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Takaful - Context

e Shari’ah Law

e The body of Islamic Law
* The term itself means “way” or “path”

» Legal framework within which public and some
private aspects of life are regulated

e Different views on the Shari'ah

* Body of precedent and legal theory established before the
19th century

» Constantly changing, and include Islamic legal theory
based on current realities (political and economic)
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Takaful - Context

e Takaful - What does it mean?
* It means insurance that is permissible under the
Shari’'ah Law

e |tis an Arabic word that means:

» Joint guarantee, or
» To guarantee each other

* In a sense, similar to mutual or co-operative
Insurance or Fraternal Societies in the earlier days

* To pool the community’s contributions
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Takaful - Potential

e Muslim Population
* Between 1/5 and 1/4 of the world population
e Mainly in Asia, Africa and Middle East

» About 0.6 million Muslims in Canada, 3.0 million In
the USA, 3.3 million in the UK, 10-12 million in

France

e Growth

* One of the fastest growing segments in North
America, particularly in Canada
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Takaful - Potential

World Muslim Population

70% - 100% 50% - 69%

10% - 29% - Less than 10%

- 30% - 49%




Takaful - Potential

e Potential Muslim Conservative Client Base
e Canada - estimated at 0.43 million
 USA - estimated at 2 million
UK - estimated at 2.2 million
* France - estimated at 6.2 million
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Takaful - Potential

Muslim Population
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Takaful - Potential

Insurance Client Pool
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Takaful - Potential

Total Premiums ($million)
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Takaful - Potential

Total Premiums ($million)

25.4  Calculation of the Potential Takaful Insurance Market
Again, the six (6) factors being considered are:

(i) BP = buying population, M for males, and F for females

(ii) PL = percentage of literacy,

(i) GDP = GDP / Capita,

(iv) ER = employment rate, equal 10 1 - UER (unemployment rate),

(v) LF = labour force occupation weighted as above, and

(vi) PM = percentage of Muslim population.

The other measure that we look at is the “Insurance Premium Income”™ (*IPI7), both for life ("L") and
non-life ("NL") business. These figures are reliably available for the more developed insurance markets
mentioned before.
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Takaful - Potential

Total Premiums ($million)
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Takaful - Glossary

Some New Terms

What we know

Shari’ah-compliant insurance
Life Insurance

Non-Life (General) Insurance
Bancassurance

Reinsurance

Uncertainty
Gambling
Usury

Segregated Funds
Insurance Company
Policyholder
Insurance Premiums

New terminology

Takaful

Family Takaful
General Takaful
Banctakaful
Retakaful

Gharar
Maisir
Riba

(Takaful) Window Operation
Takaful Operator
Contributor or Participant
Contributions

Lif

of Acty
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Takaful

e “Insurance” is technically forbidden
e Non-permissible elements

e But, “mutual cooperation” and “pool
contributions” are allowed for mutual benefits

e A question of form more than substance
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Takaful

e Non-Permissible Elements
e Uncertainty (“Gharar”): timing of payment, amount,
or whether made or not
o Gambling (“Maisir”). premiums could be seen as
small when compared to the potential payout

* Usury (“Riba”): not permitted under Shari’'ah Law
(note: does not contradict profits & capital gains)

| if s
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Takaful

e Some Structural Solutions

e Uncertainty (“Gharar”): ensure that some payments
are made in one form or another

* Gambling (“Maisir”): factor in some guarantees,
Return of Premiums, participation in profits, etc.

e Usury (“Riba”): use Shari'ah compliant funds
(increasingly available)
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Takaful

e Other Characteristics of Takaful

Must have a Shari'ah Board to uphold Islamic Law,
and connection with an external Islamic Institute

Must only invest in funds of Takaful products in
Instruments that uphold the Shari’ah principles (e.qg.
exclude alcohol manufacturers, gambling casinos)

Full disclosure of contract terms and profits
distribution between the participants and the
“Operator”

Reinsure with a Retakaful if available
“Window Operations” may be permitted

|
A : < (5
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Takaful

e Some Facts about Takaful

* The first Takaful company was formed in Sudan in
1979

* The second one was formed in Malaysia in 1984

» Large growth in Islamic Finance in the late 1990’s

* Response to the increasingly wealthy Muslims having
limited acceptable outlets to invest their money

* Penetration level of insurance in Muslim countries Is
1% of GDP; it's 10% in the non-Muslim countries

* 60% Is General Takaful, 40% Family Takaful
e Only 60 Operators in 30 countries worldwide
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Takaful

¢ Some Facts about Takaful (cont'q)

* Not a certainty that Muslims will also prefer Takaful
to conventional insurance - there is a question of
cost and level of devotion (e.g. Turkey)

» Takaful is also attractive to non-Muslims

e Ethical investments
e Full disclosure in contracts

Lite 2008
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Takaful - Wakalah Model

Management Expenses

:

