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Takaful Pakistan Takaful BusinessModels, Opportunities, Obstacles &
Practical Recommendations

The concept of Takaful is becoming popular in the country with a number of existing as well as new
players seriously considering entering into this area. This is the beginning of signs of a great change
where Shariah compliant insurance solutions could finally be available to over 145 million Muslims
in the country.

The scope of this paper is to cover the potential Opportunities as well as Obstacles in setting up a
Takaful based Insurance company in Pakistan. Further different takaful models prevalent amongst
the International Takaful operators have been discussed and the approach evolved in the country by
Shariah scholars has also been presented. Finally some practical recommendations have been made
which should go a long way in encouraging the effective development of Takaful based insurance
system in the country.

The current trend in the financial sector is towards introduction of Islamic financial products. A
number of such instruments require that the assets be insured through an Islamic Insurance
company if one is available. Moreover there is a large potential market which does not insure its
assets or take personal life insurance for religious reasons. At the moment all insurance companies
are based on Conventional Insurance practices and there is a real need for a few Islamic Insurance
companies in the market.
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Annex 1 Takaful Business Model Alternatives

Page 2 0f 18 SiDAT HYDER




Takaful Pakistan Takaful BusinessModels, Opportunities, Obstacles &

Practical Recommendations

11

2.1

31

3.2

THE COUNTRY

Pakistan is a very large country with a population of over 148 million people of which almost
98% are Muslims. Its economic indicators have shown improvements over the last couple of
years and the insurance industry has been showing fairly healthy growth.

THE INSURANCE MARKET

The Insurance sector in general is highly underdeveloped in the country in terms of market
penetration. Less than 2% of the population is covered under any kind of life insurance plan.
On the General Insurance side it is felt that other than the large public sector or private
sector listed companies who insure their assets, most small businesses are not insured (other
than where mandated by law such as Marine business). Personal lines insurance such as for
personal property, motor vehicles, family health etc hardly exist barring where required by
law (for instance in the case of leased cars which has become a very fast growing market) or
where provided by the employer such as Group life and Health insurance. There could be a
number of reasons for this low penetration in the Insurance sector. These may include:

()  Lack of efforts by the Insurance companies to expand their services in a wider context,
most companies concentrating on core businesses in major cities only.

(i)  Lack of Trust on the Insurance sector in terms of their claim paying practices

(i)  Low level of awareness amongst the masses of the concept of insurance.

(i Religious reasons as all insurance companies are based on conventional principles

(

~— —

iv

v)  Cost reasons, as businesses cannot afford the extra costs related to insurance

(vi) Low level of savings in general resulting in less people buying life insurance.

(vii) Low returns by Life Insurance companies resulting in other financial instruments being
used for savings.

(viii) Lack of tax incentives

(ix) Lack of demanding consumers

OPPORTUNITIES
General Takaful

The business figures for the industry for 2002 indicate a total market premium of about Rs.
11.5 billion with 42 companies operating. Of this amount almost 92% is written by the top
ten companies. The growth in the industry premium has been around 12 to 15% p.a. in the
last three years. A 5% switch of the existing insured to takaful companies could mean a
premium income of over Rs. 600 million. Achieving this would naturally take time as the
concept of takaful is new and it may take some time before people start becoming aware of
this alternative and accept this alternative system.

Besides, National Insurance Company Limited (NICL) underwrites government business
with premium of around Rs. 2.5 billion. With pressure on the government to permit this
business to open competition, this represents another potential market which takaful
operators can explore with government support.
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Reinsurance terms have become tighter due to worldwide events resulting in higher
premiums for the industry and ultimately the consumers. Consumers are concerned and look
for alternative solutions for commercial reasons as well.

A fairly significant portion of businesses and individuals do not insure themselves due to
non-compliance of the conventional insurance contracts to Shariah principles. More
importantly a Takaful company may cater to the needs of Islamic financial institutions,
which have currently no option but to insure through conventional means. Further demand
is likely to arise from commercial banks, which have been permitted to operate Islamic
finance windows. Also leasing companies (especially Car ljarah contracts) may also provide
potential customers who would like to insure on a Takaful basis. A takaful company will thus
complete a vital link in the development of the Islamic financial system.

