, total assets
have been sharply increased to AED 1229.721 million in 2006 (5.6 times, the highest
increase in the period). They were further increased to AED1378.614 million in 2007.
The graph indicates that total assets have been increased about 15 times during the
first half year period 2004-2007. There has been an average increase of 5 times in

each half year in the total assets during the said period.
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FIGURE 3.14: ASSET PERFORMANCE OF SALAMA INSURANCE
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Figure 3.14 shows the Asset performance of SALAMA Insurance Company
during first half year of the period 2004-2007. Total Assets during this period have
been increased from AED 94.643 million in 2004 to AED219.064 million in 2005
(2.3 times increase). After this, total assets have been increased to AED 1229.721
million in 2006 (5.6 times, the highest increase in the period). They were further
increased to AED1378.614 million in 2007. Return on Assets (ROA) was 5.4% in
2004 that was jumped to 14.8% in 2005. It was then decreased t08.7% in 2006 and
further decreased to 4.9% in 2007. The decrease in later two years was much enough
to offset the impact of increase in the first year. It indicates that total assets have
grown faster than net profit in the last three years hence hampering ROA. On the
average ROA was estimated to be 8.4% for the given period. Overall net profit growth
was comparable with total Assets as both have grown 14 to 15 times during first half
year of the period 2004-2007.
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3.3.2 TAKAFUL INTERNATIONAL (BAHRAIN)

Takaful International formerly known as Bahrain Islamic Insurance Company
(BIIC) was incorporated in 1979 to provide Islamic financial services to cater the
needs of a large Muslim community. BIIC was renamed as Takaful International in
1998 to reflect the company image in complete harmony with Muslim cultural and
social values. In 2000, the company restructured its units and expanded its operations
to the selected markets outside of Bahrain where Takaful products were in high
demand by potential customers due to its unique and fair system (Takaful

International Report, 2006).

FIGURE 3.15: TAKAFUL INTERNATIONAL AT A GLANCE
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The Figure 3.15 shows growth of total assets as well as Takaful fund at
Takaful International during the period 2004-2006. Takaful business has shown
growth of 12.6% during 3-year period by gaining BD5.107 million business in 2004
to BD5.749 million in 2006. It indicates overall business growth of about 6.3% per

anum. Total assets of the company have been increased with an average growth rate
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of 20% per anum from 10.339 million to 14.477 million Bahraini Dinars during this

period (almost 40% increase in total assets during 2004-2006).

FIGURE 3.16: ASSET PERFORMANCE OF TAKAFUL INTERNATIONAL
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After restructuring its operational units in 2000, Takaful International has
shown remarkable performance shown in the Figure 3.16 from the year 2004 to 2006.
Its assets have been increased from 10 million to 14.5 million Bahraini Dinars during
this period (almost 45% increase in total assets). Return on assets (ROA) has
increased from 0.10% to 0.40%. Average ROA was estimated to be 0.28% for the
given period. This percentage increase seems to be quite small. Yet in absolute terms,
net profit has been increased from 11,325 to 60,321 Bahraini Dinars during this

period. It indicates 2.5 times increase in net profit in a year on the average.
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FIGURE 3.17: TAKAFUL GROWTH AT TAKAFUL INTERNATIONAL
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The Figure 3.17 shows growth of family and general Takaful at Takaful
International during the period 2004-2006. General Takaful business has attracted
greater Takaful business than family Takaful whereas growth in Takaful business has
almost been steady for both categories. Family Takaful business has shown growth of
13% during 3-year period by gaining BD1.05 million business in 2004 to BD1.18
million in 2006. General Takaful business has shown growth of 14% during 3-year
period by reaping BD 4.1 million business in 2004 to BD 4.6 million in 2006.
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3.3.3 SYARIKAT TAKAFUL MALAYSIA

Syarikat Takaful Malaysia (or Takaful Malaysia), a subsidiary of Bank Islam
Malaysia, was the first Takaful company to start Takaful operations in Malaysia in
1985 with an authorized capital of RM. 500 million and paid up capital of RM 10
million. The company was converted into a public limited company in 1996 raising
the capital to RM. 55 million. Capital structure of the company was further enhanced
as a result of restructuring in 2003. Currently, the company maintains paid up capital
of RM.152.643 million. The company offers a wide range of products in personal
Takaful, health care and education. The company is following mudarabah Takaful
model that is based on profit sharing with the participants (7Takafu/ Malaysia Report,
2007).

FIGURE 3.18: TAKAFUL MALAYSIA AT A GLANCE
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The Figure 3.18 shows growth of total assets as well as Takaful fund at
Syarikat Takaful Malaysia during the period 2003-2007. Total assets for the year 2003
were estimated to be RM 1697 million that have increased to RM 2360 million in
2004. They have further increased to RM 2661 million in 2005 and RM 2983 million
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in 2006 and finally increased to RM 3291 million in 2007. The data indicate that total
assets of Takaful Malaysia have an average growth rate of 25% per anum during the
period 2003-2007 growing from RM 1697 million in 2003 to RM 3291 million in
2007.

Total Takaful business was estimated to be RM 1488 million in 2003 that
increased to RM 1879 million in 2004. It further increased to RM 2134 million in
2005 and RM 2384 million in 2006 and finally increased to RM 2558 million in 2007.
The data indicate that total Takaful business has grown with an average increase of

14% per anum during 5-year period i.e. 2003-2007.
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FIGURE 3.19: ASSET PERFORMANCE OF TAKAFUL MALAYSIA
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The Figure 3.19 shows the asset performance of the company during the 5-
year period 2003-2007. It shows that assets of Takafil Malaysia have an average
growth rate of 25% during the period 2003-2007 growing from RM1697 million in
2003 to RM3291 million in 2007. Return on Assets (ROA) has a declining trend from
1.1% return in 2003 to 0.5% in 2007. There was slight decline in ROA from 2003 to
2006 due to higher asset growth yet in absolute terms net profit has been increased by
53% during this period from RM18.354 million in 2003 to RM28.024 million in 2006.
During 2007, there is sharp decline of 44% in net profit to RM15.818 million that
further decreased ROA. This decline in net profitability was due to 40% decrease in
surplus transfer from general Takaful revenue account. Net profit was further
decreased due to 32% increase in management expenses and other operating expenses
(Takaful Malaysia Annual Report 2007, p.62). However, company maintained its

average ROA at 0.9% per anum during 5-year period.
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FIGURE 3.20: TAKAFUL GROWTH AT TAKAFUL MALAYSIA
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Takaful Malaysia has been very fortunate in attracting a large community of
customers to family Takaful business and hence setting a solid base to flourish. In the
Figure 3.20, Family Takaful business was estimated to be RM1355 million in 2003
that increased to RM2291million in 2007 with an average increase of 14% during 5-
year period. General Takaful business, though seems to have smaller share in total
Takaful business as compared to family Takaful, was RM133 million in 2003 that
increased to RM267million in 2007. It has grown at an average rate of 20% during 5-
year period. The above data indicate that family Takaful has a major contribution in
the growth of Takafil Malaysia that constitutes 90% of the total Takaful business of

the company.
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3.3.4 TAKAFUL IKHLAS (MALAYSIA)

Takaful Ikhlas, relatively a new player as compared to Takaful Malaysia, was
established in 2003 to promote Takaful services in Malaysia. It is a subsidiary of
Malaysian National Reinsurance Berhad (MNRB) that is an investment holding
company with subsidiaries involved in the re-insurance and insurance business. The
company, within three years of its inception, has established sound credibility among
more than 400,000 individual customers and corporations for its Islamic financial
protection services. It offers a comprehensive range of family and general Takaful
products as well as group Takaful plans and Riders for individuals and commercial
enterprises (7Takaful Ikhlas Report, 2007).

Based on Wakalah concept, it has developed an agency network that consists
of 4,000 personnel (Takaful lkhlas Report) that are well-trained and highly
knowledgeable in providing Takaful services to the target customers. Takaful agents
are employed on commission basis and company charges a fixed fee called Wakalah
fee to the participants to cover its management and operational expenses. The concept
of agency network in promoting Takaful business has been quite successful for the
company and it has achieved its business targets in a very short span of time with
higher expected growth.

The Figure 3.21 below shows the financial performance of Takaful Ikhlas
indicating the growth of Takafil fund, total assets and net profit during the period
2006-2007. Takaful fund during this period was estimated to be RM 85.088 million
in the year 2006 that increased to RM 189.673 million in 2007 (123% increase per
anum in the period 2006-2007). Total Assets during this period were estimated to be
RM 216.695 million in the year 2006 that increased to RM 344.289 million in 2007
(59% increase per anum in the period 2006-2007). Net profit during this period was
estimated to be RM 416,615 in the year 2006 that increased to RM 1035,128 in 2007
(149% increase per anum in the period 2006-2007).
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FIGURE 3.21: TAKAFUL IKHLAS AT A GLANCE
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FIGURE 3.22: ASSET PERFORMANCE AT TAKAFUL IKHLAS
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The Figure 3.22 shows remarkable profitability of Takaful 1khlas during 2006-

2007. Total assets of the company

have grown from RM.217 million in 2006 to

RM.344 million in 2007 with an increase of 54%. ROA of total assets has been quite

straight as shown in the chart above.

It has increased from 0.19% in 2006 to 0.30% in

2007 in spite of higher growth in total assets. It shows higher profitability of the

company during one year period. It is due to higher increase in net profit i.e.RM416

thousand in 2006 to RM1035 thousand in 2007 (more than 2 times increase during a

single year). Average ROA (return on assets) was estimated to be 0.25% for the 2-

year period.
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FIGURE 3.23: TAKAUFL GROWTH AT TAKAFUL IKHLAS
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In the Figure 3.23, both family and general Takaful have shown higher growth
during 2006-2007. Yet family Takaful has attracted greater Takaful business and
higher business growth. General Takaful has increased from RM.22 million in 2006 to
RM.34 million in 2007 showing increase of 55% during 2006-2007. Family Takaful
has increased from RM.63 million in 2006 to RM.150 million in 2007 showing138%
increase during 2006-2007. Similar to Takaful Malaysia, Takaful lkhlas has also
attracted a large population of customer for family Takaful business. The success of
Takaful 1khlas in Takaful business in a very short period is due to its competent and
skillful work force. Takaful agents have played a vital role in the promotion of
Takaful business by creating its awareness among general public and eliminating

certain misconception associated with prohibition of insurance business in Malaysia.
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FIGURE 3.24: PERFORMANCE OF MALAYSIAN TAKAFUL INDUSTRY
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The Figure 3.24 shows performance of Malaysian Takaful industry as a whole.

Family Takaful has gained greater Takaful market share as compared to general

Takaful during the period 2001-2005. General Takaful business was estimated to be
RM.180.2 million in 2001 that increased to RM.356.6 million in 2005 showing an
average increase of 20% per anum. Family Takaful business was estimated to be
RM.520.8 million in 2001 that increased to RM.977.1 million in 2005 showing an

average increase of 18% per anum. Average contribution of General Takaful business

to the total Takaful market was estimated to be 24% per anum. On the other hand,

average contribution of family Takaful business to the total Takaful market was

estimated to be 76% per anum. Hence in Malaysian Takaful industry, family Takaful

business constitutes almost 3 times the general Takaful business.
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FIGURE 3.25: CHANNELS OF DISTRIBUTION IN MALAYSIA
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Pie-charts in the Figure 3.25 show the share of different channels of
distribution of Malaysian Takaful industry promoting Takaful business in the country.
In 2004, direct marketing constituted the highest share of Takaful business that was
60% of the total Takaful market. In 2005, share of direct marketing was decreased to
45% yet it was still highest share in the Takaful market.

In 2004, Takaful agents constituted 17% of the total Takaful market that was
the second highest share in the market. In 2005, share of Takaful agents was increased
to 19%. Share of Takaful brokers was 15% in 2004 that was decreased to 14% in 2005.
Share of bancaTakaful was 7% in 2004 that increased significantly in 2005 and

constituted 20% of the total market share. BancaZakaful emerged as a major
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distribution channel in 2005 which shows the involvement and participation of banks

in promoting Takaful business.

3.3.5 AMANA TAKAFUL INSURANCE (SRI LANKA)

Amana Takaful Limited, a subsidiary of Syarikat Takaful Malaysia, was setup
in 1999 as first Takaful company in Sri Lanka (Amana Takaful Report, 2005). From
its inception, the company has catered for both family and general Takaful business in
the country. Amana Takaful has expanded its operations to establish 12 branches
island wide including the South and East of Sri Lanka and has extended overseas with
the setting up of a branch office in the Maldives (Salieh, 2006).

FIGURE 3.26: TAKAFUL GROWTH AT AMANA TAKAFUL
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Takaful growth at Amana Takaful has been quite impressive. The Figure 3.26
shows 5-year period of Takaful growth at Amana Takaful from 2001to 2005. General
Takaful has grown much faster than family Takaful in the last two years. It has shown
19 times growth in general Takaful business in 5-year period. This shows the gaining
popularity of general Takaful business among general public. Family Takaful, though
seems to have slow growth, has grown favorably from Rs.13 millions in 2001 to
Rs.48 million in 2005 (about 3.7 times). Hence growth in family Takaful has been

steady yet general Takaful business has surpassed it.
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FIGURE 3.27: ASSET PERFORMANCE AT AMANA TAKAFUL
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The Figure 3.27 shows overall profitability of Amana Takaful during 2005-
2006. Total assets of the company were estimated to be RM.433 million in 2005 that
were increased to RM.597 million in 2006. This shows an increase of 38% in total
assets in one year period. Return on assets (ROA) was estimated to be 0.5% in 2005
that was increased to 1.9% in 2006. This increase in ROA together with increase in
total assets shows greater profitability of the company. Net profit of the company was
RM.2.3 million in 2005 that significantly increased to RM.11.52 million in 2006

(almost 5 times increase in net profit in one year).
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CHAPTER SUMMARY

Five types of Takaful models, as identified in this chapter, are being practised
across the world. Ta’awuni model is a non-profit model based on the concept of
brotherhood, solidarity and mutual cooperation among participants to achieve well-
being of all. Takaful operator acts as a trustee on behalf of participants with no
intention of making profit. Mudharabah model (also called tijari model) is a profit
sharing contract whereby participants provide capital in the form of contribution and
Takaful operator acts as a mudarib who provides his management expertise to
efficiently utilize the Takaful fund. Wakalah model is a fee driven Islamic contract
whereby participants provide capital whereas Takaful operator manages the funds for
a fixed fee. Mixed model is combination of a/-Mudharabah and al-Wakalah model
where Al-Wakalah contract is used for underwriting activities while 4/-Mudharabah
contract is adopted for investment activities. Wakalah model with Wagf fund is a
modified form of Wakalah model where a Wagf fund is created by initial donation of
shareholders. Participants’ contribution goes directly to Wagqf fund. Takaful operator
deducts its fees from Wagf fund. The remaining amount is invested in Shari’ah based
instruments. The profit from investment is shared between Takafil operator and
participants according to agreed ratios. Net surplus belongs to participants who have

no prior claims.