Contribution a%, Wakala fees from Contribution Y Takan| Operator
b% of value of PA A
(100-a)% Wakala fees from Investments
—> Participant Account —{ Participants Special Account

| l
X% (100-X)%

Underwriting Surplus in PSA

Life 2008
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Takaful - Mudharabah Model

Contribution L. oo e

“‘investment” premium [
\ Participant Account 2% v

(investment account) <«— Investment income from PA

(one account per participant) |¢—

Participants Special Account
: (100-2)%

4 (risk account)

5 & s omaritin (common account for all)

'

Underwriting Surplus in PSA
\ 4
(mo_x)%\A Takaful Operator

x%
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Re-Takaful

e Opportunities for Reinsurance

e Takaful has been small but growing rapidly abroad

e Growing demand because of “Shari’ah compliance”
and increasing wealth

» |f Retakaful is available, then must use it

» Retakaful has been almost non-existent, and
therefore limiting the growth of Takaful

| if s
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Thank you!

Marie-Luc Robert, Eckler Ltd.
mlrobert@eckler.ca
+1 (514) 512-1237
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Understanding Takaful

@ To understand Takaful one needs to first understand Islamic
jurisprudence and how the economy and the financial system
would work from the Islamic perspective. This perspective is
explored in the attached Appendix and covers briefly:

— The basis of Islamic Law (termed as Sharia law, Sharia literally
means clear, well-trodden path to water)
— The Islamic economic system and how Return should be linked to
Risk
— The current state of Islamic Finance
@ This presentation will focus on Takaful — the concepts, current

practice and challenges. In meeting the challenges, the role of
the actuary is considered.




Basics of Islamic Finance as it relates to
Takaful

Islamic Finance

& Basic principle is that the provider of capital
and the user of capital should share in the
risk of any business ventures.

& Concept of partnership, principally the
various bases of sharing profit or loss i.e.
equity financing, defines Islamic Finance;

— Risks should be shared rather than
transferred

— Money is used only as a medium of
exchange and not as a commaodity
(earning interest). Thus, interest based
debt financing is prohibited.




Conditions underlying a Sharia compliant contract of
compensation

@ No Riba (interest, usury)

@ No Gharar (uncertainty, sale of
risk)

@ No Maysir (gambling)

@ Engage in permissible (halal)
dealings and avoid prohibitive
(haram) dealings. Examples of
prohibited dealings would be
businesses related to alcohol
and tobacco production.

Sharia compliant contracts of compensation
(sample)

& Commercial contracts are defined by contract types. Each contract
type automatically assigns specific rights to the parties to the contract.

Partnership between capital providers.
Profit, shared in an agreed percentage (e.g.

Musharaka
- oint stock companies)

Partnership between capital provider and
entrepreneur. The former brings capital, the
latter brings expertise/effort. Profit is shared
in agreed percentages. Losses accrue to
capital provider only. Entrepreneur bears
his own expenses.

Entrepreneur given a fixed fee for his
expertise/effort. Does not share in profit or
loss which accrues to the capital provider.
Entrepreneur bears his own expenses.
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Why is Conventional Insurance not Sharia compliant?

@ Insurance involves the trading of risk in the process of which
pure risk (on the part of the policyholder) becomes speculative
risk (on the part of the insurer). The shareholders of the
insurance company accepts the premiums in exchange for the
promise to pay a claim should a contingent arise.

@ There are elements of uncertainty in the transaction, from the
perspective of the policyholder a claim may not arise.

@ Insurance companies invest in bonds (carries interest) and
may hold equities of companies involved in prohibited
activities.

What enabled the establishment of Takaful?

@ The Islamic Figh Academy under the auspices of the
Organization of Islamic Conference ruled in 1985 that :

“Insurance through the concept of a cooperative (which is
founded on the basis of Tabarru’ and mutual assistance) is
acceptable in Islam”

@ This is the basis of modern Islamic Insurance where the
insured is also the insurer. Risk is not transferred, rather it
is shared. Premiums are treated as Tabarru’, a gratuitous
contract, to address the uncertainty associated with claims
experience. Tabarru’ is loosely interpreted as donations,
and as such can accommodate the Gharar associated
with Takaful, without invalidating the contract in Sharia
law.




Takaful Operation
-Mutual/Cooperative Approach

» The whole premium is treated as a Tabarru’ to the Takaful Mutual

pool

Management
sales expenses,
reinsurance /

retakaful expe

and claims payab
together

with contributio
reserves

Income from
investment of
premium and
provision/ reserves

Premium

Policyholder Tabarru

an

nse Surplus/(Deficit)

n to

» The policyholders/owners of the Takaful Mutual hires the managers

to run the operation and the managers in return rece

ive wages

= After meeting expenses and claims a surplus or deficit accruing to

the policyholders arises
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Takaful Operation

- Hybrid approach (Proprietary / Mutual approach)

& The policyholders could alternatively “contract ou

t” certain of

these functions to a proprietary company (the Takaful

Operator, TO). Under this hybrid approach these f
performed on behalf of the policyholders through
Sharia compliant contracts.

