TAKAFUL – AN ISLAMIC WAY OF INSURANCE - DEVELOPMENTS, GROWTH, CHALLENGES AND ISSUES
      Dr. Abdalelah S. Saaty
      Dr. Zaid Ahmad Ansari 


Islamic finance has developed mainly in two directions namely Islamic banking and Islamic insurance (Takaful). While information about Islamic banking is being increasingly disseminated, features, models and structures of Takaful are little known to the people in general. Purpose of this brief article is to describe main features and models of Takaful system operating in various parts of the world. 

Takaful is not a new concept in Islamic commercial law.  The contemporary jurists acknowledge that the foundation of shared responsibility or Takaful was laid down in the system of ‘Aaqilah’, which was an arrangement of mutual help or indemnification customary in some tribes at the time of the Holy Prophet (pbuh).  In case of any natural calamity, every body used to contribute something until the loss was indemnified. Similarly, the idea of Aaqilah in respect of blood money or any disaster was based on the concept of Takaful wherein payments by the whole tribe distributed the financial burden among the entire tribe.  Islam accepted this principle of reciprocal compensation and joint responsibility.  
The distinction between the conventional insurance and Takaful business is more visible with respect to investment of funds.  While insurance companies invest their funds in interest-based avenues and without any regard for the concept of Halal-o-Haram, Takaful companies undertake only Shariah compliant business and the profits are distributed in accordance with the pre-agreed ratios in the Takaful Agreement.  Likewise they share in any surplus or loss from the pool collectively. Takaful system has a built-in mechanism to counter any over-pricing policies of the insurance companies because whatever may be the premium charged, the surplus would normally go back to the participants in proportion to their contributions. 
The preceding discussion is an idea to explore and view to the people in general that how The Islamic system of Takaful can be a future a front runner. It is really a challenge how does it mechanize in present context, a crux has been highlighted to see its real stratifications. 
 
 

Introduction
The world population in 1999 is estimated to be around 6 billion as per the Global Population Project based in the United States. The data on Muslim Population is not readily available. It was estimated by using information contained in a publication entitled Islamic Beliefs and Teachings from India. Accordingly there may be around 1.5 billion population in 1999. As we look around it is quite evident that people have not taken life insurance in the same way as in most other countries.

Muslim population is around one sixth of the total population of the world. For any economic policy this major group can’t be ignored. India is no exception to this, where the Muslim population is around 20 percent of the total population of over 100 crore. After liberalization of the Indian economy and first generation reforms and second generation reforms led to the opening of various sector for the private entrepreneurs. One such sector which was opened after much deliberation and much reluctance from the policy makers was the Insurance Industry, which was also considered as of strategic importance for the growth of Indian economy and development of the industry. Finally, the insurance sector was unshackled in the year 2000 with the formation of a regulatory body for the smooth running and growth of the insurance industry “The Insurance Regulatory and Development Authority” by the Insurance Regulatory Act 1999.

Since the liberalization, the Indian Insurance Industry has grown by leap and bounds. The growth was tremendous as if a caged bird has been set free to grow in all the directions.

One of the major determinants of consumers buying behaviour in financial services is Religion especially for Muslims. Muslims despite of all modern education and exposure are reluctant to purchase the conventional Life Insurance policies and even the general insurance policies. At this point, when the economy is growing and insurance industry owes a huge growth potential, this segment (Muslim) of the market can’t be ignored. 

With the growing economy the complexities are increasing. On the one hand the technology increases the productivity and efficiency on the other side it increases the risk. The importance of insurance can’t be underestimated. It is almost inevitable in the present economic scenario, when the world has become global village. The present open economy system has opportunities, challenges and simultaneously the inherent risks. Huge investment and possession of assets, cut throat competition in the international market from multinationals make the things more vulnerable. Inspite of best of planning, efforts and strategies the luck may go against and everything may be lost in one short.  
 
 

Major Statement of Islamic Scholars regarding Takaful 

The Islamic think tank after much deliberation realized that though the present form of insurance is unacceptable due to religious constraint on the one hand on the other it can’t be ignored because of its economic and social importance. This led them to come with the concept of Takaful or Islamic Insurance. 