Figh related issues arise in Takaful models as Shari’ah scholars belonging to
different schools of thoughts have different point of views on Shari’ah matters.
Shart’ah issues are concerned with the independence, confidentiality, competence,
consistency and disclosure of responsibilities that affect functioning of SSB in the
organizations. Critics on the issue of profit sharing argue that it is illegal for
participants as well as for Takaful operators to share in profits due to tabarru nature
(donation) of contribution. Issue of underwriting surplus sharing prevents Takaful
operators to share the surplus amount and restricts their earning to Wakalah fee or
their share of profit. Issue of unearned Wakalah fee arises when a participant
withdraws his contract at the mid of Takaful period, as fee is usually charged in
advance as upfront charge when participant pays contribution amount. Wagf model
raises questions about its legal status, treating Wagf fund as separate entity and its tax

implications. Corporate governance issues raise the voice for accountability of
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company board of directors as they have been criticized for maximizing the
shareholders’ profits while ignoring the rights of participants.

Five Takaful companies were selected and their financial performance was
analyzed to gauge future trend and potential for Takaful. SALAMA Islamic Arab
Insurance Company of UAE, incorporated in 1979, has shown growth of 5 times in
net profit, 3 times increase in Takaful premium and 5 times increase in the total assets
in each half year during the period 2004-2007. Average ROA (return on assets) was
estimated to be 8.4% for the given period. Takaful International formerly known as
Bahrain Islamic Insurance Company (BIIC) was incorporated in 1979. It has shown
growth of 2.5 times in net profit, growth of about 6.3% in Takaful premium and 20%
per anum growth in the total assets during the period 2004-2006. Average ROA
(return on assets) was estimated to be 0.28% for the given period. Syarikat Takaful
Malaysia, incorporated in 1985 as the first Takafil Company of Malaysia, has shown
growth of about 14% in Takaful business and 25% per anum growth in the total assets
during the period 2003-2007. Average ROA (return on assets) was estimated to be
0.9% for the given period. Net profit was increased by 53% in first three years till
2005 while there was 44% decline in 2007 due to decrease in surplus and increase in
management expenses. Takaful 1khlas, established in 2003 in Malaysia, has shown
growth of 149% in net profit, 123% in Takaful fund and 59% per anum growth in the
total assets during the period 2006-2007. Average ROA (return on assets) was
estimated to be 0.25% for the 2-year period. Amana Takaful Limited, setup in 1999 as
the first Takaful company in Sri Lanka, has shown 19 times growth in general Takaful
while 3.7 times in family Takaful during the period 2001-2005. There was 5-times
growth in net profit and 38% per anum growth in the total assets in 2005-2006. ROA
(return on assets) increased from 0.5% in 2005 to 1.9% in 2006.

Seeing the increasing trend of Takaful practices across the globe and financial
performance of Takaful companies in different countries, it can be inferred that
Takaful has significant growth opportunities in Muslim countries in future and new

players trying to enter this market can take great benefit from its untapped potential.
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CHAPTER 4

PAKISTAN INSURANCE INDUSTRY AND
POTENTIAL FOR TAKAFUL

INTRODUCTION

Insurance industry plays an important role in the overall development of the
economy by managing and indemnifying financial risk and by serving as a major
institutional investor for the capital and money market instruments. The concentration of
insurance in the overall financial system depends on the demand and supply of insurance
services. The demand for insurance mainly depends on the real disposable income,
individual preference for financial security and insurance premium rates. Moreover,
economic environment of a country, interest rates, inflation, cultural and religious beliefs,
level of awareness about insurance and individual ability to plan for future also play a
crucial role in creating demand for insurance. On the other side, supply of insurance
mainly depends on the availability of insurance services (SBP Report 2003, p.95).

Though Pakistan Insurance industry has shown satisfactory performance for the
last few years yet the misconceptions associated with conventional insurance and lack of
awareness about alternative system are big hurdles in the way of future growth and
potential of insurance. This chapter attempts to provide an overview of Pakistan
insurance industry while estimating potential of Takaful business in the country. The
chapter seeks to assess the potential of Takaful from four broad perspectives. In the first
place, insurance growth in Pakistan indicates that potential for growth does exist for
Takaful as well. Insurance comparison among Muslim countries as well as share to world
insurance market signify existing low level of insurance and potential for future growth.
Comparison with advanced countries indicates Pakistan abysmal low insurance

penetration. Regional comparison shows insurance density and penetration of Asian
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countries. Growth of Takaful across the world and geographical spread of Takaful
business specifically indicate that potential for Takaful exists in the Asian region. The
chapter identifies global indicators that might serve as potential contributors to Takaful
business in Pakistan. It also discusses key features of Takaful products as well as role of

micro-Takaful schemes in providing insurance to the poor.

4.1 PAKISTAN INSURANCE INDUSTRY: AN OVERVIEW

Pakistan is one of the largest countries with total population of 165 million people
out of which 97% are Muslims. Due to stringent religious beliefs, people have been
reluctant to accept insurance as a way to improve their living condition. About 67.5% of
population lives in rural areas (World Fact book, 2006) and 73.6% are living below
poverty line i.e. earning less than $2 per day (UNDP, 2006). As a result of low disposable
income, low literacy rate together with stringent religious beliefs, insurance industry in
this country could not progress well as compared to other countries in the region e.g.
India and Srilanka.

Historically, insurance industry in Pakistan has been characterized by inadequate
and ineffective supervision, inadequate financial and prudential regulations, lack of
innovative insurance products and monopoly of state owned insurance companies. The
asset structure has been highly skewed towards state owned insurance companies. In
2001, State Life Insurance Corporation (SLIC) and National Insurance Company Limited
(NICL) constituted 80.5 % of the total assets of the whole insurance industry. Till 2005,
this share remains 74% of the total insurance market (SBP Report 2005; p.107).

While the insurance reforms initiated by Government of Pakistan started in 1990s
for the formation of a robust insurance industry yet the actual impetus to the development
drive came with the promulgation of the Insurance Ordinance 2000. This was followed
by the introduction of new insurance regulations by SECP in the form of Insurance Rules
2002 and the Code of Conduct for Surveyors and Loss adjusters (SBP Report 2004,
p.136)

Though share of state owned companies has been decreased in the last few years

and share of private domestic and foreign companies has been increased (SBP Report
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2005), still insurance industry in Pakistan could not grow as compared to international
market. Being an Islamic ideological state, where Islamic way of life is rooted in the lives
of people of Pakistan, religious beliefs of the people regarding validity of insurance are
big hurdles in the promotion of insurance business in the country. There is urgent need on
the part of government and concerned authorities to take effective measures to boost up
insurance business according to true needs of people.

The total number of companies operating in the market has decreased from 63 in
the year 2000 to 54 in the financial year 2003. Till now there are 50 insurance companies
involved in general insurance business out of them 49 are private companies while one is
state owned i.e. National insurance company Limited. Out of 49 private companies, 44
are local insurers while two are foreign insurers. Three companies have been registered as
Takaful operators (SECP, 2007).

On the other hand, 5 insurance companies are involved in life insurance business
in the country out of which 4 are private and one is state owned i.e. State Life Insurance
Corporation Limited. Out of four private life insurance companies two are local and two
are operating as foreign insurers. Pakistan Reinsurance Company is only Reinsurance
Company in the country providing reinsurance services to general insurance companies
(SECP, 2007).

In Pakistan, till 2005, 62% of the total premium received from policyholders
constitutes general insurance business while 38% comes from life insurance as indicated
in the pie charts of the Figure 4.1 below.

Life insurance business requires more capital adequacy and solvency margins and
more capital requirements’, so assets of life insurance companies are usually greater than
general insurance companies. Pakistan insurance industry contains 74% assets of life
insurance business while general insurance companies have 26% share in total insurance

assets of the industry.

! In Pakistan, general insurance companies require minimum paid up capital of 80 million rupees while life
insurance companies require 150 million rupees as capital requirement (SECP, 2007).
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FIGURE 4.1: COMPOSITION OF INSURANCE BUSINESS
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4.1.1 LIFE INSURANCE BUSINESS

Life insurance business in Pakistan is concentrated in two major areas: individual
and group life insurance. Individual life insurance has greatest share in the life insurance
business (79% share as shown in Figure 4.2 below). Both individual and group life
insurance constitutes about 99% of total life insurance business in the country. Other
types of life insurance products like annuity plan, pension plan, children education plan
and accident & health insurance are not much popular and have negligible share of about
1% share in total life insurance business.

There is ample growth potential in life insurance business of these products in
Pakistan as they meet the true needs of the people and provide them protection from

economic downturns.

FIGURE 4.2 COMPOSITION OF LIFE INSURANCE BUSINESS
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Historically, life insurance business is dominant by state owned company in
Pakistan. State Life Insurance Corporation (SLIC) of Pakistan is the only state owned
company in the country that was created from the consolidation of 41 insurance
companies during the process of nationalization in the early 1970s (SBP FSA Report
2005). Since then, SLIC has continued to remain a dominant insurance company in the
country and contains 76% of the total life insurance business in 2005 as shown in the
Figure 4.3.

FIGURE 4.3 SHARE OF LIFE INSURANCE COMPANIES
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Though share of state owned companies SLIC and NICL has been decreased in
the year 2005 and share of private domestic and foreign companies has been increased as
compared to 2004, still insurance industry in Pakistan could not grow as compared to
international market. Being an Islamic ideological state, where Islamic way of life is
rooted in the lives of people of Pakistan, religious beliefs of the people regarding validity
of insurance is a big hurdle in the promotion of insurance business in the country. There
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is urgent need on the part of government and concerned authorities to take effective

measures to boost up insurance business according to true needs of people.

FIGURE 4.4 PERFORMANCE OF LIFE INSURANCE
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The Figure 4.4 shows overall profitability of life insurance business that is
measured by Return on Assets’ (ROA). Net profit for the year 2001 was estimated to be
Rs.302 million that increased to Rs.510 million in 2005. It has shown an average increase
of about 14% per anum. ROA for life insurance during 5-year period has fluctuated up
and down. In 2001, it was estimated to be 0.4% that was decreased to 0.3% in 2002. It
increased to 0.4% in 2003 and further decreased to 0.3% in 2004. It again increased to
0.4% in 2005. In spite of its fluctuation, it shows consistent performance of insurance
industry as there is steady increase in total assets during 5-year period. Average ROA

ratio for life insurance for the 5-year period was estimated as 0.4%.

2 ROA is defined as total net profit divided by total assets during a specified period. It expresses net profit
as a percentage of total assets.
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4.1.2 GENERAL INSURANCE BUSINESS
National Insurance Company Limited (NICL) is the only state owned company
involved in general insurance business in the country. Beside this, there are 48 private

insurance companies involved in general insurance business in Pakistan (SECP, 2007).

FIGURE 4.5: COMPOSITION OF GENERAL INSURANCE
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There are five categories of general insurance as shown in the Figure 4.5 above.
Motor insurance has the largest share and constitutes of 48% of the total general
insurance business. Increase in motor insurance is mainly characterized by rapid increase
in number of cars in recent past as a result of increased loans and car financing schemes
in the country. Marine insurance accounts for 21% share of total general insurance
business. It is associated with international trade and increases with imports and exports
of goods and services. Fire insurance is the third largest category and accounts for 18% of
general insurance. It is associated with growth of construction and industrial sector.
Health insurance accounts for 6% of general insurance. Miscellaneous category includes
aviation insurance, travel related insurance and cash insurance etc. It accounts for 7% of

general insurance business in Pakistan (IAP, 2006).
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FIGURE 4.6: PARTICIPANTION IN GENERAL INSURANCE
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Contrary to life insurance sector, general insurance sector is largely dominated by
private companies as shown in the Figure 4.6. National Insurance Corporation Limited
(NICL) constitutes 14% share of total general insurance. The business is highly skewed
towards few private companies that account for 82% share of general insurance as seen in
the chart above. Among these private companies, there are top ten companies that
account for about 80% share of total private business (SECP, 2007). Among these ten
companies, two companies i.e. EFU General Insurance Ltd. and Adamjee Insurance
Company constitute about 67% share of total private business (IAP, 2006).

In the past few years, the share of state owned company, NICL, has been
decreased and two Takaful operators have participated in general insurance business in
the country. In the coming section we will examine the underwriting performance and

profitability of general insurance business.
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FIGURE 4.7: PERFORMANCE OF GENERAL INSURANCE
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The Figure 4.7 shows overall profitability of general insurance business that is
measured by Return on Assets (ROA). Net profit for the year 2001 was estimated to be
Rs.1514 million that increased to Rs.5454 million in 2005. It has shown an average
increase of about 52% per anum. ROA for general insurance was estimated to be 5.7% in
2001 that was increased to 9.0% in 2002. It decreased to 7.1% in 2003 and again

increased to 7.8% in 2004. It further increased to 10.9% in 2005.

In spite of some fluctuation, it shows consistent performance of insurance

industry as there is steady increase in total assets during 5-year period. Average ROA for

general insurance for the 5-year period was estimated as 8.1%.
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4.1.3 OVERALL PERFORMANCE

Previous sections have shown the individual performance of life as well as
general insurance business. This section attempts to combine and compare both the life
and the general insurance and show an overall picture of insurance industry of Pakistan.
It shows growth of insurance premium, net profit growth and asset growth for life and
general insurance business besides giving a combined view of asset growth and return on
assets (ROA).

Figure 4.8 below gives a comparison of life and general insurance premiums for
the 5-year period 2001-2005. Life insurance gross premium, as estimated in 2001, was
Rs.8,028 millions that has grown to about Rs.19,100 million in 2005 (a total of 140%
growth in 5 year period). The average growth rate for life insurance business has been
28% per anum. General insurance gross premium, as estimated in 2001, was Rs.7,835
millions that has grown to about Rs.16,500 millions in 2005 (a total of 110% growth in 5
year period). The average growth rate for general insurance business has been 22 % per
anum. It shows that life insurance business is growing faster than general insurance

business. It could also been seen in the year 2005 in the figure 4.8 on the next page.
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FIGURE 4.8: GROWTH IN INSURANCE PREMIUM
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FIGURE 4.9: NET PROFIT GROWTH OF INSURANCE
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The Figure 4.9 gives a comparison of net profitability of life and general
insurance for the 5-year period 2001-2005. Life insurance profit, as estimated in 2001,
was Rs.302 millions that has grown to about Rs.510 millions in 2005 (approximately
68% growth in 5 year period). The average growth rate for life insurance business has
been about 14% per anum.