Under this approach, and for example using

unctions are
appropriate

the Wakala

(Agency) contract, the premium is first divided between the fee
payable to the Company (which is paid into the shareholders

account) and the Tabbaru’ (which is paid into the
pool).

Takaful risk

11




Takaful Operation
- Hybrid approach (Proprietary / Mutual approach)

Takaful Pool outsources

Sharia Contract

Company receives

Administration, distribution,

Underwriting, actuarial &

finance

Wakala Contract

A fixed fee calculated as a
percentage of premium or
alternatively a fixed amount

Investment of Takaful Funds

Option 1: A fixed percentage of funds
Wakala Contract under management

Option 2: An agreed percentage of the
Mudharabah profits from investments
Contract

12

businesses.

The Issues Conventional Insurance Takaful
The policyholder does not know In accordance to the requirement
o The how his premium is utilised, i,e, to avoid Gharar, the Takaful
.. ,» | how much goes for expenses , how | contract clearly sets out what is
black box . ; )
much goes to profit of the insurer | for expenses and profit and what
and how much to pay claims. is used to pay claims.
Lo A No riba investments and
Insurance companies invest in riba | . ;
L . investments only made in
eThe earning instruments and in . P
. T S . » | accepted businesses (significant
investment | companies involved in “forbidden

overlap with Socially
Responsible Investments).

@ The benefits

In some cases the policyholder
makes a windfall as result of being
eligible to claim under a policy. For
example, “new for old” policies.
This has elements of gambling
(maysir)

Strictly a contract of Indemnity.

@ The
uncertainty
(gharar)

The policyholder may or may not
claim under an insurance contract.

Thus, the insurance contract
between the company and the
policyholder is not valid in Sharia
law.

The participant may or may not
claim under a Takaful contract.

Risk contributions are treated as
donations and risks are shared
rather than transferred.

13




Takaful Products
- Non life, hybrid approach

@ A Takaful risk fund is maintained separate from the shareholders
funds. A part of the contributions (i.e. premiums) are treated as
Tabarru’ and paid to the Takaful risk fund.

@ Additionally the Takaful risk fund may be further subdivided by
risk type, e.g. personal lines separated from commercial lines or
even by the risk covered (e.g. household separate from
motorcars).

@ Surplus in any one fund is distributed back to policyholders
usually through a renewal premium discount.

& Deficits not funded by provisions in the Takaful risk fund, are met
through interest free loans (Qard) from the shareholders funds.
Qards will then have a first charge on the future Takaful risk fund
surpluses until the loans are fully repaid.

14

Wakala Model
Example - Medical Takaful

Contribution from
SHAREHOLDER Policyholder/Participants P@ @

Wakala Fee on
0,
Contribution 30%

Commission
15%
Mgmt Expense
10%
Profit
5%

100% surplus
distributed to

D Wakala Fees Participants
Claims

Fund
Management
Wakala Fee

0.5% NAV |

[Tabarw ool Ris

0, ——
70% Fund

Fund Mgmt
Costs

Profit

15




Takaful Products
- Life, hybrid approach

@ The savings component of the premium is usually maintained
on a personal account basis as there is no guarantee on
investment returns (ala Unit Linked insurance) but need not be
necessarily unitised.

& The risk component of the premium is treated as a Tabarru’
and accumulated in a common risk account similar to non-life
Takaful

& Various fees are deducted by the Takaful Operator at the
premium level and at the total fund level to meet the
company’s expenses and generate a profit

16

Wakala Model
Example - Family (Life) Takaful

Contribution from
SHAREHOLDER Policyholder/Participants P@ @

Wakala Fee on o 2% NAV
0,
Contribution x% . Fund
Savmgs Management
g Wakala Fee
Fund

(1-X)% rakaful Rish l
Costs

Profit

=

00% surplus
distributed to

D Wakala Fees Participants
Claims

17




Role of Capital

& Although risks are retained within the Takaful risk funds, a
mechanism is required to smooth out the expected claims
fluctuation

@ Funding of these volatilities come first through the utilization of
provisions in the Takaful risk fund built from undistributed past
surpluses and next from loans made from the shareholders
funds. These can be seen as subordinated interest free loans
(Qard Hasan).

@ Loans are to be repaid as a first charge from future Takaful risk
fund surpluses

@ Capital is also necessary to fund the initial cost overruns
associated with any start ups and the solvency margins
required by the Regulators

18

Rewarding Capital in Takaful

@& Under the Wakala contract, the Takaful Operator (TO) receives
a wakala fee to manage the underwriting business

@ Wakala fees are set in the pricing process to cover management
expenses, distribution costs, and profit for servicing the capital

@ In addition a fee is usually payable to the TO for managing the
investments of the Takaful funds (similar to management fees
charged by asset management companies)

@ By increasing the volume of Takaful participants (thus lowering
marginal costs) and increasing the fund under management
(resulting in higher income from asset management services),
profits to the shareholders can be maximized

19




Attraction of Takaful to policyholders (called
participants)

-]

Management cost overruns in the initial set up phase are borne by
shareholders

Policyholder can choose the better managed Takaful fund with a
good surplus refund track record

There is complete transparency as the TO should disclose its
wakala fee structure and surplus distribution policy in the takaful
contract.

