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ABSTRACT

The practice of underwriting and risk rating for individual participants in family
takaful stems from the underwriting practice in life insurance, and thus could
contain elements which contravene the essence of the shariah. A review of
literature on takaful indicates that there are very few materials which look at the
underwriting practice from a shariah perspective. The aim of this study was to
find out the shariah viewpoint on the underwriting and risk rating practice for
individual participants in family fakafill. More specifically, it sought to gather the
opinions of shariah scholars on the factors being used in the process of selection
and classification of risks for individual participants to a family rakafi/ pool. This
study also explored the level of exposure and knowledge that shariah experts on
takaful have pertaining to the underwriting practice. The study sample consisted
of five purposefully selected shariah experts on takaful. The research method
used was based on the Delphi technique and included two rounds of semi-
structured face to face interviews with each participant. This study found that
most of the shariah scholars interviewed did not seem to have a deep exposure to
the underwriting and risk rating practice in family takaful. They however declared
that underwriting and risk rating is permissible, although they had some concerns
regarding some of the factors used in the underwriting process. The findings of
this study will be of interest to the shariah scholars, takaful operators, regulatory
bodies, academicians, and other stakeholders.
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CHAPTER 1

INTRODUCTION

5.2 INTRODUCTION

This study seeks to explore the shariah viewpoint on the practice of underwriting and
risk rating for individual participants in family takafi/. The purpose is to gauge the
level of understanding and exposure that shariah scholars have pertaining to the
underwriting and risk rating practices in family takaful and to get their opinions on the
underwriting process and the factors which underwriters use to select and assign risk
ratings to participants. It was anticipated that the knowledge generated from this
study would offer us new insights on how shariah scholars deal with areas wl.ich are
not in their immediate fields of expertise. It was also expected that this inquiry would
inform us on the seriousness of takaful operators in ensuring the shariah compliance
of their operations. This study employed the Delphi technique to gather the opinions
of the scholars. Participants of this research included a purposefully selected panel of
shariah experts who sit on shariah advisory boards within the takafi/ industry in
Malaysia. This chapter begins with an overview of the context and the background
that frames the study, followed by the problem statement, the research questions, the
objectives of the study, a brief overview on the research method employed as well as
the significance of the inquiry and its scope and limitations. It ends with a section on

the organisation of the study.



5.2 BACKGROUND TO THE STUDY

According to the Ernst & Young World Takaful Report 2011, the takaful industry has
shown significant business potential and could reach US $11.9 billion by year 2011.
This expansion can be attributed to the popularity wave of islamic finance worldwide
and the increasing awareness on takaful created by conferences and seminars.
Takaful, in simple terms, is the islamic alternative to insurance and basically performs
the same function as insurance, namely providing compensation to participants who
are victims of random loss events. The idea of takaful originated from the concept of
aqgila, an ancient Arabian tribal custom whereby members of a community would
contribute and shoulder responsibility to pay blood money on behalf of a member who
unintentionally killed someone (Dusuki & Abdullah, 2009; Billah, 2003). The
modem form of takaful was introduced in Sudan in 1979 and was based on a model
similar to a mutual insurance organisation (Dusuki & Abdullah; Abdul Wahab, Lewis,
& Hassan, 2007). Insurance, despite its noble purpose, was long despised in the
Muslim world (Abdul Wahab, Lewis, & Hassan). This is because the insurance
contract contained elements which were prohibited by islamic law, such as gharar
(uncertainty), maysir (gambling) and riba (usury) (Engku Ali & Odierno, 2008).
However, insurance was increasingly seen as an economic necessity and the added
complications of our lifestyles as well as the magnitude of damages called for specific
institutions to deal with these situations (Arbouna, 2008). There was a need to come
up with an islamic solution which would provide the Muslims with the same benefits
as insurance. Thus, takaful came into being so that Muslims could have access to the
benefits arising out of insurance. Engku Ali and Odierno state that the insurance
contract was modified and was ridden of its prohibited elements. Thus the contract of