General insurance profit, as estimated in 2001, was Rs. 1,514millions that has
grown to about Rs. 5,454 millions in 2005 (a total of 260% growth in 5 year period). The
average growth rate for general insurance business has been 52 % per anum.

It indicates that net profit for general insurance has grown faster than that of life

insurance.
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FIGURE 4.10: ASSET GROWTH OF INSURANCE
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The Figure 4.10 gives a comparison of life and general insurance assets for the 5-
year period 2001-2005. Life insurance assets, as estimated in 2001, were Rs. 83,543
millions that has grown to about Rs. 143,729 millions in 2005 (approximately 80 %
growth in 5 year period). The average growth rate for life insurance business has
beenl6% per anum. General insurance assets, as estimated in 2001, were Rs.
26,534millions that has grown to about Rs. 49,800 millions in 2005 (a total of 90 %
growth in 5 year period). The average growth rate for general insurance business has
been 18 % per anum. General insurance assets have grown faster than life insurance
assets due to heavy investment by insurance companies in equity and paid up capital to

maintain capital adequacy margins
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FIGURE 4.11 OVERALL PERFORMANCE
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The Figure 4.11 compares the asset performance (return on assets) of both life and
general insurance business and also shows overall asset performance of insurance
industry in 5-year period (2001-2005). It is obvious from the above chart that ROA
(Return on Assets) ratio for life insurance is quite low as compared to general insurance.
Moreover, ROA ratio for life insurance has been steady trend while for general insurance
it has decreased in the year 2003 but overall has increasing trend. Overall ROA ratio was
estimated to be 1.6 % in 2001 which increased to 2.4 % in 2002. It decreased to 2.1% in
the following year but slightly rose to 2.2 % in 2004 and further increased to 3.1% in

2005. Hence overall asset performance of insurance industry has increasing trend in 5-

year period.
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4.2

GLOBAL COMPARISON

This section provides a global view of insurance in three scenarios and compares

Pakistan’s insurance business with the world market. First, it compares insurance

penetration in Muslim countries. Then it provides insurance comparison among low and

high HDI countries. Finally, it makes an assessment of spread of insurance business in

South Asian Region.

4.2.1 INSURANCE IN MUSLIM COUNTRIES

In a global study of 46 Muslim countries (Patel, 2004), insurance penetration was

found to be quite low as compared to the world insurance market particularly in highly

populated Muslim countries like Pakistan, Indonesia and Turkey.

TABLE 4.1: INSURANCE PENETRATION IN MUSLIM COUNTRIES

HD | Country Muslim | HDI* | Adult GDP Insurance Total Share of

rank populat | value | literacy | per penetration: | population | World

2006 ion 2004 | rate capita | Premiums 2004 insurance
(%) (%) (PPP as a share of | (millions) market
2004 2004 USS) GDP 2005 2005

2004 (%) (%)

33 Kuwait 100 0.871 | 93.3 19,384 | 0.79 2.6 0.01

34 Brunei 67 0.871 | 92.7 19,210 | - 0.4 -

39 Bahrain 100 0.859 | 86.5 20,758 | 1.95 0.7 0.01

46 Qatar 95 0.844 | 89 19,844 | 1.09 0.8 0.01

49 UAE 96 0.839 | 77 24.056 | 1.53 4.3 0.05

56 Oman 99 0.810 | 814 15,259 | 1.14 2.5 0.01

61 Malaysia 59 0.805 | 88.7 10,276 | 5.42 24.9 0.21

64 Libya 97 0.798 | 82.0 7,570 | 0.23 5.7 0.01

73 Albania 70 0.784 | 98.7 4,978 - 3.1 -

76 Saudi 100 0.777 | 794 13,825 | 0.46 24.0 0.04

Avrabia

78 Lebanon 70 0.774 | 86.0 5,837 3.15 3.5 0.02

86 Jordan 94 0.760 | 89.9 4,788 2.59 5.6 0.01

87 Tunisia 98 0.760 | 74.3 7,768 2.07 10.0 0.02

92 Turkey 99.8 0.757 | 874 7,753 1.55 72.2 0.17

96 Iran 99 0.746 | 77.0 7,525 1.23 68.8 0.07

98 Maldives 100 0.739 | 96.3 4,798 - 0.3 -

99 Azerbaijan | 93.4 0.736 | 98.8 4,153 - 8.4 -

102 | Algeria 99 0.728 | 69.9 6,603 0.56 32.4 0.02

105 | Turkmenist | 89 0.724 | 98.8 4,584 - 4.8 -

an

107 | Syria 91 0.716 | 79.6 3,610 0.52 18.6 0.02

108 | Indonesia 88 0.711 | 904 3,609 1.52 220.1 0.12

110 | Kyrgyzstan | 75 0.705 | 98.7 1,935 - 5.2 -
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111 | Egypt 94 0.702 | 71.4 4,211 0.85 72.6 0.02
113 | Uzbekistan | 88 0.696 | 99.0 1,869 - 26.2 -
122 | Tajikistan 85 0.652 | 99.5 1,202 - 6.4 -
123 Morocco 99 0.640 | 52.3 4,309 2.87 31.0 0.04
132 | Comoros 98 0.556 | 63.7 1,943 - 0.8 -
134 Pakistan 97 0.539 | 499 2,225 0.67 154.8 0.02
137 | Bangladesh | 88.3 0.530 | 41.0 1,870 0.61 139.2 0.01
141 | Sudan 73 0.516 | 60.9 1,949 - 35.5 -
148 | Djibouti 94 0.494 | 65.0 1,993 - 0.8 -
150 | Yemen 99.9 0.492 | 49.0 879 - 20.3 -
153 | Mauritania | 100 0.486 | 51.2 1,940 - 3.0 -
155 | Gambia 90 0.479 | 38.0 1,991 - 15 -
156 | Senegal 94 0.460 | 39.3 1,713 - 114 -
157 | Eritrea 50 0.454 | 57.0 977 - 4.2 -
159 | Nigeria 50 0.448 | 67.0 1,154 0.70 128.7 0.02
160 | Guinea 85 0.445 | 29.5 2,180 | - 9.2 -
162 | Tanzania 50 0.430 | 69.4 674 - 37.6 -
164 | Cote 60 0.421 | 48.7 1,551 1.53 17.9 0.01
d’lvoire
170 | Ethiopia 50 0.371 | 42.0 756 - 75.6 -
171 | Chad 50 0.368 | 25.7 2,090 - 9.4 -
174 | Burkina 50 0.342 | 21.8 1,169 - 12.8 -
Faso
175 | Mali 90 0.338 | 19.0 998 - 13.1 -
176 | Sierra 60 0.335 | 35.1 561 - 5.3 -
Leone
177 | Niger 97 0.311 | 28.7 779 - 135 -

* HDI (Human development index) — composite index based on life expectancy, educational attainment
and standard of living. A HDI below 0.500 reflects low human development and well being.
Sources: UNDP (2006), Sigma (2006), World Bank (2006).

Comparison of insurance in Muslim countries in the Table 4.1 shows that
Pakistan’s position is quite pathetic in the world market in general and in international
Muslim community in particular. It has 134™ number in HDI ranking, has large
population most of which is illiterate and has no access to basic necessities of life, has
low GDP per capita and low insurance penetration as compared to Indonesia, Malaysia,
Turkey and some other Arab and non-Arab Muslim countries.

In the Table 4.1, it could be seen that Malaysia is on the top in Muslim countries
regarding insurance coverage but only constitutes 0.21% share of the world insurance
market with the total population of about 25 million of which 59% are Muslims. All other
Muslim countries have insurance penetration less than Malaysia. Most of the Muslim

countries have negligible share of insurance in the world market except Turkey and
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Indonesia with insurance share of 0.17% and 0.12% respectively. Pakistan, with a total
population of more than 150 million people of which 97% are Muslims, has only 0.02%
share in the world insurance market. Low purchasing power along with low HDI value
could be a major factor for low insurance penetration in Pakistan as expressed by GDP
per capita (in US dollars) in the table above. Another factor that could be responsible for
the low insurance penetration is lack of awareness among general public about insurance
as indicated by adult literacy rate that is quite low for Pakistan (49.9%) as compared to

other Muslim countries.

4.2.2 COMPARISON WITH ADVANCED COUNTRIES

After analyzing the position of Pakistan among Muslim countries, share of
insurance in the world market was compared among low HDI as well as high HDI
countries to further analyze the position of Pakistan with that of advanced countries.
Seven countries were selected in the comparison of high and low human developed
countries including as shown in Table 4.2 below. In 2006, the three largest insurance
markets (USA, Japan, and UK) covered almost 55 per cent of the total world insurance
market, but only 8 per cent of the world population (Muslim population world wide,
2007). Pakistan, though better than Kenya and Nigeria, has quite low GDP per capita,
low literacy rate and low women participation and empowerment in society as expressed
by low GDI value (0.513). Low GDP indicates low purchasing power. As a result of this
low purchasing power, 73.6% of total population is living below poverty line (earning
less than $2 per day). All these factors have contributed towards low share of Pakistan
insurance industry in the world market as compared to advanced countries like UK, USA

and Japan (in the table below, it is only better than Kenya and Nigeria).
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TABLE 4.2: INSURANCE IN LOW AND HIGH HDI COUNTRIES

HDI* | Country | GDP per Total Adult Population | GDI* | Share of
rank capita population | literacy below value world
(from (PPP USS) (millions) (% age 15 | poverty 2006 insurance
177) 2004 2006 and above) | line ($2 2006
2006 2004 per day) (%)

(%0)
7 Japan 29,541 127.8 99% 0% 0.942 | 12.36
8 USA 39,676 299.1 99% 0% 0.946 | 31.43
18 U.K. 30,821 60.1 99% 0% 0.938 | 11.24
61 Malaysia | 10,276 26.1 88.7% 9.3% 0.795 | 0.20
134 Pakistan | 2,225 165.8 49.9% 73.6% 0.513 | 0.03
152 Kenya 1,140 33.5 73.6% 58.3% 0.487 | 0.02
159 Nigeria 1,154 128.7 67% 92.4% 0.443 | 0.02

& HDI (Human development index) — composite index based on life expectancy, educational attainment
and standard of living. A HDI value equal to or more than 0.800 has high human development, 0.500-0.799
HDI has medium human development and a HDI below 0.500 reflects low human development and well
being.

#GDI (Gender-related development index) — composite index using same variables as HDI but adjusted in
accordance with the disparity in achievement between women and men. A GDI value of less than 0.500
indicates that women suffer the double deprivation of low overall achievement in human development than
men.

Sources: UNDP (2006), Sigma (2006), Sigma (2007), www.islamicpopulation.com

Patel (2004; pp.10-11) concluded that insurance is not as widespread in
developing countries as compared to the developed world and in the poorest of countries
it is virtually non-existent. All developing countries, even those with large populations,
have a very low proportion of the world insurance market. In developed countries,
insurance has become a legal necessity and is compulsory by law. On the other hand, in
developing countries (most of which have large Muslim populations), insurance is not
being made available compulsory where it is needed the most, where human well-being is

at the lowest and vulnerability is at its highest.
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4.2.3 REGIONAL COMPARISON

In the regional comparison as shown in Table 4.3 below, five countries of Asian
region were selected and position of Pakistan was compared based on insurance rank by
volume, GDP per capita (in $US), insurance premium, insurance density, insurance

penetration and share in the world market.

TABLE 4.3: INSURANCE IN ASIAN REGION (SELECTED COUNTRIES)

Insurance | Country GDP Insurance | Insurance* | Insurance* | % share
rank by per Premium density penetration | of world
volume f;{;‘lﬁa ($US 2006 2006 market
2006 uss) | million) $ per capita (%) 2006
2004 2006

9 China 5,896 | 70, 805 53.5 2.7 1.90

15 India 3,139 | 43,032 38.4 4.8 1.16

58 Pakistan 2,225 | 949 5.9 0.8 0.03

79 Srilanka 4,390 | 444 21.3 1.6 0.01

84 Bangladesh | 1,870 | 375 2.6 0.6 0.01

*Insurance density is defined as gross premium per capita and insurance penetration is showing gross
premium as a percentage of GDP i.e.

Insurance density = gross premium/total population

Insurance penetration = (gross premium/GDP) x100

Source: UNDP (2006), Sigma (2007)

Pakistan was ranked at 58" position in the world insurance market by volume as
compared to 9" position of China and 15" of India. GDP per capita for Pakistan is lower
than China, India and Srilanka and only slightly better than Bangladesh which has 84"
insurance rank by volume in the world market. Insurance Premium for Pakistan is also
lower than China and India. It could be argued that Pakistan has lower premium than the
two countries due to their large population. Yet, Pakistan position is also low in insurance
density and penetration comparisons which give another angle of the measure of level of

insurance in the country. It is shown in the following charts.
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FIGURE 4.12: REGIONAL COMPARISON OF INSURANCE BUSINESS
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Source: Sigma (2007), World insurance in 2006

The pie-charts in the Figure 4.12 show the share of Pakistan in regional
comparison of insurance at South Asian region. In the comparison of insurance density,

share of insurance density for Pakistan is 5% as compared to 18% of Sri Lanka, 32% of
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China and 43% of India. It is only better than Bangladesh that has 2% share of insurance
density. In the comparison of insurance penetration, share of insurance penetration for
Pakistan is 8% as compared to 15% of Sri Lanka, 26% of China and 45% of India. It is
only better than Bangladesh that has 2% share of insurance density. In both cases, India

has the highest share while Pakistan has quite low position in the South Asian region.

4.3 ASSESSING TAKAFUL POTENTIAL FOR PAKISTAN

This section specifically attempts to assess potential of Takaful business in
Pakistan from three dimensions. First it gives geographical spread of Takaful business to
assess Takaful market in different regions. Then it comes to light global indicators that
might determine the level of insurance penetration. Finally, it projects future estimate of
Takaful market.