The investments of the Takaful funds would be Sharia compliant.
Sharia compliant investments are compatible with Socially
Responsible Investments.

20

ReTakaful (Sharia compliant reinsurance)

@ The need for Qard can be minimized through appropriate retakaful

arrangements.

& Retakaful is different from reinsurance in that;

— The reinsured is not the TO but instead it is the Takaful Risk
Fund

— The TO acts as the agent to the Takaful risk fund to secure the
necessary retakaful programs

— While reinsurance acts to spread the volatility of the insurer’s
profits over time, retakaful is more akin to a sharing in a risk
pool by the various Takaful risk funds at a specific time

21




Takaful —issues with aligning the interest of
shareholders to policyholders

&

Modern Takaful is a hybrid of a Mutual plus a Proprietary
operation

Some Takaful Operators naively see themselves as just a
manager being remunerated by a fee (the wakala fee) and not
too concerned about the financial impact of imprudent
underwriting and imprudent investment practices

Yet some others are more concerned about maximizing return
to shareholders and not giving sufficient attention to the need
for treating policyholders fairly

Caught in between Takaful Operators and policyholders are
the Regulators who are concerned with solvency issues and
potential misselling

22

Can Takaful be established without Takaful specific
regulations?

&

There will necessarily be compromises in such an environment.
Sharia needs to be flexible and allow “work around” solutions.

Less flexible are the accounting, tax, legal and regulatory
framework in the country.

Takaful/Takaful-like products have been developed in non
Muslim majority countries like Singapore, Sri Lanka and the
United Kingdom.

The country with the most Takaful specific regulations is
Malaysia. Malaysia has over 20 years practical experience in
regulating Takaful.

Takaful is also specifically mentioned in the Insurance
Regulations in the Middle East e.g. in Bahrain and Qatar.

23




The role of Actuaries in Takaful —in a Takaful operation

@ Although rooted in Sharia law, Islam places great importance
in the development of science as evidenced by the numerous
scientific discoveries during the golden age of the Islamic
civilization in the 8™ to the 13" century

@ The issue facing Sharia scholars is that they are not “experts in
insurance”. Actuaries are. The actuary advising Takaful
companies will be well served if he/she understands the issues
of concern to Sharia.

@ The underwriting limitations placed on the Takaful company by
the Mutual nature of Takaful requires the attention of the
actuary in product selection and design

24

The role of Actuaries in Takaful —in a Takaful operation

@ The limitations of asset classes which satisfy the Sharia
requirements does mean that currently product design and
pricing is rather challenging for actuaries

@ The Mutual nature of the Takaful risk fund requires that an
appropriate surplus sharing policy should be designed at the
outset, as it affects pricing and systems, and not left to a later
time. This policy should also set out how surplus would be
retained as a provision for future claims volatility.

@ However, the biggest issue facing Takaful and requires the
actuary’s attention, is how to effectively align the interest of the
shareholders with that of the policyholders. Only with such an
alignment can the long term sustainability of a Takaful operation
be assured.
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The role of Actuaries in Takaful —in the Regulator’s
office

&

Actuaries also have an important role as a Regulator of Takaful.
Due to the complex accounting required in Takaful and the hybrid
nature of the business, common measures of solvency may not
necessarily apply.

Regulators need to ensure there is no misselling of Takaful as the
participants (policyholders) may not understand how risks are
distributed in a Takaful contract.

There is also the issue of what capital and solvency margin is
required in a Takaful operation. lIdeally this should have
consideration as to what are the risks and where the risks reside.

Operational risks is perhaps higher in a Takaful operation as
compared to a conventional insurance operation due to the hybrid
nature of the operation.

26

Takaful —in the final analysis

&

For Takaful to succeed it must be able to demonstrate to the
consumer that it is superior to conventional insurance

Takaful is not limited to Muslims. It is another product line with
emphasis on transparency (insurer’s fees are clearly set out), the
sharing of risks (which should be fairer to policyholders especially
when risk pricing is arbitrary) and investing only in Socially
Responsible Investments (Islam like many other religions,
promotes a healthy lifestyle and sustainable development)

There are still bugs to be ironed out in Takaful. The lack of a
global standard for Takaful does not help the issue.