exchange on which insurance was based was replaced by a contract of donation or



unilateral contract. Insurance thus became available to Muslims through its halal
form - takaful. However, as mentioned by Engku Ali and Odierno, in order to come
up with takaful, the scholars simply needed to modify the insurance contract and get
rid of the prohibited elements such as gharar, riba and maysir. They state as follows:
“...t is clear that the most essential modification that needs to be undertaken in order
to ‘islamise’ insurance, is to substitute the contract of sale and purchase of insurance
policy with a contract of donation with a condition of compensation” (p. 23). This is
very much similar to what was done in islamic banking. In its inception, the
implementation of islamic banking was done by removing the riba element from the
conventional banking and the existing banking structural pattern was adopted (Hasan,
2008). In the case of takaful, the contract was modified to rid it of the prohibited
elements and some shariah features were introduced into the operations (Arbouna).
However, by and large, the structural pattern of insurance was adopted. The takaful
operator has similar underwriting and risk rating practices as the insurance company
(Frenz & Soualhi, 2010). It is here pertinent to observe that if the takaful operators
have similar underwriting practices to insurance companies, it can be assumed that
any issue being faced by the insurance company as regards to its underwriting process
is likely to be faced by the takaful operator as well. It so happens that there are
concerns regarding the underwriting practices of insurance companies. Palmer (2007)
states that there are claims that the underwriting process gives rise to situations of
unfairness and that there could be moral and fairness issues with the use of factors
such as age, family history, gender and others, in the selection and classification of
risks. He quotes various studies which have been done on the insurance side looking
into these issues. However, these concerns have barely been raised on the takaful

side. Daud (2009) seems to express concerns regarding the rigorous underwriting



practices as adopted by takaful operators. She states as follows: “The underwriting
process, especially those involving medical underwriting with rigorous tests and
detail(sic) analysis of the health condition of a person does not conform to the spirit of
ta’awun or mutual cooperation”. She is one of the rare persons from the takaful
industry who dared to express concerns about the underwriting practice not
conforming to the spirit of mutual cooperation that fakafi/ was meant to embody.
Since the underwriting practice of takaful was adopted from that of insurance, the
same questions of unfairness raised within the insurance industry are likely to be
raised within the fakaful industry and more so because takaful is expected to embody
the high ideals of islamic fairness and justice. This should have warranted the
attention of shariah scholars. However, much of the research in takafiil have focused
on other issues facing the industry namely, the nature of the fakaful contract, the
sharing of surplus, the operational models, insurable interests and ownership issucs
among others. It is thus important to conduct a study looking into the underwriting
practice of takaful operators and find out the shariah viewpoint on the risk rating

process and the factors used in the selection and classification of risks.

5.2 PROBLEM STATEMENT

The practice of underwriting and risk rating for individual participants in family
takaful stems from the underwriting practice in life insurance, and thus could contain
elements which contravene the essence of the shariah. This should have warranted
the attention of shariah scholars. However, materials and research conducted on the
underwriting practice from a shariah perspective are very scant. It is thus pertinent to
explore the exposure of shariah scholars to the underwriting process and gather their

opinions on the permissibility of the use of factors such as age, medical history,



gender, occupation and others, in the selection and classification of risks for individual

participants in family takaful underwriting.

5.2 RESEARCH QUESTIONS
To shed light on the problems, the following research questions are addressed:

1. To what extent are shariah experts advising the takaful industry exposed
to and knowledgeable about the underwriting and risk rating process in
family takaful?

2. What issues have these shariah experts come across as regards to the
underwriting and risk rating process for individual participants in family
takaful?

3. What is the shariah viewpoint on factors which underwriters use in the

selection and classification of risks for individual participants in family

takaful?

5.2 PURPOSE OF THE STUDY

The purpose of this research was to find out the shariah viewpoint on the practice of
underwriting and risk rating for individual participants in family takaful. More
specifically, it sought to gather the opinions of shariah scholars on the factors being
used in the process of selection and risk rating for individual participants to a family
takaful pool. It was anticipated that a better understanding of the shariah viewpoint
on the underwriting process would dispel any doubt which might arise therefrom and
would provide a framework for takaful operators to conduct their underwriting

process in line with the essence of the shariah.



5.2  OBJECTIVES OF THE STUDY

1. To gauge the level of understanding and exposure of shariah experts
advising the takaful industry with regards to the underwriting and risk
rating process in family takaful.

2. To find out about potential issues which these shariah experts might have
come across pertaining to the underwriting and risk rating process for
individual participants in family takafil.