Takaful It originates from Islamic word kafalah which means “guaranteeing each other” or “joint guarantee”. In principle Takaful system is based on mutual co-operation, responsibility, assurance, protection and assistance between groups of participants. It is a form of mutual insurance.

Islamic insurance was first established in the early second century of the Islamic era. This was the time when Muslim Arabs started to expand their trade to India, Malay Archipelago and other countries in Asia. Due to long journeys/voyages, they often had to incur huge losses because of mishaps and misfortunes or robberies along the way. Based on the Islamic principle of mutual help and cooperation in good and virtuous acts, they got together and mutually agreed to contribute to a fund before they started their long journey. The fund was used to compensate anyone in the group who suffered losses through any mishap. In fact the Europeans copied this, which was later known as marine insurance.

The basic fundamentals underlying the Takaful concept are very similar to co-operative and mutual principles to the extent that the cooperative and mutual model is one that is accepted under Islamic law.

In view of the above as well as the real need for insurance cover, Muslim jurists looked further into the Islamic system of insurance. Their conclusion was that insurance in Islam should be based on the principles of mutuality and cooperation. On the basis of these principles, Islamic system of insurance embodies the elements of shared responsibility, joint indemnity, common interest, solidarity, etc. According to the jurists this concept of insurance is acceptable in Islam. Following principles make takaful Shariah compliant: 

· Policyholders co-operate among themselves for their common good.

· Every policyholder pays his subscription to help those that need assistance.

· Losses are divided and liabilities spread according to the community pooling system

· Uncertainty is eliminated in respect of subscription and compensation

· It does not derive advantage at the cost of others.

Theoretically, Takaful is perceived as cooperative insurance, where members contribute a certain sum of money to a common pool. The purpose of this system is not profits but to uphold the principle of "bear ye one another’s burden. 
 


Operating Model for Takaful
Characteristics of Takaful: Takaful insurers have some unique characteristics that recognize the key principles of Takaful and fundamental Islamic beliefs.

1. The establishment of two separate funds: A takaful (or policyholders’) fund and an operator’s (or shareholders’) fund. The takaful fund operates under pure cooperative principles, in a very similar way to conventional mutual insurance entities. Underwriting deficits and surpluses are accrued over time within this fund, to which the operator has no direct recourse. As a result, the takaful fund effectively is ring fenced and protected from default of the operator’s fund. Management expenses and seed capital are borne by the operators fund, where the main income takes the form of either a predefined management fee (to cover costs) or a share of investment returns and underwriting results (or a combination of both).

2. Solidarity principle and equal surplus distribution: Given the fact that the takaful fund is seen as a pool of risks managed under solidarity principles, it is not meant to accumulate surpluses at levels excessively higher than those strictly needed to protect the fund from volatile results and to support further growth. Likewise, any fees or profit shares received by the operator should be just sufficient to cover management and capital cost while keeping the company running as an ongoing concern. Incase of financial distress for the takaful fund, the operator is committed to provide it with an interest free loan, Qard’ Hasan, for however long it is deemed necessary – providing an additional layer of financial security to the participants. The surplus distribution structure is expected to be managed carefully and in a balanced way, so that neither policyholders nor operator make excessive profits at the expense of the other party.

3. Restricted Investments: Shariah compliance refers not only to the operational structure of the company, but also to its investment policy. Takaful companies must avoid investing in traditional fixed – income securities (due to the coupon interest payment attached). Instead, they are allowed to invest in sukuk (or islamic bonds, where coupon payments take the form of a profit share on a particular enterprise). More over, investments in stocks (in principle allowed) should avoid activities (such as alcohol or gambling).

4. Establishment of a Shari’a Board: An essential component in a takaful company’s corporate governance is the establishment of a Shari'a board, in addition to the conventional board of directors. The Shari’a board is made up of recognized Islamic scholars, who ensure the company’s operational model, profit distribution policies, product design and investment guidelines comply with Islamic principles.