There is no hard basis to determine the size of the untapped insurance market which would
like to insure if a Shariah compliant insurance alternative is available. A crude way of looking
at this may be that even if 10% of the existing insured market is without insurance for
religious reasons, it represents a very large potential of over Rs. 1.2 billion in premium
income for just General Insurance needs. Personal lines business such as health, motor,
homeowners, personal accident may have more potential to grow as individuals may have
more religious concerns when insuring there personal losses (which are not required and the
need is not felt) as opposed to business losses.

A international takaful study indicated market potential for takaful in Pakistan to be US$ 76
million (Rs. 4.5 billion) for 2015. To achieve this would certainly require a great deal of effort
and dedication in promoting the concept and implementation in spirit.

The return of surplus for the consumers under takaful contracts is a big attraction for
consumers in other countries. Consumers in many cases are attracted to the takaful system
because of its fairness and not just for religious reasons. This has been seen in Malaysia
where lots of non-Muslims are takaful clients.

The above indicates a sizeable market for General Takaful companies to come up with
Shariah compliant solutions for the masses and which should also be commercially viable for
those who decide to offer these solutions.

Family Takaful (Life Insurance)

The Life Insurance market has also grown fairly rapidly over the past five years with private
sector life insurance companies being allowed to operate in the country. There are six life
insurance companies in the country with a total premium income for 2002 of about Rs. 11.2
billion. Of this individual life policies account for over 175,000 new policies being issued
each year with a annual premium income of Rs. 1.9 billion. Renewal of old policies for over
1.8 million policyholders accounted for Rs. 7.2 billion in annual premium income. Further
more than 7.2 million individuals were covered under Group life contracts through their
employers paying a annual premium of Rs. 2.1 billion.
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The above figures may seem impressive but indicate a vast potential market where only a
very small segment of the market is insured under individual policies. A large segment of the
market remains untapped due to religious concerns relating to insurance. Family takaful
based on Shariah compliant principles can fill this gap to some extent.

Group Life and Health insurance contracts are widely used by employers to cover their
employees losses related to death, disability and medical expenses. Such contracts covering
more than 7.5 million individuals can very easily be offered on a Takaful basis.

The success of Islamic banks in terms of attracting large amounts of funds on a Shariah
compliant basis, clearly indicates a thirst for financial rewards (savings) and protection
(insurance) on a Shariah compliant basis. Both these objectives can be achieved through
Family Takaful plans.

Need is the mother of Invention. Like any other products, product innovation
generally takes place when there is pressure from consumers on the industry to
provide alternative solutions. It is therefore the responsibility of the consumer to
demand Shariah compliant products if they wish insurance companies to come up
with such products.

OBSTACLES
General Takaful

Legal (Takaful Rules / Shariah Board) Aspects

As per the Insurance Ordinance 2000, “Takaful” means a scheme based on mutual
assistance in compliance with the provisions of Islamic shariah, and which provides for
mutual financial aid and assistance to the participants in case of occurrence of certain
contingencies and whereby the participants mutually agree to contribute to the common
fund for that purpose.

There are at this stage legal obstacles in the establishment of a takaful operator. Takaful
Rules need to be developed so that a takaful operator can be given permission to operate
under the guidelines of those rules.

There would also be a need to have a central Shariah Advisory Board with which SECP
would need to take approval/advice prior to approval of products and other documentation
filed by insurance companies.

Consumer Mindset

Consumers mindset has become such that they have the tendency to try to recover the
premium that they have paid to an insurance company. A number of malpractices have crept
into the system because of this mindset. Changing this mindset can become a major
challenge for a takaful operator. It would need to ensure that like the conventional system,
compromises do not creep into the system due to pressures from clients. It may be
important for a takaful operator to avoid insuring such consumers as they can effect the
credibility of the takaful system and ensure that operational controls are not compromised.
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