The role of Sharia in Takaful is that of a reviewer, the business
decisions remain with the Takaful Operator as is the responsibility
that policyholders are treated fairly.
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Appendix: Islamic Law

Sharia law — basis and coverage

@ Islamic jurisprudence (figh) arises primarily from interpretation
of the Quran (the Muslims holy book) and Sunnah (collection
of sayings and practices of Prophet Muhammad)

@ Sharia law is comprehensive. There are Sharia laws relating
to;
— Crime and evidence
- International relations
— Commercial transactions
— Marriage, divorce and inheritance
- Belief and religious practice (e.g. how to pray)
— Dietary rules
— Manners and morals




Sharia based and Sharia compliant

& Sharia based

— Adoption of clear Islamic practices/transactions. This would be
directly from the Quran and the authentic Sunnah.

— These sources are immutable

@ Sharia compliant

— This would also include (in addition to the clear commandments
above), laws derived through consensus of opinion by Islamic
jurists, analogical reasoning and independent juristic reasoning

— Such rulings should not go against Islamic principles as revealed
through the Quran and authentic Sunnah

@ Due to flexibility in interpretation, these fatwas (opinions) may
differ among Islamic jurists. This may lead to Sharia arbitrage.

@ An Islamic jurist’s fatwas may also change over time

30

Conditions underlying a Sharia compliant contract of
compensation

& No Riba (interest, usury)

@ No Gharar (uncertainty, sale of
risk)

& No Maysir (gambling)

& Engage in permissible (halal)
dealings and avoid prohibitive
(haram) dealings. Examples of
prohibited dealings would be
businesses related to alcohol
and tobacco production.

31




(sample)

MusharaKé

Mudharé.’bé

Wakal'a::

Sharia compliant contracts of compensation

@ Commercial contracts are defined by contract types. Each contract
type automatically assigns specific rights to the parties to the contract.

Partnership between capital providers.
Profit, shared in an agreed percentage (e.g.
oint stock companies)

Partnership between capital provider and
entrepreneur. The former brings capital, the
latter brings expertise/effort. Profit is shared
in agreed percentages. Losses accrue to
capital provider only. Entrepreneur bears
nis own expense

Entrepreneur given a fixed fee for his
expertise/effort. Does not share in profit or
loss which accrues to the capital provider.
Entrepreneur bears his own expenses.

32

Appendix: The Islamic
Economic System and how

Return should be linked to
Risk




Islamic Economics

@ Islam like many other religions, places
the interest of the community above that
of the individual.

@ Islamic economics recognize the
individual rights to private property.

@ But... places certain restrictions and
obligations on the individual.

34

Islamic Economics
-consists of two distinct parts

= For those who have directly taken part in producing wealth
(primary rights)

Capital (Net
Profit)

Land (Rent)

Land Entrepreneur Gross-come: ;P

= For those who have not directly taken part in producing wealth
(secondary rights)

Capital -
C} _ lelgatory Za_kat To the needy
> or tithe (on profit and > (predefined list)
Land | Idle assets) b

Labour
8 | PN Hacneran

(donation) (general)
Entrepreneur -discretionary g
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Islamic Finance

& Basic principle is that the provider of capital
and the user of capital should share in the
risk of any business ventures.

& Concept of partnership, principally the
various bases of sharing profit or loss i.e.
equity financing, defines Islamic Finance;

— Risks should be shared rather than
transferred

— Money is used only as a medium of
exchange and not as a commodity
(earning interest). Thus, interest based
debt financing is prohibited.

36

Does Islam recognize the time value of money?

& Yes, there are Sharia compliant contracts which allow
goods to have a higher price if it is settled on a deferred
payment basis. Usually these are short term contracts of
one year or less.

@ Trading of debt is not allowed by Sharia, Sukuks (Islamic
bonds) are therefore asset based. When Sukuks are traded
it is the underlying asset (or part of the asset) that is traded
not the debt.

@ Although Islam recognizes the time value of money, the
lending of money with the intention of living off the interest is
prohibited. Selling and buying of debts is also prohibited.
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What is the difference between Asset Backed and Asset
Based bonds?

&

Mortgage Backed Securities (MBS) are asset backed bonds
where the ownership of the properties remain with the borrower
of the funds. The properties are only used as collateral.

Mortgages structured on a diminishing Musharaka (partnership)
basis is an example of asset based lending.

Here the ownership of the property is shared between the
lender and the borrower on a diminishing equity basis to the
lender until the full purchase price (which includes a mark up) is
repaid. It is deemed equity financing as there is co ownership of
the property until the purchase price is completely paid.

When a Sukuk is traded, it is the Sukuk holders’ remaining
equity in the underlying asset that is being traded, not the
receivable itself.
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Appendix : Islamic Finance —
The current status




Demand for Islamic finance in world credit markets is
increasing rapidly

& Sovereign Debt
(e.g. Malaysia, Bahrain, German State of Saxony —
Anhalt, usually US$ based but more recently local
currency)

& International Agencies
(e.g. World Bank)

& Corporate Debt
(e.g. Dubai Port World)

& Project Finance
(Massive infrastructure projects in the Gulf, estimated in
excess of US$1.6 trillion by S&P)

& Consumer Debt
(Surge in consumer demand for personal loans in the
Gulf region)
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Demand for Islamic finance in world credit markets

& Sukuk Market
Amount doubled in 2007 to exceed US$60billion up 120 times
from 2001 volumes of US$500million. Prospering as a result of;
— Support from Regulators in the Gulf and Asia
— Massive infrastructure projects in the Gulf

— Islamic Banks struggling to balance their loans with stable
funding because of rapid increase in residential real estate
lending (currently there is a widening mismatch between loans
and deposits)

- Investors from London to Tokyo looking at sukuks to tap the
huge amount of liquidity in the GCC

@ |n 2007 more than 100 sukuks were issued from 10 countries
(42% were in USD down from 85% in 2002)

Source: S&P
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What is Retakaful?