4.3.1 GEOGRAPHICAL SPREAD OF TAKAFUL

The historical data on Takaful reveal that in 1996, there were 30 institutions
transacting Takaful business — 6 countries in the Middle East and Asian centers such as
Malaysia, Indonesia and Brunei. There are now about 80 Takaful companies, 200
conventional companies operating under Takaful windows in more than 23 countries and
10-12 Re-takaful companies worldwide. Overall Gross Premium Written for Islamic
insurers is estimated at USD 500,000 million with average 10% annual growth (Takaful
and Re-takaful companies, 2006).

The above figures indicate that global interest in Islamic financial services
especially in Takaful is growing at an increasing rate and expected to capture higher
market growth in future. The reason is that Islam, the world’s fastest growing religion, is
estimated to grow at around 235% in the last 50 years reaching 1.5 billion people. There
are large minority Islamic populations in key Islamic countries and there are large Islamic
communities in the US and Europe. It is expected that total number of Takaful operators
may reach 105 worldwide in 2007 (Middle East insurance review, 2006).

All insurance companies in Sudan are deemed to operate in accordance with
Islamic Sharia principles. It is worth noting that Takaful grew and matured even faster in

Saudi Arabia, Bahrain and other Arab countries. In addition, new Takaful companies
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have been established in Sri Lanka and Tunisia. At least four more Takaful companies are
under formation in the Middle East (viz. Kuwait, UAE and Egypt). Several other Takaful
companies are being contemplated in various countries such as Pakistan, Australia and
Lebanon. It is also understood that interest is shown in Takaful in South Africa, Nigeria,
and some of the former states of the Soviet Union. The more successful companies in the
Middle East have grown at 10% p.a. whereas in Malaysia the rate of growth has been
60% p.a. (Bhatty, 2001; p.10).

FIGURE 4.13 GEOGRAPHIC SPREAD OF TAKAFUL BUSINESS
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Source: https://www.reorient.co.uk/pdfs , Takaful & Re-takaful companies (2006)

The Figure 4.13 shows geographical spread of Takaful business in 2006 across the
world. Total Takaful market was estimated to have total contribution of US$640 millions.
Arab countries having the greatest share constituted approximately 63% of Takaful
market. Malaysia, the single country, contributed for 27% of total Takaful premium.
Takaful penetration, although quite low, can also be seen in Non-Muslim countries of

Europe and USA that indicates a future potential in those countries. Other Asia pacific
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countries where majority of the population is Muslim constituted 9 % of the total Takaful
market which shows a great Takaful potential in those countries including Pakistan.

Takaful insurance has become increasingly available in many countries of the
world especially those with significant Muslim population. The growth of Islamic
insurance is expected to be on the rise over the next decade in line with the fastest
development in Islamic investment and banking systems (First international Takaful
symposium, 2005).

It is estimated that on average Takaful business will grow at around 15% per
annum over the next 10 to 15 years. The growth in family Takaful will be greater at 21%
p.a. whilst general Takaful is expected to grow at 8% p.a. Consequently, the global
Takaful premium is projected to be US$12.5 billion by 2015, 75% of this coming from
family Takaful business. This is not an unachievable task when we have Malaysian
Takaful business growing at 60% pa and the Middle East at 10%. With concerted effort
on part of the Takaful operators worldwide, a growth of 20% p.a. should be very much
possible (Bhatty, 2001; p.10).

4.3.2 GLOBAL INDICATORS
Following global indicators have been identified through the previous research
that signify potential for Takaful in Pakistan.

» Analysis of Pakistan insurance industry shows that overall financial performance
of the industry has increased in the last few years. Moreover, Pakistan share in the
world insurance market was 0.02% in 2004 that has grown to 0.03% in 2006. It
indicates that insurance industry in the country is growing and potential exists for
future growth of Takaful as well (See insurance share in Table 4.1 and Table 4.2).

> In the global comparison of 46 Muslim countries, Pakistan was found to be the
second largest country in the Muslim world having population of more than 150
million, yet it has low share of insurance in the world market. Other Muslim
countries like Malaysia, UAE, Turkey and Morocco that have lesser population
than Pakistan have higher share of insurance in the world market (Table 4.1).

» Adult literacy rate was found to be 49.9% in 2004 that is quite low as compared to

other developed Muslim countries. Even some underdeveloped Muslim countries
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like Nigeria and Tanzania were found to have higher literacy rate (67% and
69.4% respectively) than Pakistan (Table 4.1).

In the insurance comparison of low and high HDI countries, Pakistan was found
to have GDP of US$2,224 per capita that is quite low as compared to Malaysia
and some other advanced counties. It is a measure of purchasing power of the
people of the country (Table 4.2).

73.6% of the people were estimated to live below poverty line i.e. earning less
than $2 per day (UNDP, 2006). It means only 26.4% are earning more than $2 per
day. It affirms the low purchasing power of the people as reflected in low GDP
per capita (Table 4.2).

GDI value (Gender-related Development Index) was found to be 0.513 in case of
Pakistan that is quite low as compared to other advanced countries. It indicates
that women empowerment and their participation in economic activities of the
country is quite low and they suffer greater deprivation as a result of low overall
achievement in human development than men (Table 4.2).

In the insurance comparison in the Asian region, GDP per capita for Pakistan was
found to be lower than India and China. It was even lower than Sri Lanka that has
low HDI value and lower insurance volume rank than Pakistan (Table 4.2).
Population of India and China is about 8 and 9 times greater than Pakistan, yet
insurance premium (in $US millions) for India and china was estimated to be 45
times and 75 times higher than that of Pakistan. It indicates a relatively lower
value of insurance premium for Pakistan with respect to its population as
compared with India and China (Table 4.3).

Insurance density was estimated to be $5.9 per capita for Pakistan as compared to
$38.4 for India, $53.5 for China and $21.3 for Sri Lanka. It compares total gross
insurance premium with total population of the country (Figure 4.12).

Insurance penetration was estimated to be 0.8% for Pakistan as compared to 2.7%
for India, 4.8% for China and 1.6% for Sri Lanka. It represents total gross
insurance premium as a percentage of GDP of the country (Figure 4.12).
Geographical spread of Takaful business shows that most of the current Takaful

market is captured by Malaysia and some Arab countries. Asian countries
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constitute a small portion of total 7Takaful market. It indicates that potential exist
in those Asian countries where majority of the population is Muslim (Figure
4.13).

The above figures point out some key indicators that require attention of policy
makers to raise the standard of education to increase literacy rate, make policies to uplift
GDP of the country to raise GDP per capita and devise strategies for women participation
in the economic activities to raise GDI value so that the benefits of un-tapped Takaful
market could be realized to its fullest. Growth and potential of Takaful can play a
significant role in the growth of insurance industry while enhancing its share in the world

insurance market.

4.3.3 FUTURE ESTIMATE

In a global study of twenty-seven countries (Bhatty, 2001), Pakistan’s share of
Takaful for the year 2015 was projected to be US$75 million which is about 1% of the
total Takaful premium as shown in the Figure 4.14. This proportion is quite small as
compared to other countries (e.g., Malaysia, Indonesia, USA, and UK). This calls for a
greater need of Islamic insurance in the country. Government of Pakistan should realize
its responsibility to create awareness and stress importance of Takaful business among
general public being Pakistan an Islamic democratic state so that growth of Takaful
business in Pakistan could be comparable with other countries where growth rate is much
higher than Pakistan.

Future Takaful potential for Pakistan was estimated to be about $US 75 million in
2015. It is quite low as compared to other countries like Malaysia, Saudi Arabia and UAE
that have smaller population than Pakistan. Moreover, this estimate is based on existing
insurance business that is already low as discussed in global and regional comparison.
However, Takaful business has gained momentum in Pakistan after 2005 since the
promulgation of Takaful Rules 2005 by SECP. Pak-Kuwait Investment Company (PKIC),
a joint venture between Pakistan and Kuwait, started its efforts in 2002 to introduce
Takaful in the country. Its major shareholders include Takaful National of Malaysia
(25%), PKIC (30%), Meezan Bank (10%) and others (35%). In 2007, a second Takaful
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company, Takaful Pakistan Limited, started its operations in the country. In Aug 2007,
Pak-Qatar Takaful Group obtained two separate licenses from SECP to start operations in
family as well as in general Takaful business in the country. Applications of certain other
local and international sponsors for launching Takaful companies are in the pipeline. In
fact, Pakistan has become the focus of international investors and they are keen to

explore this emerging potential market for Takaful (SECP, 2007).

FIGURE 4.14 TAKAFUL POTENTIAL, YEAR 2015
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Seeing the vast population of Pakistan and recent Takaful growth in the country,
potential for Takaful could be much higher than estimated for the year 2015 in the the
Figure 4.14 above.

44 TAKAFUL PRODUCTS AND THEIR KEY FEATURES
This section is based on the study of Syarikat Takaful Malaysia, the first and the

largest Takaful Company in Malaysia. Takaful Malaysia is expected to be a major
contributor to the Malaysian sector and insurance industry in general, in its efforts to
accomplish the objective of the Financial Sector Master Plan under which the Takaful
sector is set to control 20% market share of the insurance industry by 2010 (Takaful
Malaysia annual report, 2005; p.72) .
Basically, Takaful business is divided into two broad categories®:

. Long term basis (Family Takaful)

. Short term basis (General Takaful)

4.4.1 LONG TERM BASIS

Long term basis of Takaful business is further divided into individual sector and
group sector business. It is concerned with family 7akaful business whose duration is
extended beyond one year. It could be for 3 years, 5years, 10 years or 20 years depending
upon the type of the family Takaful product. Individual sector business includes family
Takaful plan , family Takaful plan for education and Takaful mortgage plan. Individual
sector business aims at providing Takaful coverage to general public (individuals) and
enables them to plan for unexpected future misfortunes. For example, family Takaful plan
inculcates regular saving habits among individuals to better plan for old age and sudden
accidents. Family Takaful plan for education enables parents to plan for future education
of their children. Takaful mortgage plan enables the participants to take loan from a bank
or a cooperative society to purchase house, property, car etc. and provides financing

facility to the financial institution in case of untimely death or permanent total disability

*See Appendix B for detailed guidelines and procedures for selected Takafiil products.
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of the participant (borrower). Group sector business includes group family Takaful plan,

group family Takaful plan for credit facility and group medical Takaful

Group sector business provides cover to a group of persons under a common

single master Takaful certificate. Usually group sector business plans are purchased by

employer of an organization for his employees. For example, employer purchases group

family Takaful plan to cover a group of employees in case of their untimely death,

provides them credit facility from a financial institution or provides medical facility to its

employees and their limited dependents.

Key features:

i).

iii).

Supplementary Benefits:

These benefits include Permanent Total Disability (PTD) resulting from accident,
Hospital Benefits (HB) in the event of sickness and Family Rider (FR). The
objective of FR is to extend the Takaful benefits to immediate spouse and children
of the participant. These supplementary benefits are often considered for
individual Family Takaful plan. Under group family Takaful plan, Proposer may
apply to include supplementary benefits such as Permanent Total Disablement
(PTD), Funeral Expenses, Accidental Death and Permanent Partial Disability, and
Hospitalization Benefit in consideration for additional payment of Takaful
contributions.

Declaration of Hibah:

Participants of the family Takaful Plan are required to complete and sign the
‘Declaration of Hibah’ form. By completing the form, the participant agrees to
transfer as gift the proceeds of the plan to the child (ren) named in the form in
accordance with the Islamic principle of hibah (‘gift’). In the event of untimely
death of the participant, the benefits payable under the Certificate are paid to the
named child (ren) as beneficiary.

Group Hospitalization and Surgical Benefits (GHS):

Group medical Takaful plan provides cover for medical and hospitalization
expenses incurred by a person covered arising from medical care or

hospitalization due to injury or disease. The plan offers facility for reimbursement
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4.4.2

of medical and hospitalization expenses payable by an employer for the benefits
of its employees.

Underwriting Considerations:

In underwriting consideration, physical characteristics of participants such as age,
sex, height, weight and health are given due importance. Family history of
prospective participant is also considered for any possibility of hereditary illness
such as heart problem, diabetic or hypertension.

Evidence of health of the person covered usually is not required for group family
Takaful plan. While, in case of group family Takaful for credit facility, it would
not be required within the Free Cover Limit (FCL). However it must be assured
that no possibility of selection against a potential person to be covered is made.
Acceptance of cover for sums exceeding the FCL is subject to the company’s

underwriting guidelines.

SHORT TERM BASIS

Short term business is related to general Takaful business whose maturity period

IS up to maximum one year. There is a large variety of Takaful products for general

Takaful business. They mainly range from motor Takaful scheme, fire Takaful scheme,

marine cargo Takaful scheme to personal accident Takaful scheme, fidelity guarantee

Takaful scheme, plate glass Takaful scheme and burglary Takaful scheme. In addition,

machinery breakdown Takaful scheme, electronic equipment Takaful scheme and

workmen’s compensation Takaful scheme are also popular in Malaysia.

Key features:

i).

Scope of Cover:

General Takaful schemes cover sudden and unforeseen damages to motor or non-
motor policies and losses due to machinery breakdown, fire, theft or dishonesty
etc.

Principal Exclusions:

Principal exclusions include losses or damages arising from war or civil

commotion are generally not covered by Takaful operator.
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iii).

vi).

Treaty Exclusions:

Sometimes, Takaful operator does not undertake certain types of businesses. For
example, infidelity guarantee Takaful scheme, jewelers, supermarkets, banks and
travel agents are not paid for dishonesty of their employees.

Declined Risks:

These are avoidable risks which Takaful operator refuses to accept during contract
period. It is clearly mentioned in the agreement what risks will be covered under
particular General Takaful scheme and what risks should be ignored.

Referred Risks:

Under certain circumstances, Takaful operator is unable to accept certain types of
risks that are beyond its capacity. So they are referred to some other Takaful or
Re-takaful company with which Takaful operator has prior arrangement.
Underwriting Consideration:

All the proposals for general Takaful schemes should be carefully scrutinized to
avoid anti-selection. Underwriting decision should be made after taking into

account all the possible risks.
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4.5 MICRO-TAKAFUL

This section provides an understanding of the concept of micro-Takaful, its
schemes in practice, the challenges in the way and its scope in under-developed counties

with large population.

451 CONCEPT

Micro-Takaful concept is based on providing Takaful cover to poor and low
income people of the country who cannot save enough money to protect their family and
children against unexpected losses of wealth and property as a result of natural disaster or

an accident etc.

