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	1. Give short answers for the following questions:

I. What is ‘Takaful’?

Insurance has become a need of businesses and individuals for mitigating risks and losses and lessening the impact of catastrophes on their lives and wealth. Financial institutions also have to take out insurance cover to safeguard against losses. Takaful is not a new concept for Islamic commercial law. It requires that the nature of the main insurance contract should be converted to a contributory arrangement in which the losses to members may be covered from the Takaful pool on the basis of mutual help and sacrifice. It can be concluded that it is a pool out of which members losses are recovered and it is based on mutual cooperation among members.
II. Why conventional insurance is prohibited in Islam? 

Commercial insurance is unlawful due to the involvement of Riba (interest), Qim¯ar and Maisir (gambling), Gharar (excessive uncertainty) and the invalid transfer of risk from the insured to the insurer. As a whole, it contains the element of temptation and cheating and is incompatible with the natural and ethical methods of earning money.

Riba is involved in conventional insurance both directly and indirectly: an excess on onside in the case of exchange between the amount of premiums and the sum insured is the dire involvement of Riba, while investment in interest-based businesses by the insurer refers to the indirect involvement of the policyholder in Riba-based transactions.
Conventional insurance involves Khatar as a policyholder enters into a business deal in which his liability and the right both remain contingent. He loses the amount given as premium if the event of insurance does not occur, as in the case of general insurance. The insurer (company) does not know how much he will owe to the insured. In many cases, an insured also does not know how much he will pay ultimately to the insurer.

In life policies, a policyholder has generally to lose all premiums that he has paid if he cancels his policy within the first two or three years of the contract.

The insurer receives premiums and undertakes to fulfill the loss or damage to life or

property of the insured. It is either in surplus or in deficit if the claims are less or higher than the premiums received, respectively. This becomes a monetary or commercial transaction in which the insurer owns an underwriting surplus (UWS) or underwriting loss (UWL).

Finaly, it is pertinent to keep in view in this regard that Gharar, or uncertainty, is prohibited when it is involved in commercial/commutative contracts. As conventional insurance is a commutative contract, any involvement of uncertainty would invalidate the contract.
III. What is the aim of Takaful system? 

Its aim from the policyholders ‘point of view is mutual help and not earning profit or any windfall gains, as in the case of conventional insurance. In all forms of Takaful, like family Takaful (alternative to life insurance) or general Takaful, the participants agree to help one another out of their contributions at the time when any of them faces any catastrophe or incurs any defined loss. As a business venture, however, the operators can get fees and/or share the profits against their services and the policyholders/partners can share the realized profit, if any, after making up the losses incurred by the group members.
IV. How the Takaful system works? 

A Takaful company serves as a trustee or a manager on the basis of Wakalah or Mudarabah to operate the business. The operator and the partners who take any policy contribute to the Takaful fund. Claims are paid from the Takaful fund and the underwriting surplus or deficit is shared by the participants. In life policies, a part of the contribution is also kept as an investment fund. The operator uses the funds in the business on the basis of Wakalah or Mudarabah. The underwriting surplus or deficit belongs to the policyholders/partners, while distribution of profit arising from the business depends upon the basis of Wakalah or Mudarabah.

The method of operations in Takaful can be divided mainly into two types: family Takaful or life policies and general Takaful. The contribution paid by the life policyholders is divided into a “protection part” (for the Takaful fund/payment of claims) and a saving/investment part if the company is working as Mudarib; if the company is working on a Wakalah basis, contributions are divided into three parts, i.e. a part as a management fee, a protection part and the investment part. The protection part works on a donation principle, according to which individual rights are given up in favour of the Waqf. In the investment/savings part, individual rights remain intact under the Mudarabah principle and the contributions, along with the profit (net of expenses), are paid to the policyholders at the end of the policy tremor before, if required by them. In the case of general Takaful, the whole contribution is

considered a donation for protection and the participants relinquish their ownership right in favour of the Takaful fund, and the UWS/UWL belongs to the participants.

It should be noted that, there is provision of Qard al Hasan by the company to the fund if claims at any time exceed the amount available in it and the reserves are insufficient to meet the shortfall.
On the same bases of Tabarru‘, Waqf and Mudarabah, Takaful companies can arrange re-Takaful, for which they pay an agreed-upon contribution from the Takaful fund to a re-Takaful operator, which, in return, helps the Takaful companies in case of losses.
IV. How Takaful is different from conventional insurance? 

Riba is involved in conventional insurance both directly and indirectly while Takaful is devoid of such through the compliance with the tenet of Shariah.

In conventional insurance the hope of “chance profit” or gain motivates the taking of risk, the feature which makes the insurance contract a money stake or a gamble. This is not so in Takaful as the nature of the contract does not permit that.
Conventional insurance is a commutative contract, any involvement of uncertainty would invalidate the contract, it is not so in Takaful.

Conventional insurance is not Shariah compliance while Takaful is.
VI. Explain the challenges that are faced by Takaful.