Why Conventional Insurance is Unacceptable in Islam?
"Commercial insurance is prohibited for Muslims as agreed upon by most contemporary scholars. The generally accepted views of the Muslim Jurists are that the operation of the conventional insurance as an exchange transaction under a buy and sell agreement does not in its present form conform to the rule and requirements of the Shariah as it embodies the following three elements:

1. Al-Gharar (Uncertainty) 

2. Al – Maisir (Gambling)

3. Riba (Interest) 

Gharar, Maisir and Riba are the Issues that must be considered and completely eliminated by the Takaful operators to make Takaful acceptable to the Muslims. These issues have been discussed below in the light of shariah and contemporary economic environment. On the one hand it has to be understood whether actually these elements are present in real sense in conventional insurance operations if yes how to make it Shariah compliant.  

1. Gharar (Uncertainty), there must be a complete clarity or full disclosure of any Takaful contract. Full disclosure is applicable on both sides, i.e. on both the subject matter and terms of the contract (scope of cover, etc). It’s not allowable to enter into a Takaful contract if there is any unknown element on the subject matter and/or unknown exposure to the extent of the contract itself. As this ideal situation hardly exist, the Takaful contract then need to be made in a way that there is no exchange of Gharar from one party to another. The transaction of uncertainty is not allowed in islam. 

The Gharar sale is a deal to sell what ever a pregnant animal will produce before it is actually borne or to sell whatever will be caught in a fisherman’s net or whatever a pearl divers will bring up in his next dive or to sell the fruits of trees at the beginning of the season when their quality cannot be established yet. All such sales are forbidden in Islam because they involve risk to the buyer. 

2. Maisir (Gambling) is regarded as the excessive side of the Gharar. Whilst the participants (insured) may have an insurable interest in the subject matter, if the risk transfer (risk sharing in Takaful) contains any speculative element, then it is prohibited under the Takaful. Moreover, the nature of conventional insurance is such where whatever you pay as premium is not returned and goes to the insurer, whereas contributions paid in Takaful belongs to the member.

 

3. Riba (Usury, Interest) is another area and is considered to be totally prohibited under the Shariah law and under a Takaful arrangement. In order to avoid the Riba, Takaful treats participants’ contribution to the risk sharing scheme not as a premium in the way conventional insurance does. In Takaful terms it is treated as being a contribution in the form of donation with a condition of compensation. Furthermore, the pool of funds secured from those participants’ contributions or donations must be managed and invested in accordance with the Shariah.

In the same way that Gharar and Maisir represent a continuous challenge for Takaful operators to ensure that pure Takaful arrangements are free of them, Riba free investment and fund management is also becoming a specialist discipline which requires more in depth elaboration.

Comparison between Conventional Insurance and Islamic Insurance
	Basis
	Conventional Insurance 
	Takaful – Islamic Insurance

	Purpose
	Security and Profit
	Security & Co-Operation (help one another)

	Activity
	Buying and Selling as Product
	Co – Operation

	Payment
	Premium (Cost of buying insurance/security)
	Donation/Contribution

	Ownership of Fund
	With Insurance Company
	With the Members/ Participants

	Role
	Seller of Insurance Products
	Manage participants fund

	Investment
	Any financial product
	Only Shariah compliant products

	Sharing of surplus 
	No sharing with insured/ policyholders
	Surplus money is shared among the members/participants


 

OPERATING MODELS FOR TAKAFUL
Conventional Insurance is unacceptable because of presence of Uncertainty, Gambling & Interest. The Islamic Scholars developed an alternate model for the Islamic Insurance Companies. There are basically two models for implementing Takaful.

1. Mudharabah Model

2. Wakalah Model

 
 

The Mudharabah Model (Profit Sharing)
The term refers to a form of business contract in which one party brings capital and the other personal effort. The proportionate share in profits is determined by mutual agreement. But the loss if any, is borne only by the owner of the capital, in which case the entrepreneur gets nothing for his labour. The financier is known as “rab-al-maal” and the entrepreneur as “mudarib”. As a financing technique adopted by Islamic bank while the business is managed by the other party. The profit is shared in pre-agreed ratios, and loss, if any, unless caused by negligence or violation of terms of the contract by the “mudarib” is borne by Islamic bank. The bank passes on this loss to the depositors.