4.5.2 SCHEMES IN PRACTICE

Micro-Takaful schemes gained importance as a result of unexpected and
catastrophic events that have worsened the already condition of poor. Currently following
micro-Takaful schemes are in practice in different countries (Prosper, 2007; pp. 15-17):

Takaful Trinidad and Tobago (7Takaful T & T) was the first company to offer
micro-Takaful scheme for the general welfare of its people. In January 2007, Bontrager
Task Force submitted a report to the Board of Management of Takaful T & T in which it
presented its recommendations for the launch of micro-Takaful scheme in the country.
Adoption of Islamic values and Shari’ah compliance were the key feature of the
presentations. After considering these recommendations, Takaful T & T decided to offer
micro-Takaful and mutual aid products and services to poverty stricken families of
Muslims and non-Muslims alike.

In April 2007, Takaful Ikhlas of Malaysia launched a micro-Takaful scheme in
collaboration with Farmers Welfare Federation of Malaysia to support poor and destitute
farmers of the country. It provides immediate death coverage up to RM. 500 in return for
contribution of RM. 1.8 per anum to 100,000 poor families. Such Takaful schemes are
increasingly becoming popular in Malaysia for poverty stricken families who want to
protect themselves upon sudden death of their bread-winner.

Amana Takaful, Sri Lanka’s first and largest Takaful company, plans to launch a

revolutionary micro-Takaful scheme that will provide Takaful coverage to low income
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population of the country. The rate of contribution will be quite affordable to attract a
large segment of poor population. In case of low claim ratio at the end of the year,

surplus will be distributed back to the participants.

4.5.3 CHALLENGES
Takaful operators usually face the following challenges while providing micro-
Takaful products to the poor of rural areas (Patel, 2004; Prosper, 2007).
i.  Pricing of micro-Takaful products
ii.  Efficiency gains (as a result of large scale distribution)
iii.  Poor families are un-comfortable with the idea of sharing or pooling resources
iv.  Misconceptions and superstitions

v.  Relevance of micro-Takaful with the needs of the poor

vi.  Inefficient documentation and claiming mechanism

vii.  Limited risk and financial management capabilities
viii.  Lack of resources for re-insurance or re-Takaful arrangements
454 SCOPE

MicroTakaful schemes could play a major role in reducing calamities of the poor
people. The need is to overcome challenges that are big hurdles in the promotion of
micro-Takaful schemes in the rural areas. The success of these schemes could not be
assured without Government support. It is evident from the case study of Agricultural
Mutual Fund of Lebanon. It provides health insurance coverage for about 800,000 people
of the country who are economically weak and constitute about 80% of the total
population. The fund covers 5,000 families and provides for 23,000 beneficiaries, it is
open to all sects and all religions. The government covers 85 per cent of hospital fees.
The fund has preferential agreements with healthcare providers which give discounts of
up to 50 per cent. The Mutual fund is operating in 80 villages in southern Lebanon and is
under the Health Mutual Law (Patel, 2004; pp. 17-19).

Successful experiences of micro-Takaful schemes in Trinidad and Tobago,
Malaysia and Sri Lanka as well as success of agricultural Mutual Fund in the rural area of
Lebanon indicate that these schemes could be successfully launched in any other country
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and could be used as a poverty alleviation strategy to protect the low income people from
unexpected losses and catastrophes. Seeing the lower purchasing power as reflected in
low GDP per capita and vast population of the rural areas of Pakistan, there is huge scope
for micro-Takaful schemes. With the support from Government, these schemes could be

successfully implemented and tailored to the needs of low income group of the country.
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CHAPTER SUMMARY

Historically, structure of insurance industry in Pakistan has been highly skewed
towards state owned insurance companies. Till 2005, State Life Insurance Corporation
(SLIC) and National Insurance Company Limited (NICL) constituted 74% of the total
insurance market. There are 5 life insurance companies and 50 general insurance
companies in the country in life and general insurance sector respectively. Most of the
companies are private, local and foreign insurers. The financial analysis of Pakistan
insurance industry during 2001-2005 indicates that average premium growth rate for life
insurance business has been 28% per anum as compared to 22% for general insurance.
The average net profit growth rate for life insurance business has been about 14% per
anum as compared to 52% for general insurance. The average asset growth rate for life
insurance business has been 16% per anum as compared to 18% for general insurance.
The average ROA for life insurance business has been 0.36% per anum as compared to
8.1% for general insurance. Hence overall performance of general insurance has been
better than life insurance sector.

Global comparison highlights the position of Pakistan insurance industry in the
world scenario. In a global survey of 46 Muslim countries, Pakistan was found to have
134™ position in HDI ranking. It has large population most of which is illiterate and has
no access to basic necessities of life, has low GDP per capita and low insurance
penetration as compared to Indonesia, Malaysia, Turkey and some other Arab and non-
Arab Muslim countries. In the insurance comparison of low and high HDI countries,
Pakistan was estimated to have low share of insurance in the world market as compared
to advanced countries like UK, USA and Japan. In the regional comparison, Pakistan was
ranked at 58" position in the world insurance market by volume as compared to 9™
position of China and 15" of India. Insurance density, Insurance penetration and GDP per
capita for Pakistan were found to be lower than China, India and Srilanka and only
slightly better than Bangladesh which has 84" insurance rank by volume in the world
market. It was found that majority of the people of the country (73.6%) is living below
poverty line i.e. earning less than $2 per day that reflects low purchasing power of
people.
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Takaful potential has been specifically perceived in three dimensions: 1)
Geographical spread of Takaful business indicates that most of the current Takafil market
is captured by Malaysia and some Arab countries. Asian countries constitute a small
portion of total Takaful market. It indicates that potential exists in those Asian countries
including Pakistan where majority of the population is Muslim. 2) Global indicators were
found to be low adult literacy rate, low GDP per capita, low GDI value that result in low
purchasing power of people and are considered major causes for low insurance
penetration in the country. 3) Estimating future potential in a study of twenty-seven
countries, Pakistan’s share of Takaful for the year 2015 was projected to be US$75
million which is about 1% of the total Takafil premium. This proportion seems to be
quite small as compared to other countries (e.g., Malaysia, Indonesia, USA, and UK)
when one family Takaful and three general Takaful companies have already been set up
in the country and licenses for some other companies are in pipe line. Recent growth of
Takaful in the country indicates that potential exists for Takaful in Pakistan that has more
than 150 million Muslim population. It urges the policy makers and concerned authorities
to devise strategies to pay attention to global indicators that might become potential
contributors to achieving growth in Takaful business.

Takaful products are broadly categorized as family and general Takaful business.
Family Takaful products are further divided into individual sector and group sector
business. Their duration extends beyond one year e.g. family Takaful plan for education
for individuals and group family Takaful plan to cover a group of employees. General
Takaful is a short term business whose maturity period is one year or less e.g. motor
Takaful scheme, fire Takaful scheme etc. Takaful products provide supplementary
benefits that include Permanent Total Disablement (PTD) and Family Rider. As a part of
underwriting process, Takaful operator might not undertake certain types of businesses
(treaty exclusion) or certain types of risks (declined risks) or transfer a part of risk to
some other Takaful or Re-takaful company (referred risks).

Micro-Takaful concept is based on providing Takaful cover to poor and low
income people of the country. Currently Takaful T & T, Takaful Ikhlas of Malaysia and
Amana Takaful of Sri Lanka have micro-Takaful schemes in practice that are playing a
major role in reducing calamities of the poor people. Agricultural Mutual Fund of

137



Lebanon provides health insurance coverage for about 800,000 people of the country who
are economically weak and constitute about 80% of the total population. The need is to
overcome challenges like pricing of micro-Takaful products, efficiency gains and
misconceptions in poor families related to pooling of resources that are big hurdles in the

promotion of micro-Takaful schemes in the rural areas.
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CHAPTER 5

TAKAFUL VS. INSURANCE: TRANSFORMATIONAL
PARADIGM

INTRODUCTION

For a long time, the idea of insurance has been misunderstood and misinterpreted
among religious scholars and Islamic jurists. Static religious beliefs and misconceptions
about validity of insurance kept Islamic scholars far away from being innovative and to
come up with an alternative to conventional insurance. There have been conflicting views
of Ulama regarding validity of insurance. A group of Islamic scholars has rejected the
entire idea of insurance and treated it illegal, ~aram and repugnant to Shari’ah.

However, efforts initiated in twentieth century by Islamic researchers and Figh
academies provided their opinions and farwas in favour of Takaful to make it a viable
insurance alternative compatible with the teachings of Shari’ah. Though Council of
Islamic Ideology Pakistan (CIIP) also submitted its report in 1992 to Islamize insurance
system in Pakistan yet these efforts entangled in the vested interests and political crisis of
the country and Takaful industry is yet to flourish in Pakistan as compared to Malaysia
and other Muslim countries.

This chapter discusses the differences between conventional insurance and
Takaful and provides a theoretical framework to transform the prevalent conventional
insurance system in the country. It also highlights the importance of regulatory
frameworks to effectively monitor Takaful operators. Regulatory standards discussed in
this chapter are of prime importance to the concerned authorities of Islamic countries
particularly of Pakistan to form a robust regulatory framework for Takaful industry. The
chapter is mainly divided into four sections. First section compares Takaful with

conventional insurance and points out exploitive tools of conventional insurance. Second
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section is a very comprehensive section and encompasses four major areas for
transformation paradigm. First it reviews the efforts undertaken by Government for
islamisation of financial system in Pakistan. Secondly, it discusses the steps that can be
taken to transform the existing conventional insurance system, transformation process
and benefits that can be achieved through such transformation. Then, it discusses
regulatory standards for the formation of robust regulatory framework that will support
such transformation to sustain successfully. In the last section, challenges in the way of

transformation have been discussed.

5.1 TAKAFUL VS. INSURANCE

This section elaborates the main differences that exist between conventional
insurance and Takaful and also explains the prohibitive elements of conventional
insurance that exploit the society as they provide benefits to some members at the cost of
others.

5.1.1 DIFFERENCES BETWEEN INSURANCE AND TAKAFUL
The major points of difference (Obaidullah, 2005a; Billah, 2003a) between

conventional insurance and Takaful may be enumerated in brief as under:

i. Nature of business:

Conventional Insurance business is based on profit-motive and aims to maximize
returns to shareholders. Takaful, on the other hand, is based on the motive of community
welfare and protection. The business of Takaful itself is non-profit where Takaful
operator only charges a fee for the services rendered and aims at increasing benefits to

the participants.

ii. Nature of contact:
In conventional insurance, customers are the policyholders who pay premium to
the insurance company in return for the coverage of risk that may be inflicted upon them.

It is a buy-sale contract where insurer guarantees to cover the risk for the paid premiums.
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Takaful contact, on the other hand, is a risk sharing agreement among members
(participants) to pay a fixed amount in a joint fund to help each other in case of loss or

risk. Here, Takaful operator merely acts as a manager of funds.

iii. Disclosure and transparency:

In conventional insurance, there is uncertainty about the subject matter of the
contract. The insurer guarantees to cover a certain loss but neither the insurer nor the
insured exactly knows from where and how the loss is to be recovered in future if it
occurs to many or all of policyholders. So there is a lack of disclosure and transparency
in conventional insurance. In Takaful contract, on the other hand, participants agree to
contribute in a joint fund (7akarul fund) and agree to help each other from that fund if a
loss occurs to any or all of them. Here, Shareholders provide interest free loan if amount
of claim payments exceed the amount of contribution. This makes the Takaful contract
more transparent as all the relevant information is fully disclosed to participants. This is
the system that is based on Islamic principles of mutual cooperation and brotherhood and

compatible with Shari’ah guidelines.

iv. Treatment of funds:

Conventional insurance company has separate account for each policy. Premiums
received from policyholders for general insurance policy go to general insurance account.
Whereas premium received for life insurance policy goes to life insurance account.

In general Takaful contract, entire contribution received from participants is treated as
tabarru and goes to risk fund account. In family Takaful contract, a portion of
contribution is treated as tabarru that goes to risk fund account whereas remaining major
portion is kept in a separate account called participant’s account (PA) that belongs to the

participant.

v. Investment of funds:
In conventional insurance, funds from general and life insurance accounts are
invested in interest based instruments involving fixed returns. Moreover, some funds may

be invested in Shari’ah prohibited schemes or projects like casino, liquor or some other
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illegal business. In Takaful business, all the funds from risk account and participants’
accounts are invested in Shari’ah compliant instruments on the basis of Mudharabah
where profit is shared according to agreed ratios. Moreover, in Takaful business, funds

cannot be invested in Shari’ah prohibited or illegal business.

vi. Claims and benefits:
In conventional insurance, policyholders have the right to claim the whole amount
(or maturity value) stated in the policy in case of risk. But in case of no loss, policyholder
is entitled to the policy value at the end of maturity period together with interest if any.
In family Takaful contract, participants have right to claim the amount of loss from risk
fund besides the entire amount from PA together with the share of profit earned till that
period. But if participant survives till the maturity period without any loss or claim, he

will get the amount only accumulated in PA together with the share of profit earned.

vii. Surrender value:

In conventional insurance, if policyholder wants to withdraw his policy before the
maturity period, he will get some compensation known as surrender value. Usually,
surrender value is less than total amount paid as premium till that period. Insurance
company deducts his management and operating expenses and also bonus, interest
payments or any other benefits received by policyholder during that period. In Takaful
contract, if participant wants to withdraw a Takaful plan, he will receive his entire
amount accumulated in PA together with his share of profit from investment till that

period. Takaful operator, however, may charge a small fee for drawing funds.

viii. Extra risk premiums:

In conventional insurance, extra risk premium is charged to the policyholder if he
is prone to exceptional risk owing to his poor health or strenuous job. In Takaful contract,
usually, contribution amount is fixed and no one is discriminated by extra foreseeable
future risk. However, if underwriter thinks that a participant is expected to pose a higher

risk to the company in future based on initial underwriting screening process, he may
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increase his share of tabarru in his contribution with his due consent. This will definitely
decrease his share in PA than generally his share would be.

ix. Limit of damages covered:

In Takaful contract, participant is entitled to cover a limited number of damages
and risks as specified in the contract. Underwriter clearly explains and discloses to the
participant what damages will be cover under this contract. In conventional insurance,
there is no limit on the number of damages cover under certain policy and Court of
justice, in some cases, may be authorized to charge unlimited losses to the insurer based

on the claim and insurance guarantee provided to the insured.

x. Nominee/beneficiary in insurance:

Nominee is a person who is designated to collect policy benefits in case of sudden
accident or death of policyholder. In conventional life insurance, nominee is absolute
beneficiary who is expected to receive benefits of policy and no other person (even the
legal heir) has right to claim the all or part of benefits disbursed to the nominee. In
Takaful contract, nominee is not the absolute beneficiary rather he acts as a trustee who
main responsibility is to receive Takaful benefits from operator and distribute them to the
legal heirs of the deceased according to the Islamic principles of inheritance (al-mirath

and al-wasiyah).

xi. Distribution of profit and surplus:

In general insurance, policyholders have no share in surplus and any surplus left
goes to shareholders’ fund. In life insurance, policyholders are entitled to the interest
payments received from investments that add toward the policy value of the insurance
contract. In life insurance, distribution of profits or surplus is a managerial decision
taken by the management of the insurer. As a result there is a conflict of interest between
shareholders and the policyholders.