3. To gather the opinions of shariah experts on factors which underwriters
use in the selection and classification of risks for individual participants in

tamily takaful.

5.2 RESEARCH METHOD

This study was conducted using a qualitative research method known as the delphi
technique. According to Sekaran and Bougie (2010), this technique of interview is
used when the objective of the inquiry is to have a collective view from a panel of
experts about issues where there is little or no definite evidence and where opinion is
important. They further state that the participants in a delphi study are interviewed in
successive rounds until a certain level of consensus to any specific issue is reached.
An important feature of the Delphi Technique is that the identities of the participants
are kept secret (Sekaran & Bougie). Thus, questionnaires were sent to each scholar
separately, and the interview was conducted face to face and in private. Each
interviewee was identified by a pseudonym, and all interviews were recorded and
transcribed verbatim. The interview was done in two successive rounds to gauge their
understanding of the underwriting and risk rating process and to gather their opinions

on the factors underwriters use in the selection and risk classification process. No



further interview was needed beyond the second round since there was not much
divergence in the opinions gathered. The information obtained from the interviews

formed the basis for the overall findings of this study.

5.2  SIGNIFICANCE AND CONTRIBUTION OF THE STUDY

This research is very significant in that it deals with an area which seems to have
received little attention so far from shariah scholars. The outcome of the research will
be very useful to various stakeholders, amongst whom are the shariah advisory
members, takaful operators, actuaries, industry regulators, academicians and students.
They will be in a better position to evaluate the current situation and be able to
propose changes to better reflect the essence and objectives of the shariah and the true
concept of ta’awun and fakaful. This study fills an important gap in the literature and
it is hoped that it will spur further research in the field. This study is expected to
contribute in the following standpoints:

1. It is expected to help dispel potential doubts which people may have
pertaining to the shariah compliance of the underwriting and risk rating
practices of takaful operators.

2. It is expected to provide a basis for a shariah framework for underwriting

and risk rating for individual participants in family takaful.

(93]

It is also anticipated that the study will provide information to
stakeholders in the takaful industry on areas which could be improved
within family takaful underwriting to better meet the standards and
objectives of the shariah.

4. Furthermore, the outcome of this study is expected to highlight the level of

exposure, knowledge and access that shariah scholars have as regards to



the operation aspects of the takaful operators which they advise. It is
hoped that the issues raised in this study will act as a catalyst for better

shariah compliance audit practices in the takaful industry.

5.2 SCOPE AND LIMITATIONS OF THE STUDY

This study focused only on the underwriting and risk rating process for individual
participants in the family takaful segment. The researcher did not look into the general
takaful segment. It is also not within the scope of this research to delve into the
operational models and other issues affecting the takaful industry. The researcher has
chosen to focus only at the possible issues surrounding the risk rating process for
individual participants in family takaful underwriting. Furthermore, this study only
looked at the shariah aspects of underwriting and risk rating and did not delve into the

mathematical aspect of actuarial practices.

5.2  ORGANISATION OF THE STUDY

This study is divided into five chapters. Chapter one is the introduction to the study
and comprises of the background and context that frames the study, the problem
statement, the purpose, the objectives and the research questions, a brief overview on
the research method employed as well as the significance of the inquiry and its scope
and limitations. Chapter two gives an overview of both insurance and takaful and the
underwriting practices in both. It also gives a critical review of past literature
regarding insurance and takaful underwriting and highlights issues that the researcher
raises as regards to the current practice in the industry. Chapter three covers the
research design and methodology. It deliberates on the sampling, the research

approach, and the rationales of the approach as well as the techniques chosen to gather



information and to elicit response from the participants. Chapter four is devoted to
reporting the findings as well as the analysis and interpretation of the findings.
Chapter five gives an overall conclusion on the study and provides actionable

recommendations as well as suggestions for future research.



CHAPTER TWO

LITERATURE REVIEW

2.1 INTRODUCTION

The purpose of this research is to find out the shariah viewpoint on the practice of
underwriting and risk rating for individual participants in family takaful, and more
specifically on the factors which underwriters use in the selection and classification of
risks. Basically, the researcher sought to understand (a) the extent to which shariah
scholars are exposed to and are knowledgeable about the underwriting process, (b)
any potential issue which shariah scholars might have come across as regards to the
underwriting and risk rating practice, and (c) whether it is permissible and legitimate,
from a shariah perspective, to use factors such as age, medical history, gender,
lifestyle and others as a basis for participant selection and risk classification. To carry
out this study, it was necessary to complete a critical review of current and past
literature. This review was a continuous process and was conducted throughout the
data collection, data analysis and synthesis phases of the research.