This model is essentially a basis for sharing profit and loss between the takaful operator and the policyholders. The takaful operator manages the operation in return for a share of the surplus on underwriting and a share of profit from investment.

Takaful is the pact among a group of people, called participants, reciprocally guaranteeing each other while Mudharabah is the commercial profit-sharing contract between the provider or providers of funds for a business venture and the entrepreneur who actually conducts the business. The operation of takaful may thus be envisaged as the profit-sharing business venture between the takaful operator and the individual members of a group of participants who desire to reciprocally guarantee each other against a certain loss or damage that may be inflicted upon any one of them.

By this principle, the entrepreneur or al-Mudarib (takaful operator) will accept payment of the takaful installments or takaful contributions (premium) termed as Ra's-ul-Mal from investors or providers of capital or fund (takaful participants) acting as Sahib-ul-Mal. The contract specifies how the profit (surplus) from the operations of takaful managed by the takaful operator is to be shared, in accordance with the principle of al-Mudharabah, between the participants as the providers of capital and the takaful operator as the entrepreneur. The sharing of such profit may be in a ratio 5:5, 6:4, 7:3, etc. as mutually agreed between the contracting parties.

Under the principle of Mudharabah, the operator as the mudarib or entrepreneur cannot charge its management expenses from the takaful fund. The profit as universally defined by conventional insurance companies, which in the case of general business is taken to mean returns on investment plus underwriting surplus, is then shared according to a mutually agreed ratio, such as 50:50, 60:40 or 70:30 between the participants and the operators. Management expenses of the operator including agency remuneration, if any shall be borne by the shareholders’ fund and not from the takaful funds. 

Under the Mudharabah principle, shareholders as owners of the operator have equal opportunity to enjoy a similarly fair return on their capital. The profit portion attributable to the shareholders is transferred to the shareholders fund and together with returns on investment of the fund itself shall pay for the management expenses. Any balance there from is declared as profit of the operator and dividends are distributed there from. 
 
 

Mudharabah Operating Model (In Takaful) 

Profit Sharing: 

[image: image1] 

WAKALAH MODEL
This model is a contract of agency, which replaces surplus sharing with performance fee. The takaful operator in this case acts as an agent (Wakeel) for participants and manages the takaful fund in return for a defined fee.

Under the Wakalah principle the operator being the agent of the participants can use part of the fund to cover its management costs. Under the Al Wakalah too, underwriting surplus of the takaful fund, if any, shall be distributed back to the participants only, based on the premise that the funds actually belong to the participants.

Wakalah Operating Model
[image: image2]Agency Operating:
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· More takaful companies are set up and run professionally. The first Takaful company was started in Sudan in 1979. In a period of almost four decades the number of takaful companies in operation has gone to 107.

· Global presence of Takaful companies. Takaful is presently in force in most of the islamic countries and now getting its roots in even non Muslim countries like UK. Malaysia is witnessing strong presence of Takaful companies. Middle east countries are all served by islamic insurance.

· Sale through banks. Like traditional insurance companies takaful companies are also collaborating with banks to capitalize on their strong data base of customers.

· Companies are well capitalized and demonstrate secured heaven for the funds.

· Retakaful capacity with triple A rating is available.

 

Market Trend : Present Scenario and Future Prospects  

Takaful is presently operating in many Islamic and Non Islamic Countries like UK, Malaysia, Middle East etc. Takaful is still in its developmental stage trying hard to establish itself as an alternative method of insurance for Muslims in particular. The Islamic countries do not exceed 1% of gross domestic product,” says Catherine Stagg-Macey, senior analyst and author of the report "An overview of Islamic Insurance: Market Trends and Technology considerations". She further said “Many of the challenges facing takaful operators are strategic,” “This market is trying to establish itself. While skills and resources can be borrowed from conventional insurance markets, there is significant investment required creating the business.” 
 