In Takaful contract, participants have not only their share in the surplus but also in
the profit from investments according to their proportion in the investment. However,

Takaful company may retain a portion of profit or surplus in a contingency reserve for
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future risks. Further, it is the Takaful contract, not the management of the operator

company that specifies in advance how and when profit will be distributed.

xii. Accounting and Auditing treatment:

In conventional insurance, accounting and auditing procedure is based on
international accounting standards and principles. Auditing is done by independent
external auditor on yearly basis. In Takaful business, accounting and auditing mechanism
generally follows AAOIFI* guidelines where Shari’ah Review and Internal Shari’ah

Audit are considered essential part of auditing process.

xiii. Payment of Zakat:
In conventional insurance, there is no concept of payment of Zakat from operating
income of the company. On the other hand, in case of Takaful business, payment of Zakat
is considered an integral part of Islamic financial system. That’s why Takafil company

has an additional obligation of Zakat as compared to conventional insurance system.

xiv. Sources of Regulations:

Conventional insurance laws and regulations are man-made that are based on
business experience, human thoughts and legal literature as well as statutes and culture of
the country. Takaful regulations, on the other hand, are based on Islamic principles
(Quran and Sunnah) and decisions and farwas of Shari’ah supervisory board. Regulatory
authorities may seek guidance from the experience of conventional insurance and certain
regulations might be adopted or modified for Takaful system that are justified and

compatible with Shari’ah.

! AAOIFI is Accounting and Auditing Organization for Islamic Financial Institutions established in 1991,
based on Manama, Bahrain to cater the needs of Islamic Financial Institutions (IFIs) including Takafidl
companies.
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5.1.2 EXPLOITIVE TOOLS OF CONVENTIONAL INSURANCE
According to Ghifari (2003; p.3), the Islamic jurists and the Muslim economists,
e.g. Prof. Muhammad Abu Zahra, Dr. Isa Abdoho, Muhammad Ali al-Bulagi (from
Egypt), Mufti Muhammad Shafi, Mufti Wali Hasan, etc., from Pakistan, Mahdi Hasan,
Muzhari, Muhammad Zafiruddin, Syed Uruj Ahmad Qadri etc., from India have
criticized and reproved modern capitalistic insurance for many certain reasons, from
Shari’ah view point. Here is a summary of their worthy opinions:
» That this system is born and nourished by riba which is not only unlawful from
religious point of view but also it is the greatest hurdle for the circulation wealth.
» That it is of an uncertain nature.

A\

That it is game of chances.
» That it involves some unjust conditions, which are unlawful in Islam.
According to Yusuf (1990; pp.40-41), generally, the accepted view of the jurists
is that the present day insurance does not; in its present form conform to the rules and

requirements of Shari’ah due to the presence of the following three elements:

i. Al-gharar:

Al-gharar is Arabic term which means uncertainty about the contract. Gharar is
prohibited in Islam due to its two illegal aspects (Obaidullah, 2005a; pp.29-33), first is
uncertainty and second is deceit which leads to injustice, fraud and exploitation of other
party by taking unfair advantage of ignorance of other party. Under insurance contract,
uncertainty exists due to inadequate and inaccurate information about the contract, non-
existence of subject matter of the contract i.e. how the amount of the compensation that
the company will pay is to be derived in the event of a catastrophe or disaster and
complex nature of the contract where no party is fully aware of its obligations towards
the contract. Quran has forbidden such transactions that involve gharar and deceit to any
party by hiding some facts or providing inaccurate information:

“Woe to those who deal in fraud, who when they take their measure from others

take it fully, and when they measure or weigh for them give less than what is due.’

Al-Quran (83:1-3)
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Shuayb (R.A.) said to his nation “And O my people! Give just measure and
weight, nor withhold from the people the things that are their due. Commit not evil in the
land with intent to do mischief that which is left for you by Allah is best for you if you are
believers.” Al-Quran (11: 85-86)

The teachings of our Prophet (SAW)

The Prophet (SAW) passed by a man who was selling grain. He asked him “How
are you selling it?” The man then informed him. The Prophet (SAW) then put his hand in
the heap of grain and found it was wet inside. Then he said, “He who deceives other
people is not one of us.”

The Prophet (SAW) said, “When you enter into a transaction, there should be no
attempt to deceive.”

Hence uncertainty in transactions may lead to deceit, fraud or undue advantage to
one party due to lack of disclosure and transparency about the terms of contract. It can be
inferred that any business transaction in which either party has an intention to deceive is

clearly forbidden by Quran and Sunnah.

ii. Al-Maisir:

Gambling (gimar and maisir), though not synonymous, but to some extent is
related to gharar in which outcome of a transaction is not exactly known. The insured
pays a small amount of premium in the hope that in case of loss or damage, he will obtain
full benefit much higher than the premium paid. In case no loss or injury occurs to the
insured, his premium is forfeited (Obaidullah, 2005a; p.34).

There is the element of al-maisir (or gambling) which arises as a consequence of
the presence of al-gharar, in particular in the case of life insurance. When a life policy
holder dies before the end of the period of his insurance policy after paying only part of
the premium, for example, his dependents will receive certain sum money which the
policy holder in the first place is not informed of how and from where it is to be derived.
Quran has warned against all such transactions which involves gambling and called it

akin to Devil’s job and great sin.
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“Ye who believe! Intoxicants and gambling, sacrificing to stones and divination
by arrows, are an abomination, - of Satan’s handiwork: eschew such (abomination), that
ve may prosper.” Al-Quran (3:90)

“Satan’s plan is (but) to excite enmity and hatred between you, with intoxicants
and gambling, and hinder you from the remembrance of Allah, and from prayer: will ye
not then abstain?” Al-Quran (3:91)

“They ask thee concerning wine and gambling. Say: 'In them is great sin and
some profit, for men,; but the sin is greater than the profit.” They ask thee how much they
are to spend; say: ‘what is beyond your needs. Thus doth Allah make clear to you His
signs. in that ye may consider.” Al-Quran (4:219)

iii. Al-riba:

There is the practice of al-riba (interest) and other related practices in the
investment activities of the conventional insurance companies which contravene the rules
of the Shariah. All kinds of riba (interest i.e. addition or increase in principal amount), is
prohibited in Islam as depicted in the following verses of the Holy Quran (Obaidullah,
2005a; p.22)

Riba (interest) is any increase in principal amount that is due within specified
period. In conventional insurance contract, usually funds are invested in interest based
avenues where return is fixed and guaranteed no matter how much profit investor reaps
from the investment (Obaidullah, 2005a; p.124). The Quran has clearly forbidden all
business transactions that involve riba and cause injustice in any form to any of the
parties. It is clearly mentioned in the following verses:

“O’ Muslims, Do not devour riba, doubling and redoubling it and fear (the
punishment of) Allah that you may be successful.” Al-Quran (3:130)

“O’ believers, fear Allah and forgo the interest that is owing, if you really
believe. If you do not, beware of war on the part of Allah and His Apostle. But if you
repent, you shall keep your principal. Oppress none and no one will oppress you.”
Al-Quran (2:278-279)

“What you provide with the prospect of an increase through the property of

(other) people, will have no increase with Allah, yet what you give in alms and charity,
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seeking the countenance of Allah, (will increase): it is these who will get a recompense
multiplied.” Al-Quran (30:39)

These verses clearly indicate that all the business transactions involving
uncertainty, gambling and interest are unlawful under Shari’ah. A Muslim should abstain
from involving oneself in such transactions as such business has no increase with Allah.
Most of the Islamic scholars and economists agree on the fact that these prohibited
elements of Shari’ah implicitly exploit the society and cause to keep the wealth of the
nation concentrated in few hands. Moreover, these are the major causes of inflation in the

country and increase the unemployment rate.
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5.2 TRANSFORMATIONAL PARADIGM

This section takes a review of efforts taken for Islamisation of financial system in
Pakistan. Then it discusses steps that are essential to transform the prevalent insurance
system. It also discusses process of transformation and benefits that might be reaped by
society by the way of transformation.

5.2.1 REVIEW OF EFFORTS FOR ISLAMISATION OF FINANCIAL SYSTEM

The efforts for the islamisation of financial system in Pakistan were started in
1969 (Mehmood, 2002) when Ministry of Finance filed a reference before Islamic
ideological council to express its opinion on existing financial system of the country. The
Council gave following opinion in December 1969 to the Government for the
islamisation of economy in the country:

“The Council is unanimously of the view that Riba is forbidden in all its forms
and any increase or decrease in rate of interest does not affect its prohibitive character”.
It further elaborated its recommendation in the following manner.

“The Advisory Council of Islamic Ideology recommends that the Government of
Pakistan may appoint a Committee of accredited leaders of juristic thought, experts and
specialists in modern finance, banking and law in the country in order to assist and
advise the advisory council of Islamic Ideology in determining the steps to be taken for
the reformation of the existing system in the light of the teachings of Islam. The Council
is hopeful that with concerted efforts such reformation is possible” CIIP Report (1991;
p.136).

Efforts for Islamisation of banking and financial system of Pakistan were put in
practice in 1977-78. At that time, Pakistan was among the three countries in the world
that were trying to implement comprehensive interest free banking at national level®. In
January 1981, separate Interest-free counters were set up at all the nationalized
commercial banks of the country. Bank of Oman, a foreign bank, also offered the
depositors to open their accounts on profit and loss sharing basis. In March 1981, State

Bank of Pakistan introduced new Islamic financial instruments in the form of

2 The other two countries were Iran and Sudan, for details see, IDB & IFSB Report (2007). “Islamic
financial Services Industry Development: Ten year Framework”, 1slamic Development Bank and Islamic
Financial Services Board, Islamic Research and Training Institute, Jeddah.
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Participation Term Certificates (PTC) and Mudharabah Certificates. From July 1985, all
the commercial banks were strictly required to offer Islamic banking services to general
public. Existing customers were given opportunity to maintain their accounts on profit
and loss sharing basis. However, foreign currency accounts and outstanding foreign loans
were exempted from this compulsion till their maturity (SBP Annual Report, 2002,
p.189).

However, this non-interest based banking was declared un-Islamic by Islamic
Ideological Council and Federal Shari’at Court in 1991. Consequently, most of the
general public stayed away from the existing interest-based banking system and the
efforts to Islamize the system could not produce desired results. Real impetus to
Islamisation, however, came in December 1999 after the establishment of the
Commission for Transformation of Financial System (CTFS) along with two task forces
to plan and implement the process of transformation in compliance with the directives
given by the Supreme Court of Pakistan. This was succeeded by the formulation of
separate rules and regulations for Islamic banking parallel to commercial banking
activities (SBP Report, 2005; p.93).

As a result of concerted efforts of CTFS, an Islamic Banking Division was
established in the Banking Policy Department at SBP in 2001 which was expanded to a
full-fledged Islamic Banking Department (IBD) in 2003 to implement the transformation
process (SBP Report, 2004; pp. 65-66).

The efforts for the Islamisation of insurance can be traced since 1983 when
Council of Islamic ldeology analyzed eleven laws of existing insurance system and
declared in its report that current insurance system contains illegal elements like
uncertainty, gambling and interest that contradict with the injunction of Islam (CIIP
Report, 1992). In 1986, as a result of council recommendations, a working group was
constituted to prepare a sketch of insurance system that is based on Islamic values of
collective responsibility and cooperation. The group comprised of Ulama members of
council, chairmen of existing insurance corporations, and controller of insurance of
Government of Pakistan. These efforts were further enhanced by promulgation of
Shari’at Ordinance 1988 and enforcement of Shari’ah Act 1991(Mehmood, 2002; p.686).
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Towards Islamisation of insurance in Pakistan, following decision was taken by Federal
Shari’ at Court regarding element of interest factor in insurance Act 1938:

“Provisions of Ss. 3-BB(1)(b), 27(3), 29(8)(b), c(iii), 47-B & 81(2)(d), Insurance
Act, 1938 providing for a range of rates of interest, guarantee as to the principal amount
and interest thereon, payment of interest on installments of capital, besides other
conditions as to interest and time allowed for its payment as may be prescribed are
repugnant to Injunctions of Islam and will cease to have effect as on and from Ist July,
1992” (FSC Report, 1992; p. 7).

Council of Islamic Ideology finally submitted its comprehensive report on
insurance in 1992 and pointed out some elements of existing insurance system that were
repugnant to Shari’ah. To Islamize the insurance system of Pakistan, Council proposed
establishment of some feasible institutions like Dar-ul-Kifalat, ldara Waqf-alal-aulad,
Wagf-alal-Agarib and institution of Mutual Insurance for Islamic insurance practices in
the country.

In spite of all these efforts to transform the existing insurance system, the
implementation of recommendations got entangled in the complex political system and
corrupt elements of bureaucracy of the country. Though most of the researchers and
scholars in the field of Islamic finance belong to Pakistan and it is one of those Muslim
countries who started taking initiatives for more than two decades ago to transform the
entire financial system, yet it is sad to say that this is an unfortunate country that could
not proceed well in this emerging field due to the element of corruption, a big rooted evil
endemic among politicians and bureaucrats (Abdel Karim & Archer, 2002; p. 39).

As a result of this poor performance and lack of commitment from Government,
no substantial progress was made to transform the existing insurance system till the
beginning of 21% century. The real impetus to the development drive for insurance came
with the issuance of Takaful Rules 2005 by Ministry of Commerce. Now, there are four
Takaful companies (one family Takaful company and three general Takaful companies)
operating in the country. More Takaful players are expected to enter in this lucrative
market in the coming years (SECP, 2007).