Retakaful is ...
= Reinsurance of Takaful Operators

= QOperating on the same principles as Takaful Operators, i.e. fully compliant
with the Shariah

= Retakaful is not a type of reinsurance but an Islamic alternative to
reinsurance

é\kaful Lingo
= Retakaful Operator = Reinsurer

» Family Retakaful = Life Reinsurance

= General Retakaful = Non-Life Reinsurance /

What is Retakaful?

Retakaful is still in its Infancy

W “Reinsurance” 4.240.000
. — ] i)
Little known... QO “Retakaful” 24,300
W/ .
8 “Insurance” 405,000,000
“Takaful” 254,000

= ...and underdeveloped:
» 1979: First Islamic National Reinsurance in Sudan
» 1985: First Retakaful Operator BEST Re, Tunis, Tunisia

» 1997: First Operator in Asia - ASEAN Retakaful Limited (ARIL),
Labuan

» 2004: Tokio Marine Nichido Retakaful, Singapore

» 2005: Takaful Re Limited, Dubai, UAE

» 2006: Hannover Re Retakaful, Bahrain

» 2007: MNRB Retakaful, Kuala Lumpur, Malaysia

» 2007: Munich Re Retakaful, Kuala Lumpur




Why is Retakaful necessary?
Shariah Scholars’ View on Conventional Insurance

Conventional Insurance does not fully conform to the Shariah:

= The Fatwa Committee in Malaysia declared in 1972 that the life insurance
as practiced in the country was unlawful as it had the element of riba,
gharar and maisir.

= Similarly, the First International Conference (1976) on Islamic Economics
(Mecca) resolved that:

"Commercial insurance as presently practiced does not satisfy the
Islamic conditions for it to become acceptable.”

= Resolution No 9 ‘Concerning Insurance and Reinsurance’ of the Islamic
Figh Academy (Jeddah, 1985):

“First: The Commercial Insurance Contract, with a fixed periodical
premium, which is commonly used by commercial insurance
companies, is a contract, which contains major element of risk, which
voids the contract and, therefore, is prohibited (Haram) according to
the Sharia.... "

Why is Retakaful necessary?
Reinsurance is not Shariah compliant

Naturally Reinsurance also has elements not in the line with the Shariah:

Maisir — Maisir is gambling and is deemed to be prohibited. Conventional reinsurance is
Gambling evaluated as a kind of gambling as the cedant makes a bet on the loss
occurrence. Think of acquiring wealth on luck and at the cost of others.
Gharar - It is related to Maisir and means that it is not acceptable in contract relations to
Risk, make payments conditional upon the outcome of an uncertain event.

Uncertaint . . . . .
Y Under Shariah conventional reinsurance contracts are bilateral and contain an

element of ambiguity/uncertainty because of the uncertain occurrence of loss
(timing) and the uncertain indemnification (amount) respectively.

Think of “selling the fish in the water”.

Riba - Paying and/or receiving interest is not permissible. In reinsurance companies

Interest this refers to the investment side (e.g. investments in fixed interest rate assets
like bonds) as well as to the liability side (e.g. fixed interests on FinRe
arrangements).

Haram — Certain commodities/activities such as alcohol, gambling and pork are

Forbidden/ |forbidden, as are any associated activities/investments.
Unlawful
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How to make it Shariah-compliant then?

Resolution No 9 Concerning Insurance and Reinsurance of the Islamic
Figh Academy (1985, Jeddah/KSA) outlines an alternative:

“Second: The alternative contract, which conforms, to the principles of
Islamic dealings is the contract of co-operative insurance, which is
founded on the basis of charity and co-operation. Similarly is the case of
re-insurance based on the principles of co-operative insurance.”

Mutual Cooperation Retakaful Operator
Takaful Pool -of donations to mutl.JaIIy
assist the members against a
Operators defined loss or damage Re;a;koa}ful

Donation (tabarru)




How to make it Shariah-compliant?

Maisir —
Gambling
Gharar -
Risk,
Uncertainty

The pooling eliminates gharar, as the uncertainty about future claims
events is certainly still existent but acceptable as the tabarru is meant
for mutual assistance and not for profit taking or gambling.

The policy becomes a contract of charity, which is not affected by the
prohibition of gharar as it tolerates a degree of uncertainty and
ambiguity.