This critical review explores the interconnectedness and close proximity
between the practices of insurance companies and fakaful operators when it comes to
the underwriting process. In light of this, the review covered both insurance and
takaful in order to better appreciate their similarities and differences. For the sake of
providing context and familiarity to the discussion, the researcher gave an overview of
insurance and the shariah concerns regarding its practice, as well as an overview of
the underwriting process in life insurance. To the same end, the researcher also gave

an introduction to the concept and practice of takaful, the underwriting process in
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family takaful, as well as a bird’s eye view of some of the most pertinent shariah
issues regarding the current practice of takaful.

The review provides an exposé of the issues raised by scholars on the practice
of underwriting and risk rating in life insurance. Due to the similarity in the
underwriting practice between life insurance and family takaful, the researcher posits
that these concerns are likely to be reflected on the takaful side as well and thus
combined the discussion under the same heading. On that note, the researcher
observed that there seems to be very scant materials and research done on the possible
shariah concerns regarding the underwriting and risk classification practices within
the fakaful industry. Since the literature on the underwriting practices of takaful
operators are quite scarce, the researcher had to rely on the few available materials on
the subject and gather further information from underwriters in the fakaful industry.

To conduct this selected literature review, the researcher used several
information sources, including books, research papers, internet resources, academic
journals as well as professional publications. The search for literature was not
subjected to any delimiting time frame. Throughout the review, the researcher
attempted to identify and discuss relevant contested areas and issues, as and when they
became apparent. Each section of the review closes with a synthesis on the gist of
what has been covered and its relevance to the study. The interpretive summary that
concludes the chapter illustrates how the literature has informed the researcher’s
understanding of the material and how the material contributes to the development of

a framework for the research.
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2.2 OVERVIEW OF INSURANCE

In order to provide context to the meaning of insurance, it is important to understand a
concept that lies at the heart of it, namely ‘risk’. Risks are present in the day to day
lives of people. A house may explode due to a gas leakage. A car may involve in an
accident. A person may injure himself and be in need of medical care. According to
Teale (2008), “Risk is a condition where there is a possibility of an adverse deviation
from an expected outcome”. He states that risk has many definitions, but that the
common three elements in all definitions are (a) uncertainty of the outcome, (b)
possibility of loss and (c) variability in possible outcomes. Since the outcome is
uncertain and the possibility of loss is very much present, people tend to have a
negative notion of risk and tend to avoid risky scenarios. However, it is important to
note that risks are not always bad and are not always to be avoided. There are some
risks which are worth taking, while there are other risks which should be avoided
because of the burden they bring (Treischmann, Hoyt and Sommer, 2005).
Treischmann et al. state that bearing risks can be either a burden or an opportunity.
They further clarify that bearing risks becomes a burden when there is only the
possibility of loss but that, it becomes an opportunity if there is the possibility of
profit, for example, in business ventures. They thus classify risks into two broad
categories, namely (a) pure risks and (b) speculative risks. A house explosion due to a
gas leakage is a pure risk, since it involves only the potential for loss and there is no
possibility of gain. On the other hand, there is speculative risk when there is
uncertainty about an event which can entail either a potential for profit or a potential
for loss ( (Treischmann et al.). For Example, in the launching of a new product, there
is either the potential for gain or the potential for loss. A risk savvy business person

may go for risky ventures for the sake of earning high returns. However, most people
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are risk averse, and seek to manage their risks (Dorfman, 2005). This is probably
because risks can be costly and the losses can be burdenful when they occur.
Harrington and Niehaus (2004) state that there three major methods people use to
manage their risks and handle potential loss exposures. According to them, these are
(a) loss control, (b) loss financing, and (c) internal risk reduction methods. They state
that loss control would entail having reduced level of risky activity and increased
precautionary measures. On the other hand, loss financing would entail finding ways
to pay for losses when they occur, while internal risk reduction would entail taking
measures to have better forecasts of expected losses (Harrington & Niehaus). They
classify insurance as being a loss financing method. Teale mentions something on the
same line. He however gives two main approaches to handle potential loss exposures.
According to him, these two approaches can be broadly categorised under (a)
controlling the loss exposure, or (b) financing the potential loss exposure through an
insurance policy or a contract. From this, it can be inferred that insurance is basically
a risk management and loss handling mechanism which provides financing for losses
when they occur.