151



5.2.2 STEPS IN TRANSFORMATION
Following steps are essential for transformation of conventional insurance system
into Shari’ah based insurance (Anwar, 1994; Abdul Wahab, 2006).

i. Segregation of shareholders’ and participants’ fund:

Segregation of shareholders and participants’ funds is the distinctive feature of
Takaful business that differentiates its operations from conventional insurance. Amount
received from participants is called contribution and treated as tabarru (donation) to pay
for the loss or catastrophe that may occur to any of the participants. For General Takaful,
there is only Participants Takaful Fund (PTF) from which risk related benefits are paid
out. All the funds in General Takaful belong to PTF. Family Takaful is split into
Participants Investment Account (PIA) and Participants Takaful Fund (PTF). Funds in
PIA belong to participants and are invested in Shari’ah approved financial instruments.
Funds in PTF are treated as tabarru and are used to pay for claims. Any surplus left after
paying claims belongs to participants. It can be distributed to participants or could be
kept in PTF to pay for future claims. Takaful operator has no claim on surplus and only
charges a fee to pay for administrative expenses and for managing the participants’ funds

prudently.

ii. Elimination of exploitive tools from the prevalent system:

As we have seen in our previous discussion that conventional insurance is
prohibited under Shari’ah due to its exploitive elements (uncertainty, gambling and
interest) and also because of investment in haram business (Skari’ah illegal activities like
casinos and liquor business). So Takaful should be adopted as an alternative way as it
provides an Islamic way of doing insurance business that is free from exploitive elements
and investment is only undertaken in halal business.

Contract of Takaful agreement between insured (participant) and insurer (Takaful
operator) should be clear and transparent so that each party could exactly know what
risks should be covered under a certain contract. Otherwise, there will be a conflict of
interests (due to gharar) between the two parties as each party would try to put the cause
of perils on the other party. Provision of transparency would eliminate the factor of A4/-
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gharar from the contract. Spirit of mutual cooperation and shared responsibility often
claimed, is not fully practised by Takaful companies in its true spirit. It must be well
inculcated and enhanced among the participants so that if any of them incurs a loss, he
should be compensated from ftabarru fund. This spirit of mutual cooperation will
eliminate the element of gambling from the contract. To eliminate the element of riba
(interest), investment should be made in halal business under Shari’ah guidelines.
Moreover, indemnity should not be given in terms of fixed monetary units (i.e. cash) but
to the extent of actual loss to the participant. In the case of fixed monetary units,
participants may not be fully indemnified because of erosion of monetary value as a
result of inflation.

iii. Undertaking of new agreement:

Beside the exploitive elements of conventional insurance, there exist conceptual
differences that require customers of conventional insurance to undertake new agreement
for Takaful contract. In the conventional insurance, the contract is between the customers
and the insurer whereby insurer takes the responsibility to accept the risk of
policyholders. On the other hand, in case of Takaful, the contract is among the
participants on the basis of pooling the resources and sharing the risk as it occurs to any
of participant. Takaful operator merely acts as a manager of funds and charges a fee for
its services. So undertaking of new agreement is essential keeping in mind the distinct

nature of Takaful contract.

iv. Transforming insurance policies:

There are two main policies offered by conventional insurance companies:

1. General insurance policies

2. Life insurance policies

Duration of contract in general insurance policies is one year or less. Life
insurance policies are longer than one year. They might be up to 5 years, 10 years or 20
years duration depending upon the type and nature of contract. These policies are difficult
to change because of their longer duration as well as their interest-based investments as
they have elements of fixed returns.
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General insurance policies can easily be converted into general Takaful in one
year after expiration of contract. However, in case of life insurance policies, new policies
can be started under family Takaful contract, while existing polices could be continued

under conventional insurance till their maturity.

v. Training of staff:
Building human capital for the Takaful business in Shari’ah and actuarial science
is the key to the growth of Takaful industry (IDB & IFSB, 2007; p.30). In transformation
process, training of existing staff is essential to acquaint them with Shari’ah compliance

mechanism as well as accounting and auditing treatment of Takaful funds transactions.

vi. Encourage to set up separate Takaful companies:

There is need to set regulations to encourage the establishment of separate Takaful
companies instead of allowing window operations which may simply try to crush a
Takaful operator before it can establish itself for pure commercial interests as any
business entity would do to protect it.

It needs to be ensured that regulatory limitations which may be set-out are not
penalizing for the Takaful operator on account of two sets of rules being applied to it in
terms of compliance etc — one from the regulators and the other from Shari’ah
perspective. Regulation needs to ensure that there is at least a level playing field for
Takaful operators so that they are able to operate and establish themselves and the
compliance and other costs do not unduly disadvantage them but perhaps some incentives
are offered to encourage companies to setup separate Takaful operations.

v. Regulatory Changes:

It is worth mentioning that Takaful regulations are framed keeping in view the
protection for the consumer in terms of controls in operational practices and penalizing
operators not adhering to strict guidelines. On the other hand, Takaful operator should be
provided adequate freedom to be able to compete with conventional operators on at least

equal footing. Additionally, Takaful Regulations need to ensure that proper and adequate
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measures are implemented and there is a strict monitoring system in place to control

malpractices with strict penalties for any violation.

vi. Re-takdful arrangements:

A complete transformation or incentives to Takaful would mean more and more
security can be available on a Takaful basis. Takaful operators need to collaborate with
each other to build a re-Takaful pool on a shared basis. In the absence of a re-Takaful
company, a larger Re-takaful pool can be better negotiable with international reinsurers
and with expansion increase its capacity to retain risks within the pool. This would
reduce reliance on foreign reinsurance which is difficult to obtain for a single Takaful
operator. The ultimate objective should be to have large enough pools to
eliminate/minimize the need for foreign reinsurers. In Malaysia, Asean Re-takaful
International (L) has been setup to forge cooperation among Takaful operators of South
East Asian region i.e. Malaysia, Indonesia, Brunei, and Singapore. However it needs to
be ensured that funds are managed on a professional basis and able to attract Takaful

operators within Pakistan and possibly from other regional Takaful operators as well.

5.2.3 TRANSFORMATION PROCESS
Akhter (2007) maintains that Skhari’ah compliance mechanism should encompass
some key issues for the transformation of existing insurance system to Takaful based
system as shown in the Figure 5.1 below. He identifies key transformational issues that
would facilitate the transformation as follow:
e Capital adequacy, solvency and transparency
e Investment of funds
e Accounting and auditing treatment
Unique nature of Takaful business and the risks associated with it demand higher
level of capital adequacy standards for Takaful as compared to conventional insurance.
Takaful contract needs to be transparent without any element of uncertainty and
speculation. Takaful fund can be invested in Shari’ah based instruments such as

modaraba, musharaka or ordinary shares of companies involved in halal business
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(Obaidullah, 2005b; p.12). Accounting and auditing of accounts should follow AAOIFI
guidelines. Obaidullah gives the idea of Islamic Value Accounting (IVA) to identify
shared core values that give a measure of how well the institution has lived up to Islamic

values (p.38).

FIGURE 5.1: TRANSFORMATION PROCESS

Conventional Insurance

Company
Incorporation of
/ Transformational Issues \
Capital Adequacy, Shari'ah Compliance | Investment
Solvency and Mechanisms | of funds
Transparency

|

Accounting &
Auditing Treatment

|

Takaful Company

Source: Akhter (2007, p. 85)
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5.2.4 BENEFITS
The transformation of conventional insurance system is expected to bring the

following benefits.

a. Freedom of society from exploitive elements:

Transformation from conventional to Takaful will free the society from interest
based system and inherent evils associated with it. It will help the needy people to keep
up their activities and will reduce income gap between the rich and the poor. Such
transformation will free the society from uncertainty and gambling as the contracts will
be more transparent. Each party (participant and Takaful Company) will know exactly

what the contract all about is and what the obligations of each party are.

b. Sense of Islamic brotherhood among participants:

In Takaful contract, there is an agreement between participant and Takéaful
operator and among participants themselves. Each participant agrees to help others in
case any loss or catastrophe occurs to them. It creates a sense of Islamic brotherhood
among participants as they know that they are pooling the fund to help each other. This
results in greater respect for humanity.

C. Poverty alleviation:
As opposed to conventional insurance, formation of Takaful system will be an
important step in reducing income gap in society by helping poor. Hence it will
contribute towards poverty alleviation and will assist the economy to grow faster as a

result of increased purchasing power and increase in aggregate demand.

d. Spiritual relief:

A complete transformation could rid the insurance industry of a lot of evils which
are unlikely to go away with a parallel system. In case of conventional insurance, the risk
of underwriting losses would be passed on to the policyholders. A Shari’ah compliant
Takaful system will provide spiritual relief to participants by eliminating the evils of

conventional insurance. Though risk management techniques would try to ensure that
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deficits do not arise in a Takaful fund by the way of Re-takaful or reinsurance (as may be
permissible) still, shareholders might provide gard-e-hasana in case of loss.

5.3 REGULATORY STANDARDS

Sound policies and regulations play a key role in devising the shape of the
economy of a country. Effective implementation and monitoring of those regulations has
ensured success of growing economies of the world. On the other hand, ineffective
implementation and failure to follow up has caused most the underdeveloped economies
lagging behind their targets (Akhter, 2007). Specifically, regulatory standards monitor
and facilitate the functions of businesses and industry and protect the rights of investors
and general public. Keeping in view the emergence of Takaful business in Pakistan, this
section discusses regulatory standards that are essential to strengthen regulatory
framework for Takaful.

5.3.1 HIGH LEVEL CONTROLS

The purpose of high level controls is to establish high level regulatory standards
for Takaful operator and ensure corporate governance practices within the organization
(CBB, 2006). Following elements were found to be essentially associated with high level

controls.

i. Authorized entities for Takaful business:

Pubic limited companies as well as any corporate body incorporated under the
laws of Pakistan are eligible to conduct Takaful business in Pakistan (Insurance
Ordinance 2000, Section 5). It is also mentioned in the ordinance that no private company
or subsidiary of a private company is allowed to start Takaful operations in the country.

ii. Capital requirements:

Takaful operators are allowed to conduct Takaful business subject to the
following minimum capital requirements (Insurance Ordinance 2000, Section 28(2)).
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Family Takaful Business Rs. 150 million

General Takaful Business  Rs. 80 million

Foreign companies are required to have 51% shares in Takaful business with a
foreign exchange of US $ 2 Million and the same equivalent amount is to be raised from

the local market.

iii. Statutory deposits requirements:

Takaful operator is required to deposit Rs. 10 million or 10% of paid up capital,
whichever is higher, as statutory deposit with state bank of Pakistan (Insurance
Ordinance 2000, Section 29(2)). This requirement is specific to family Takaful business
only. Regulatory authority (SECP) may reduce this amount to zero to achieve solvency

level in Takaful industry as required by the commission.

iv. Board Committees:

To achieve high level controls, Takaful companies are required to establish board
committees which can enhance the functioning and effectiveness of Board members and
can help them in the assessment of risks in Takaful business. In addition to that board
committees also prove helpful in resolving any possible conflicts of interests that may
arise among board members (CBB, 2006).

v. Executive management Committee:

Executive management committee consists of Chief Executive Officer, General
Manager and heads of finance, operations and other business departments (CBB, 2006).
It provides support and assistance to CEO and ensures proper corporate governance
practices with in the organization. Its responsibilities include monitoring of day to day
operations and performance of departments and coordinate their activities to achieve set

targets.
vi. Sharr’ah Supervisory Board (SBB):

Selection and recruitment of members of SSB should be according to AAOIFI

governance standards for Islamic Financial Institutions (Takaful Rules, 2005). The
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function of SSB is to review the operations of TakHful company and ensure their
compliance with Sharl’ah. Generally, members of SSB give their advice and guidance to
the Board members and senior management on product design, handling of claims,
investments avenues, income sources, distribution of surpluses and profit and allocation

of Tak+ful operators’ costs.

vii. Mapping of risks and responsibilities:

Chief Executive Officer must maintain clear mapping of risks faced by Tak+ful
company in collaboration with the board and should devise effective strategies to cope
with these risks. To achieve this, CEO should delegate appropriate authority and
responsibility to senior management. It should be done proportionally so that each
manager should clearly know what his duties are and what he is supposed to do. There

should also be a mechanism for effective monitoring of management performance .

viii. Remuneration policies:

Regulatory authority should require Tak#ful operators to devise appropriate
remuneration policies for its employees, managers and directors. Remuneration policy
should be long term basis as short term policy might encourage reckless behavior on the
part of directors and managers to achieve short-term benefits. Level of remuneration
should be set in such a way to attract, retained motivate employees, managers and

directors in the organization by creating job loyalty (CBB, 2006).

ix. Internal Audit:

Each Tak#ful operator should establish an internal auditor to efficiently evaluate
and monitor the performance of Takiful company. Internal auditors should have
unrestricted access to company’s accounts and they should have open access to approach
senior management even CEO for any clarification related to business transactions.
Internal auditors should have appropriate knowledge, skills and abilities to perform their
duties efficiently and independently free from any outside pressure. They should not be
involved in other affairs of the company so as to affect their performance and
independence (Akhter, 2007; p. 84).
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First, the regime needs to take account of the conceptual separation between
participants’ and shareholders’ funds. The location of charges/fees and of the
corresponding costs and risks varies between operators, and sometimes within each
operator by product type or fund. In particular, the extent to which shareholders are
committed to supporting any deficit in participants’ funds through an interest free loan
may vary, and this will affect the extent and manner in which shareholders’ funds are
treated in the solvency regime. The asset profile of a Takaful operator, whether general or
family Takaful is likely to be very different from its conventional counterparts, and the
capital regime needs to take this into account, particularly where the risks are not fully
transferred to policyholders (as they are in some investment products).

In a Family Takaful plan there are generally no guarantees (i.e. they operate on a
‘defined contribution’ rather than a ‘defined benefit’ basis). This implies that the risk
profile is different from the standard insurance product, where guarantees are normally
given in terms of maturity benefits, surrender benefits and death benefits. This has

implications both for capital adequacy and for disclosure to participants.