Global Market Trend   Figures in billions US$
	Year
	Premium in US$ billions

	2006
	2.10

	2007
	2.42

	2008
	2.78

	2009
	3.19

	2010
	3.67

	2011
	4.22

	2012
	4.86

	2013
	5.59

	2014
	6.42

	2015
	7.39


Source: report by Celent “An overview of Islamic Insurance: Market Trends and Technology Considerations 
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Source: report by Celent “An overview of Islamic Insurance: Market Trends and Technology Considerations
The takaful market is still in a formative stage and market projections estimate growth rates between 15% and 20% over the next 10 years, reaching US$7.4 billion in premium by 2015. With challenges around customer service and productivity, technology can enable this growing industry through its formative stage. However the appropriate marketing strategies shall be of immense importance for tapping the untapped potential.

Present Challenges for Takaful Industry – Insurers Point 

1. Awareness of Takaful is low : Private Research on behalf of a Takaful provider research found that most of the UK Muslims did not understand the term. Accordingly companies entering the Takaful business need to educate Muslim consumers about what Takaful is & its Shariah compliance.

2. Lack of skilled Human Resources: shortage of resources such as underwriters, actuaries, investment managers etc.

3. Lack of Retakaful Operator: Lack of Retakaful Operators to cater for the need to effectively transfer the risk outside the sector.

4. Investment Compliance: Lack of Shariah compliant investment opportunities.

5. Marketing to Non – Muslims – developing Takaful Insurance Industry as an alternate to conventional insurance. Its services shall be extended to all members of the society not only the Muslims.

6. Use of Information Technology in processing insurance services.

7. Lack of product range.

8. Education the masses that Takaful is Shariah compliant, as many who know about Takaful doubt its Shariah compliancy.

Potential for Takaful Industry:
Potential for the Takaful industry is high. Growth forecasts for Takaful are as abundant as they are enormous. Like towers in Dubai, each new forecast seems to be bigger and more extravagant than its predecessors. Yet the reality is that the take up of Takaful lags a long way behind its potential. With the global insurance market sized at approximately USD 1.6 trillion and Takaful amounting to approximately 0.7% the potential within the noble principles of Takaful will only begin to be unlocked when technology can truly deliver hyper – efficient distribution combined with very low cost administration. The accelerating technology trend towards the use of “software as a service” (SaaS could provide the key. (F. Tony, “Using the Power of The Web to Release the Global Potential of Takaful”, Takaful Articles, ICMIF Takaful, 2008)
CONCLUSION: Insurance life as well as general insurance is an essential part of the social protection system needed for any society and has its rightful place among Muslims too. However, years of misunderstanding and misconception have created mental blocks against insurance in the Muslim culture. It is believed that Takaful or Co-operative insurance is the right way forward towards the breakdown and removal of such blocks. If the system of Takaful is projected correctly and understood properly it could lead to a manifold increase in take up of insurance products in Islamic countries and amongst Muslims in other countries. If taken as a concept can even be an attractive insurance system for even non Muslims.

Insurance, especially life insurance is an essential part of the social protection needed for any society. It has its rightful  place in Islam but years of misunderstanding and misconception have created mental blocks against insurance in the Muslim culture. I believe Takaful or Co-operative Insurance is the right way forward towards the breakdown and removal of such mental blocks. This type of insurance has great deal to offer in Muslim countries where the spread of insurance per person and percent of GDP can increase manifold if the system of takaful is protected correctly and understood properly. It can genuinely enlarge the insurance market in the areas where traditional insurance has not been able to grow, as it should have done. This is true of personal lines, especially of life insurance or family takaful.

In order to create the essential trust and confidence, which is needed to remove the mental blocks just mentioned, the efforts to develop and manage takaful business must be genuine. Investors, entrepreneurs and insurers have good opportunity to take up challenge of developing insurance business on Islamic principles. After all Takaful is intrinsically in accordance with the indigenous consumer needs. 
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