Due to the pooling character, risk is shared not transferred!

Riba -
Interest

Haram —
Forbidden/
Unlawful

Takaful operations do not involve any element which is not approved
by the Shariah. For example, investments must be in Shariah
compliant financial instruments. Therefore a Shariah Advisory Board
of reputable Shariah scholars is supervising the operation.

The takaful contract must be transparent and without ambiguity. For
instance, it must clearly state any fees or charges deducted from the
cedants contribution and the basis of surplus sharing.

Retakaful Operation

High Level

Structure

‘ {Insurance/TakafuI Regulator} { National Shariah Council } ‘

Cedant 1

/Risk Administrator/ Retakaful Operatch

Management /
Board of

Shariah Advisory

Board Directors

Islamic
Investments

Retakaful Pool

10




Retakaful Operation
Operational Retakaful Model

A Retakaful Operator as a professional risk administrator operates on
the same model as a takaful operator:

= Cooperative/Mutual Model
» not a common retakaful model

= Mudarabah (Profit-Sharing Model): The operator acts as a Mudarib
(entrepreneur) and the cedants as capital providers. A contract details how
underwriting surplus and investment profits are shared (e.g. 60% to
retakaful and 40% to cedants).

» some Shariah councils have raised concerns about the sharing of
the underwriting surplus with the retakaful operator

» commercially attractive though

11

Retakaful Operation
Operational Retakaful Model

= Wakalah (Agency) Model: The retakaful operator acts as the Agent and
administers the funds on behalf of the cedants. In return he receives a
Wakalah Fee (e.g. 20% of retakaful contribution) to cover the operating
expenses and profit margin.

» But aren’t underwriting profits the main source of income for
reinsurers?

» Fixed guaranteed income, but commercially less attractive, as no
upside potential

» A retakaful with global ambitions has to use a model that it accepted in
his target markets, i.e. avoid Mudharabah on underwriting surplus

= Combination of the above; current trend is towards a Wakalah on

underwriting and Mudharabah on investment activities. 1




Retakaful Operation

Example: Munich Re Retakaful Family Model

Takaful

MRR Shariah Advisory _Board

e |8

Sralkh Ezam
Muhaenimed kshas,
Wahrain

O, Youpes Eausihi.
b L almysia

Wl
enman Knhan,
Padstan,

Operators

Retakaful
contribution

Tabarru (e.g. 80%)
v
Global
Retakaful Pool

Claims
Contingency
Reserve

/

Underwriting Surplus

'_ 25% of Surplus
\

\~

75% of Surplus

Surplus/(Deficit) }4 --------

Wakalah Fee (e.g. 20%)

Investment Profit

MRR Management
Shareholders’ Expenses
Fund
*
;[ s
R
Reserves case of a
1 | deficitin the
Islamic i | fundtobe
| H repaid from
nvestments = | surplusesin
i | future years
.................................. H
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Retakaful Operation
Key Aspects

» Retakaful is a Shariah compliant
form of reinsurance based on
principles of tabarru and
mutuality, i.e. operating fully
within the Shariah spirit.

= Tabarru is an agreement to
relinquish certain portion of
contribution as donation to fulfill
obligation of mutual help and joint
guarantee (‘bear ye one another’s
burden’), hence it eliminates
gharar.

= Reinsurance is risk-transfer to
the reinsurer but retakaful is
based on mutual risk-sharing
among the participants (cedants).

= The retakaful fund belongs to the

cedants, not to the retakaful!
Hence separate accounts for
shareholders and cedants.

The retakaful operator has to
provide an interest free loan
(qard hasan) if the fund is in a
deficit. The loan can be
recuperated from future surpluses.

Some Shariah councils have
raised concerns about the
sharing of the underwriting
surplus with the takaful operator.
Hence some models might not be
allowed in certain regions.

14




Retakaful Operation
Pool Management Task

Retakaful operators work on the principle of pooling of |,
individual risks from various operators (and countries): i!.

Separating different business segments into different retakaful funds with similar
risk profiles (homogeneous), e.g. fire, motor, family takaful, health takaful, etc.

Establishing large funds comprising of large number of preferably uncorrelated
individual risks (diversification, Law of Large Numbers) - reduces volatility

Diversification can be geographically in the case of an international retakaful pool
and/or over time due to surplus sharing methodology, claims contingency reserve
and gard hasan

Risks are individually underwritten, i.e. risk adequate premium are charged (no flat
pool rates)

» Family takaful (life) risks are fairly homogenous and ‘easy’ to pool, even across
countries (Munich Re Retakaful manages a Global Family Retakaful Pool). Not so

easy with general takaful risks that are less homogeneous and more complex 15

Retakaful Operation
Surplus Sharing Mechanism —Who gets what?