A simple and easy definition of insurance is given by Dorfman (2005). He
defines insurance as “a contractual arrangement whereby one party agrees to
compensate another party for losses”. He further states that this is done through the
purchase of an insurance policy whereby the party which has the loss exposure (the
insured) transfers it to the other party which is willing to accept the loss exposure (the
insurer) against the payment of a premium. It is pertinent to note here that the subject
matter of the contract cannot be ascertained, and that the insured is paying for
something which does not exist at the time of the contract and may never occur in the

future. This is what possibly makes the insurance contract problematic from an
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islamic perspective. But it cannot be denied that the concept of insurance, in itself] is
noble in nature since it provides coverage and financing to those who incurred losses
due to unexpected events. In brief, insurance allows the insured to gain financial
security by transferring the risk of loss to the insurer. How this is done is quite
simple. Dorfman states that the insurer collects regular premium payments from
many insureds so that if an insured has a loss, the insurer has a pool of money to cover
the loss. This brings us to the discussion regarding the mechanism of insurance and
the pooling of homogeneous risks, which is very crucial to a proper understanding of
the role of underwriting and risk rating practices.

Insurance is only possible when a sufficient number of insureds pool their risks,
such that the few who have a loss can be financed by the many that do not (Dorfman,
2005). Insurance is thus a risk transfer achieved through the pooling of homogeneous
risks (Harrington & Niehaus, 2004). The use of the term ‘homogeneous risks’ here is
deliberate and homogeneity has a crucial role to play in the acurate prediction of
average losses in a pool of risk exposures. It is here important to note the use of the
term ‘prediction of average losses’. This is because insurance can at best predict the
average losses for the pool and not the actual losses suffered by each participant.
Insurance relies a lot on probability theory to make predictions about future losses.
This is why insurance companies employ actuaries. They basically measure the
likelihood that something will happen and then make predictions on the basis of this
likelihood. It should not be forgotten that insurance companies deal with random
events. Their predictions of future losses are based on the premise that some events,
even though they appear to be random, actually occur with regularity over a large
number of trials (Harrington & Niehaus). This is referred to as the law of large

numbers (Dorfman). The key parameter which actuaries are interested in when they
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perform their analysis, is the population mean, or the average frequency of occurence
(Harrington & Niehaus). They make statistical inferences of a population based on
sample data (Teale, 2008). For example, if actuaries want to estimate the probability
of death of 40 year olds, they will take samples of several thousands of people aged 40
and observe how many die on average between age 40 and 41. These estimates will
then give them a measure of the probability of death of 40 year olds. Their estimates
will be more accurate if they take larger numbers. Indeed, according to the law of
large numbers, the greater the number of observations, the more accurate is the
prediction. Thus, there must be a sufficiently large number of exposure units to make
the future losses predictable (Dorfman). An important condition, however, in the
pooling of risks is that the risk exposures should be homogeneous or similar (Teale;
Mehr & Gustavson, 1987). This is to ensure that the average losses are minimised and
that the insurance is not expensive to the public. For example, people with similar
risk exposures, such as those with low cholesterol, are grouped into one pool. The
pooling of similar risks basically implies that the losses suffered by a few are spread
over the entire group, such that the average loss is substituted for the actual loss
(Dorfman). By pooling a large number of homogeneous or similar risks together, the
average loss is lowered down and thus the premium that the insureds pay are lower.
However, if the insurer groups people with high risks and low risks together in the
same pool, the average loss will increase, and so will the premium charged. Thus,
people with lower risks will end up paying higher premiums and end up subsidising
those with higher risks (Teale). This may be considered as being unfair to the people
with low risks who may then shift to other insurers where the premium is lower (Mehr
& Gustavson). This in turn might have solvency implications for the insurer. Indeed,

if the good risks decide to leave the insurer, the latter may end up with only high risks
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