· The most important challenge that the Takaful industry is facing is creating awareness about the concept itself. The majority of the Muslim population, who have been avoiding insurance because of religious reasons, need to be assured that taking out cover against catastrophes in a manner conforming to the principles of Shar¯ı´ah does not involve any prohibitions. 

· There is little or no product that appeal to everybody especially family Takaful or Takaful Ta‘awani.

· The general insurance environment does not provide a level playing ground for Takaful products.

· The issue around pricing of the products is also a challenge.

· The availability of Re-Takaful is also a challenge compare to the Re-Insurance of the conventional insurance.

· Inadequate manpower in this area of business is another challenge.

· Non Standardization of Takaful product in order to make it globally acceptable.

2. What is Mudarabah model of Takaful? Which issues are involved in it? 
Any form of insurance business acceptable to Islam must contain the virtues of cooperation, solidarity and Tabarru‘.

Under the mudharabah contract, the takaful operator acts as a mudharib (entrepreneur) and the participants as rabbul mal (capital providers). The contract specifies how the surplus from the takaful operations is to be shared between the takaful operator and the participants. Losses are borne by the participants as the capital providers. However, to protect the interest of the participants, the takaful operator is required to observe prudential rules including provision of financing rate-free loans by the operator to the takaful risk funds in the event that there is a deficiency in the takaful risk funds.

While the concept of Mudarabah is highly suitable as a basis for Islamic banking business, particularly on the deposits side, it is not suitable for the insurance business. In a Mudarabah model of Takaful, amounts paid by the participants and the investment incomes are used to pay the claims, re-Takaful costs and other claims-related expenses from the general Takaful fund. Normally, the shareholders meet all management and marketing related expenses from their share and any remaining amount is their net profit. However, in some cases, the companies charge management expenses from the Takaful fund, which is against the rules of Mudarabah. Some part of any underwriting surplus is also given to the operator, depending upon his performance. 

Some of the issue noted are listed below:

· In this arrangement the cooperative nature of the contract is undermined.

· Takaful operator should not be a risk-taker, which he becomes in the case of the Mudarabah model.

· In Mudarabah, invested capital has to be returned along with the profit, if any; and if there is a loss, that has to be subtracted from the capital.

· The requirement to provide Qard al Hasan (in case of a deficit) in a Mudarabah contract is against the concept of Mudarabah by definition, which is a profit-sharing contract.

· A Mudarib cannot be a guarantor to the financier.
3. Compare Takaful and conventional insurance in details.
Takaful and conventional insurance are different with respect to the objectives, structure, investment policies and returns. In conventional insurance, risk is transferred to one party –the company – and the prohibited factors of Riba, Gharar and gambling are involved. The policyholders have to pay the premiums against unknown risks in the case of general insurance. In life insurance, they get back the premiums along with interest in the case of survival and the insured amount in the case of death before maturity of the policy.

While in Takaful, the participants or the group members relinquish their ownership right of the amount of the donation and then the Waqf fund bears the losses to any of them and the members share the UWS/UWL. The Takaful companies manage the business and share the investment profit with the policyholders.

The risk premium in the conventional system is commercially driven, motivated by the desire for maximum profit for the shareholders; while in Takaful, its adequacy is the main consideration and the profit element is subject to the rules of equity, justice and ethics.

A life insurance policy under the conventional system revolves around the element of Riba, whereas the Islamic model of life policy is based mainly on the principles of Waqf, Tabarru‘ and Mudarabah.

Under the conventional policies, payments to the agents are made from the assureds’ paid premiums, whereas under the family Takaful policy, the agents work for the company and thus they are paid by the company itself.

It should also be noted that the insurable interest, under the conventional system, it is usually vested to the policyholder himself should he be alive upon the expiry of the policy period. But, in the case of death of the assured within the period, the insurable interest is to be vested to the nominee, who could be the husband/wife, parents or children or any other person or entity. In contrast, under the Islamic model, the insurable interest is to be vested to the assured himself or to his heirs, according to the principles of inheritance and wills.

The idea of a conventional life policy is that if the assured dies at any time before the

maturity of the policy, the nominee is entitled to recover from the insurer the whole amount agreed in the policy, while if the assured is alive upon the expiry of the policy

period, he is entitled to the whole amount agreed in the policy plus interest, dividends and bonus subject to the company’s policy. On the contrary, in the Takaful system, if the assured dies at any time before the maturity of policy, the company gives to the beneficiary the amount projected in the policy, which includes his investment part along with profit, any amount from the Takaful fund and the donation from the company at its discretion. In the case where the policyholder is alive upon the expiry of the maturity period, the company gives him the investment part along with profit, a pro rata share in the underwriting surplus and a dividend/bonus according to the policy of the company. In the case of premature termination, the partner is given the investment part along with profit and a pro rata share in underwriting surplus (with reduced weight ages depending upon the number of years). He gets no assistance from the Takaful fund.

There is also a significant difference in the manner they invest their funds. Conventional insurance companies invest their funds, among others, in interest-based avenues and without any regard to the concepts of Halal and Haram, Takaful companies undertake only Shar¯ı´ah-compliant business and the profits are distributed in accordance with the pre-agreed formula/basis in the Takaful agreement.
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