= The Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI) Standards lay out methods to distribute surplus:

1. Allocate surplus to all participants

2. Allocate surplus only to those participants who have not made any
claims in the valuation period or where the amount of claims is less
than the contribution paid

= Ethical and economical reasons require that pool participants pay for each
others’ misfortune, not for poor risk selection

= Hence the second option is a better means to provide incentives for proper
underwriting and claims handling of the pool participants, which is to the
benefit of the pool, as it will finally result in better claims experience

16




Retakaful Operation
Claims Contingency Reserve (CSR)

= The contingency reserve acts as a buffer against an adverse claims
experience , i.e. to reduce fluctuations in underwriting results

= The CSR is built up by surplus within the respective retakaful fund

= Any deficit within the pool shall be charged to the contingency reserve
before an interest free loan (gard hasan) is provided

= |f the operating result of the fund is positive, it will be used to repay any
outstanding gard hasan first

= Intergenerational equity might be an issue, as early participants would
fund the CSR . Best considered in surplus sharing formulae.

.»-?.A ) \)k \ '
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Retakaful Market
The Past ...

= Very few retakaful operators; mostly low
capitalization, not rated

= Service and capacity not up to what was offered by / The darurah rule
conventional reinsurers "necessities justify
that which may be
unlawful" is the
most important
principle that

= This exception was based on the ‘darurah’ or > provides Muslims
necessity principle. with guideline to
bypass the
impasse in

= QOperators continued using conventional reinsurance
and this was considered acceptable as long as there
was no practicable Shariah compliant alternative.

= Mostly only the terminology was replaced in the
treaties, but obligations to refund sur_pluses_or practicing upon the
el_ements of wakala fees were not mirrored in the principles of the
reinsurance arrangements Shariah.

= Retakaful Operators were mostly followers in treaties /
lead by the international conventional reinsurers

19

Retakaful Market
The Present ...

= Entrance of international players Retakaful Operators / Windows:

like Munich Re, Hannover Re. And
counting. * Munich Re Retakaful, Kuala Lumpur,
Malaysia (rated AA- by S&P)

= But takaful market |S St'” Very Sma” = Hannover ReTakaful, Bahrain (A)
($3+ bn, onIy 1%o of world market) = Takaful Re, Dubai, UAE (BBB)
and so is the retakaful market, but = Asean Retakaful International Limited

positive outlook due to (ARIL), Labuan, Malaysia
. . = MNRB Retakaful, Kuala Lumpur,
. increasing pressure on Takaful Malaysia

providers by Shariah Boards to

. o = Tokio Marine Retakaful, Singapore (AA)
utilize retakaful capacity first

= Labuan Re, Labuan, Malaysia

.. huge untapped potential for family | * Converium, Labuan, Malaysia (A-)
takaful = Best Re, Tunis, Tunesia (BBB)

= Relndo, Jakarta, Indonesia
= Financial strength is still key = Nasional Re, Jakarta, Indonesia

criterion for reinsurance/retakaful « Marein, Jakarta, Indonesia
selection

20
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Opportunities for Retakaful Operators
It is simply the huge untapped Potential

Countries by Muslim Population in %

N,

S

|

ig5s

About 1.5 billion Muslims worldwide, i.e.
25% of world population, but only
contributing about 5% of global
insurance premium

\

}

J

Growing demand for Takaful

11

Growing demand for Shariah-
compliant reinsurance capacity

1l

Shariah boards are likely to revoke
exceptional permissions that
allowed traditional reinsurance

Munich Re believes in long-term growth potential of Islamic reinsurance
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Challenges for Retakaful Operators

Achieving a Critical Mass

» The key challenge for the retakaful operator is to reach a critical mass of
retakaful contributions to reduce claims volatility in the pool

» ... and to achieve economies of scale

Retakaful Awareness and Acceptance

» There is often misunderstanding about how retakaful works - takaful
operators are used to reinsurance and assume that retakaful works in the
same way. It doesn't.

» Retakaful might requires changes to their systems, which they don't like

Retrotakaful Capacity

» Lack of retrotakaful capacity for smaller retakaful operators due to small
number of retakaful players and competition

23

Challenges for Retakaful Operators

Market Environment

» Competition with conventional reinsurers:
+“ Need to be on par in respect rates, services and financial security
«+ Additional expenses, e.g. to ensure Shariah compliancy

Islamic Investments

» Limited options for Shariah-compliant investment of retakaful
contributions:

% Lower investment returns
+ Lack of long-term and high-grade financial instruments
¢+ Concentration and liquidity risk

- Investments are of lesser importance f or family retakaful whon a yearly
risk premium basis

- more important though for general retakaful due to large volumes written

The difficulties will be overcome, but it requires to start now to build
up mass, experience and confidence in the system

24




Thank you for yaur attention!
Terima kasih!

tinchener Riick
unich Re Group

5 Managing'Director Family Retakaful
Munich Re Retakaful

Suite 13.1, Level 13, Menara IMC
8 Jalan Sultan Ismail
50250 Kuala Lumpur, Malaysia

Tel : (603) - 2380 8500
DID : (603) - 2380 8432
Fax : (603) - 2032 5822
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