5.3.2.2 BUSINESS CONDUCT STANDARDS
Following rules have been devised for proper code of conduct of Takaful practices
in the country (Insurance Ordinance, 2000; CBB, 2006).

i.  Utmost good faith:
Takaful contract requires each party to respect the interests and rights of other
party and should act with the intention of utmost good faith towards the other party.

ii. Avoiding deceptive code of conduct:
Takaful operator should not try to deceive or mislead the participants during the
course of business by providing wrong or misleading information related to Takaful

product, service, price or claim etc.
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iii. Cancellation of contract for fraudulent claims:
If any participant was found to have fraudulent claim during the process of
investigation about estimation of loss, Takaful operator has the right to cancel the Takaful

plan. Yet it will pay the participant only the amount he has actually paid to the company.

iv. ldentification of customer requirements:
Takaful operator must identify and seek specific customer requirements related to
the type of Takaful product, amount of contribution, maturity period and quality of

services they require to deliver Takaful product at a place convenient to them.

v. Handling of complaints:
Takaful operator should respond to its customers if they complain (either oral or
written) at any time in the course of contract. Prompt action should be taken to resolve
the problems of customers. Takaful operator should keep proper record of all the

complaints reported by customers and action taken to settle the problem.

vi. Claim handling:

In case a claim is submitted by the participants, Takaful operator should take
prompt action to settle the claim and inform the participant with an explanation about
how the claim will be handled. It should provide the customer necessary guidance about
the claims process and keep him informed about the progress towards claims handling till
the claim is completely settled. Takaful operator should inform the customer in writing if

it cannot handle all or any part of claim.

vii. Fair treatment and conflicts of interest:
Takaful operator should treat all of its customers equally and fairly and should
always put the rights of their customers above their duties. They should avoid conflicts of
interest with the customers. In case any conflict arise, it should be managed promptly and

fairly to avoid prejudice to any party.
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iii. Operational risk:

Operational risk related to efficiency of operations of TakUful operator.
Operations of company are handled by people, processes, systems and outsourced
activities. Failure or inefficiency of any of these elements affect the operations of the
company and hence poses operational risk for it. Effective strategies to cope with
operational risk are business continuity planning, contingency plans and crisis

management.

5.3.2.4 FRAUD DETECTION AND MANAGEMENT STANDARDS

“The supervisory authority requires that insurers and intermediaries to take
necessary measures to prevent, detect and remedy insurance fraud” (IAIS, 2006a).
Tak(ful industry is exposed to similar types of fraud as compared to conventional
insurance industry. Following types of frauds are possible in TakUful business to
encounter (IAIS, 2006b):

i. Internal fraud:
Internal fraud is the fraud against the TakUful company by its internal member. It
can be a director of the board, a manager or member of staff on his/her own or in
collusion with others who are either internally or externally related to the company.

ii. Participants’ fraud and claims fraud:
This type of fraud is usually perpetrated by the customer of the company e.g.
fraud against TakUful company in the purchase and/or execution of a TakUful product
(either family or general) by one person or people in collusion by obtaining wrongful

coverage or payment.

iii. Intermediary fraud:
This type of fraud is perpetrated by intermediaries (TakUful brokers, agents)
against participants or TakUful Company.
There is dire need to take effective measures to detect and prevent these three

types of fraud that may affect the competitiveness of the TakUful industry. Internal audit

166



and internal controls are found to be the most effective measures to detect the prevalent
frauds in the organizations (IAIS, 2007). Specific measures taken to detect and prevent
fraud are anti-fraud policy and fraud awareness among Takaful operators, intermediaries
and customers. Moreover, some precautionary measures should be taken by Takaful
operator in advance to detect and prevent fraud e.g. elimination of potential conflicts of
interests among employees, managers and directors is effective tool to prevent internal
fraud. To prevent claims fraud, prudential underwriting skills and claims assessment are
essential. To prevent intermediary fraud, Takaful operators should have direct

communication with the intermediaries.

FIGURE 5.2: AFLOW CHART SHOWING DIFFERENT COMPONENTS OF
FINANCIAL AND PRUDENTIAL REGULATIONS

BUSINESS CONDUCT
/ CAPITAL ADEQUACY "

STANDARDS AN
0 STANDARDS N

N /

FINANCIAL AND
PRUDENTIAL
REGULATIONS

' N

,_________________________\

FRAUD RISK MANAGEMENT
MANAGEMENT STANDARDS
STANDARDS

167



5.3.3 REPORTING STANDARDS
Reporting standards provide guidelines for Reporting to regulatory authority.

They also emphasize the need for public disclosure of financial transactions.

5.3.3.1 REPORTING TO REGULATORY AUTHORITY

“The supervisory authority sets the requirements for the submission of regular
and systematic financial and statistical information, actuarial reports and other
information from all insurers licensed in the jurisdiction” (IAIS, 2006a; essential criteria
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Failure to resolve the matter through discussion will lead to a formal warning. Failure to
adequately respond to formal warning by Takaful operator will result in more server

enforcement measures by regulatory authority.

iv. Future Directives:

Regulatory authority may issue directions to a Takaful operator if it considers
these will serve to achieve regulatory objectives. Usually, regulatory authority issues
directives in the following conditions:

a) If the breach of supervisory requirement is significant and serious enough to

pose potential risk to customers.

b) If the duration or frequency of contravention shows widespread incompetence

of management and is the result of its reckless behavior.

c) If regulatory objectives are served better through the issue of direction rather

than any other enforcement action.

v. Financial penalties:

Regulatory authority may impose limited financial penalties on Takaful operator
if it has breached a major requirement or failed to adequately respond to the warnings or
directions of regulatory authority. Though the amount of financial penalty is determined
by the nature of violation of Takaful operator and extent of supervisory resources used for
that purpose, yet the financial penalty becomes evident in the following circumstances:

a). If Takaful operator fails to address significant inaccuracies in its reporting

b). If it repeatedly disobeys the formal requests of regulatory authority within

prescribed deadlines.

c). If it reports false or misleading information to regulatory authority

d). If it fails to maintain adequate system and proper controls which may result in

significant financial loss to customers.
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FIGURE 5.3: STEPS IN ENFORCEMENT PROCEDURES

Formal requests for information

Source: Central Bank of Bahrain (CBB, 2006), www.cbb.gov.bh
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FIGURE 5.5: A SCHEMATIC DIAGRAM OF REGULATORY STANDARDS
FOR TAKAFUL
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The Figure 5.5 shows a schematic diagram of regulatory standards for Takaful
indicating that Shari’ah compliance mechanism plays a central part and is considered at
the core of all regulatory activities. The process starts with setting high level controls and
ends at enforcement procedures. Arrows in circle shows that standards are inter-related
and each standard affects the functioning of other. Regulatory standards could be
improved by detecting loopholes in enforcement procedures and re-setting high level

controls.
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54 CHALLENGES TO TRANSFORAMTION

In spite of steps discussed to facilitate the task of transformation, there are

challenges that might create hindrance in the way of transformation.

i. Sgebgtb Th bl dstry:
Strengthening regulatory framework is a key to the development of a robust
Tak ful industry in Pakistan. SECP should take steps to protect the interests of Tak ful
operators. Till now, Malaysian is the only country that has separate legislation for
Tak ful business. Such legislation is essential to effectively regulate Tak ful operators to

operate competitively and to ensure transparency in Tak ful operations.

i-  Awess ddtn
Low literacy, misconceptions about insurance and lack of awareness are the major
causes of low insurance penetration in Muslim countries in general and Pakistan in
particular. It is need of the hour to change the mindset of general public and create
awareness about importance of insurance given its key role in economic and business

activities and daily lives of individuals.

i- Prgduth

Fair pricing and innovation in Tak ful products is of vital importance to both
participants and Tak ful operators and has a crucial role in enhancing Tak ful business.
Given the agency fees and other administrative expenses, and risks associated with new
playing field of Tak ful industry, Tak ful operator has to charge a little bit high premium
as compared to conventional insurer to maintain flow of its operations. Although pricing
of Tak ful products is done in consultation with actuaries and Shar #ih scholars, the issue
here is to provide financial protection at a reasonably fair price to all who wish to protect
themselves from unforeseen events. Customers will be ready to accept those products that

are fairly priced and at the same time address their unique needs and expectations.
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operators and intermediaries to take necessary measures to prevent, detect and remedy
internal fraud, participants’ fraud and intermediary fraud. Reporting standards entail
Takaful operator to submit and disclose information related to financial performance
indicating profit and losses overtime, breakdown of assets, liabilities and shareholder’s
funds, quantitative and qualitative information on risk exposures, valuation of tangible
and intangible assets, methods of calculation of zakat and income taxes and basic
business management and corporate governance information. To ensure enforcement and
compliance of all regulations, supervisory authority might demand some additional
information as a part of its on-going supervision process. Formal written warnings are
considered regulatory authority’s first level of formal enforcement. After issuing future
directions, regulatory authority may impose limited financial penalties on Takaful
operator if it has breached a major requirement. Shari’ah compliance mechanism is the
centre of all the business activities of a Takaful Company. It starts with selecting
members of SSB of high caliber, allocating them corporate responsibilities, ensuring
company reliance on their reporting and evaluating Shari’ah performance of the company
through Shari’ah audit.

In spite of comprehensive framework available for transformation of conventional
insurance, there exist challenges like separate legislation for Takaful business, low
literacy and lack of education, high pricing, lack of innovative Takaful products as well
as absence of Shari’ah compliant corporate governance that might pose a major threat to
the process of transformation. There is also dire need to devise strategies to overcome
challenges and create awareness of Takaful so that its benefits could reach at gross root
level of the economy.
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CHAPTER 6

TAKAFUL STANDARDS AND CUSTOMER
PERCEPTIONS AFFECTING TAKAFUL PRACTICES IN
PAKISTAN: A SURVEY

INTRODUCTION

International Association of Insurance Supervisors (IAIS) has issued insurance
core principles (ICPs) that provide prudential standards and a basis for effective
regulation and supervision of insurance and reinsurance companies across the globe.
Most of those ICPs are also applicable to Takaful business, yet Shari’ah compliance
feature of Takaful business restricts the applicability of certain principles that are only
applicable to conventional insurance. In a self assessment exercise of different
countries across the globe, many core principles were not fully observed by the
concerned regulatory bodies (IAIS, 2006a). Lack of effective implementation
practices of insurance principles has raised different regulatory issues. To judge the
effective implementation and applicability of these principles to Takaful, Islamic
Financial Services Board (IFSB)* and Insurance Commission of Jordan co-organized
an inaugural seminar on the regulations of Takaful (Islamic Insurance) in Jordan on
January 2005.

Takaful industry is faced with numerous operational and transformational
issues that can affect its functioning in one way or the other. For example, Chapra and
Khan (2000) have found that failure to have adequate internal control systems and
lack of effective risk management practices are the major causes of financial crisis in

the organizations. Given the newness of Takaful industry in Pakistan and intense

1 |FSB is an international standard-setting organization that issues global prudential standards
and guiding principles for the Islamic financial services industry. It enhances the soundness and
stability of these established standards for Islamic banks and Takaful companies. As a part of its
concerted effort with Insurance commission of Jordon, IFSB took an initial step, to establish a joint
working group with the IAIS to produce an issue paper to judge the applicability of the existing IAIS
core principles to the regulatory and supervisory standards for Takaful.
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competition from conventional insurance, Pakistan Takaful industry is expected to
face serious challenges in the observance of operational and transformational
standards that might affect its functioning in future. This study attempts to see the
effectiveness of operational and transformational standards raised by joint working
group of IFSB and IAIS that also complement the research of previous chapter. The
study also encompasses public perceptions about Takaful and the factors that affect
their level of awareness about Takaful.

Maysami and Williams (2006) conducted a survey of 84 respondents in
Singapore to judge the perceptions of Muslim community about Takaful. They
concluded that there is a distinct association between Takaful awareness and religious
perceptions of the respondents about nature of Takaful business. Extending this
concept, present study is more comprehensive in the sense that it not only seeks to
find out the factors that are affecting Takaful awareness in Pakistan but also sees the
impact of Takaful awareness on customer loyalty.

The present survey aims to point out operational and transformational
standards that are of prime importance to regulatory authority to regulate Takéaful
industry so as to provide a level playing field for new Takaful players who are
interested to enter into Takaful business. This study might assist SECP (regulatory
authority of Pakistan) in devising sound policies for Takaful industry and setting
standards that will not only enhance the functioning of Takaful operators but also
safeguard the interests of all stakeholders. Finally, it might contribute towards
restoring the confidence of local and foreign investors. This study will provide great
help to Takaful operators in understanding public perceptions about Takaful and

devising strategies to promote Takaful business to the vast population of the country.
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6.2 ANALYSIS AND INTERPRETATIONS

This section analyses the data obtained from the survéwleful operators
and insurance customers. Interpretationsnaaele to describe the trend of responses
according to scale used for their measurement. Key findings given after interpretation
of data help to further substantiate the research questions raised in the first chapter

and tend to draw necessary recommendations for the final chapter.

6.2.1 SURVEY RESULTS OFTAK -FUL OPERATORS

Survey results offak-ful operators include descriptive statistics Tatk-ful
standards as well as their comparison ambeigfdl operators.
6.2.1.1 DESCRIPTIVE STATISTICS

The following tables show survey results of thfedk-fal companies included
in the study. These are Pak-Kuwdiak-fal Company Limited,Tak-ful Pakistan
Limited and Pak-QataiTak-ful Limited. Survey encompasses a total of seven
standards including five operational and two transformational standards. These
standards were assessed using pre-deternassential criteria set to measure each

standard. Results are summarized below:

TABLE 6.1: MEASUREMENTS OF TAK UL STANDARDS

Operational Standards N Mean Std. Deviation C.V.

1.Risk assessment and

management standards 3 3.38 .33 9.8%

2.Corporate governance

standards 3 3.41 .26 7.6%

3.Reporting standards 3 267 80 30%

4.Internal controls 3 317 76 24%

5.Fraud detection and preventic

standards 3 3.06 42 13.7%

Transformational Standards

6.Capital adequacy and

solvency standards 3 3.62 .55 15.1%

7 Shari'ahcompliance standards 3 3.97 31 9.5%
3

Valid N (list wise)

Coding of data:
Not observed = 1, partly observed = 2, largely observed = 3, fully observed = 4
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TABLE 6.2: RISK ASSESSMENT AND MANAGEMENT STANDARDS

Descriptive Statistics

N Minimum Maximum Mean Std. Deviation
.Comprehensive Risk 3 3.00 4.00 3.3333 57735
Management Policies
- Monitoringand 3 3.00 3.00 3.0000 .00000
Controlling various risks
3. Internal guidelines and 3 3.00 4.00 3.6667 57735
procedures
4. Appropriate Risk
Management policies and 3 3.00 4.00 3.3333 .57735
Risk Control Systems
5. True Risk Assessment 3 3.00 4.00 3.6667 .57735
6. Computerized Support 3 3.00 4.00 3.3333 57735
System
7._ Monitoring of Material 3 3.00 3.00 3.0000 100000
Risks
8. Review of Market 3 3.00 4.00 3.6667 57735
Environment
Valid N (listwise) 3

Coding of data:
Not observed =, partly observed =/, largely observed = 3, fully observed = 4

The Table 6. as mentioned above shows the essential criteria for the
observance of Risk Assessment and Management standafad&k-&il industry. Out
of 8 essential criteria set to measure this standard, Monitoring and Controlling various
risks as well as Monitoring of Material Riskvere largely observed as they had mean
value of 3.00. These essential criteria H@ldstandard devi