Policyholders, Governance and Takaful - Key Issues

By Dr. Omar Clark Fisher, Takaful Director & Takaful Partner Development, T’azur Bsc, Bahrain
From The TAKAFUL Report, Produced by the Middle East Business Forum, Issue 1 March 2008
INTRODUCTION
Takaful origins lie in the 6th century with tribal practices on the Arabian Peninsula including arrangement by merchants of Mekkah which formed funds called hilf to assist victims of natural disasters, or hazards of long trade journeys as well as placement of surety, called daman khatar al-tariq whereby traders who suffered losses during these journeys caused by bandits, pirates or natural calamities could be compensated by more fortunate traders. Another common tribal practice called a’qila prevented revenge killings and bloodshed by extending shared compensation to ransom captives or to settle a claim from an accidental killing. Therefore, we can conclude that thousands at years prior to the advent of modern day conventional insurance, Takaful mutual assistance was commonplace among Arab tribes.

In 1985 Islamic Fiqh Academy (Jeddah) confirmed earlier rulings by scholars to prohibit Muslims from engaging in conventional insurance and reinsurance because these contain “major elements of risk (al Gharar) which voids the contract and, therefore, is haram according to the Sharia.” The alternative contract described and confirmed by Sharia is “co-operative insurance founded upon the basis of charity and co-operation.” Takaful fulfils this criteria.

Likewise, the European Council for Fatwa and Research ruled in 2006 that “Commercial insurance is originally haram as agreed by most contemporary scholars… there is no harm from the Sharia point of view to participate in the services of co-operative and mutual insurance companies.” The principal fear of lbn Rush, Imam A-Shafie, lbn Taimiyah and others with al Gharar is lack of information, uncertainty, or concealment which results in full profit gained by one party-a sort of “oppression”, manipulation and injustice to a second party.

Clearly, this interpretation relates to Fiqh Muamalat concerning trade transactions.

Where insurance is transacted as a risk transfer or commercial exchange, profit-loss is a probable outcome. However, when risk exposures are shared as with mutual or cooperative insurance, the result is joint indemnification. Any excess of funds at year end, i.e. Surplus (not termed profits) becomes a secondary outcome to prudent risk management and self-sustaining operations.

ROLE OF POLICYHOLDERS
Intuitively, people feel safer in a group. Most people will opt for the security, relative safety and economic benefits to themselves at mutual risk-sharing. Indeed, mutual risk sharing of modern day bears a striking resemblance to the ancient Arab tribal practices. However, upon closer examination there are important differences, as are shown in the table below:

	
	Cooperative
	Mutual
	Takaful

	Ownership
	1. Jointly owned
	1. Jointly owned by members yet no individual rights over property
	1. Joint indemnification yet no individual rights over property (contribution is tabarru / donation)



	Governance
	2. Governance by democratic voting
	2. Governance one man one vote
	2. Governance is arranged by shareholders; typically, no special voting rights of members


	Offerings
	3. Products for coop members only

	3. Products for all; buyer becomes a member
	3. Products to all; buyer becomes member

	Shareholders
	4. No shareholders
	4. No shareholders
	4. Shareholders for Takaful Operator separate from members of risk pool / fund



	Management
	5. Management appointed by coop members
	5. Management appointed by board of mutual, elected by general assembly of members
	5. Management self-appointed by shareholders of Takaful company; structure is consented to by members when buying policy


	Investments
	6. As per conventional insurance regulations, equities, bonds, real estate, etc.


	6. As per conventional insurance regulations, equities, bonds, real estate, etc.
	6. As per Takaful regulations, must be sharia compliant and Riba-free

	Deficit
	7. Members may be assessed to cover deficits
	7. Members may be assessed to cover deficits
	7. Members may be assessed to cover deficits but typically shareholders of Operator extend benevolent loan (interest free) to cover deficits in risk pool



	Liquidation
	8. Members will own assets in liquidation
	8. Members will own assets in liquidation
	8. Assets of risk pool are donated to charity upon liquidation


Because most Takaful operations are established within insurance regulations and commercial laws that commonly recognize a stock capital structure (i.e. Share company as distinct from mutual or cooperative legal structure). In actual tact, modern day Takaful businesses are evolving as hybrid systems-combining agents/managers/Operators that are stock companies with ‘unincorporated’ risk pools or funds which contains the risk exposures, contributions and investments plus reserves. Many Takaful Operators run these risk pools as separate accounts or funds yet without an independent legal status. Consequently, governance process and rights of Takaful holders to influence operations are opaque at best, or entirely absent.

From a comparison of the fundamental features of cooperatives and mutuals described in the Table 1. above, it is apparent that Takaful models should be modified and updated in order to render policyholder governance more transparent and hard-wire a system of “checks and balances” that empowers Takaful members with a collective voice, Here there are several possible options:

> Develop a policyholder advisory board to management/Operator

> Empanel one or more policyholders on the stock company’s Board of Directors

> Formalize the legal status of policyholder’s risk pool to form a Trust or limited liability corporation which elects policyholder representatives. This new entity would retain the Operator via contract (Wakala model) and negotiate for representation in management of the Trust or LLC.

Among chief advantages of formation of a Trust or LLC are:

>  the members’ risk pool/fund fakes on a juridical presence of its own

>  risk pool is transformed from ad hoc fund into a perpetual legal entity

>  risk pool gains organizational structure capable of representing policyholder interests

>  mechanism for safeguarding voting rights of members relating to major decisions on mergers or disposition of assets as well as directly overseeing liquidation of member’s assets upon dissolution.

Governance rights and procedures have evolved within the cooperative and mutual insurance systems over hundreds of years - sometimes prodded onwards by new insurance regulations or serious events of fraud or malfeasance yet Takaful business was only recently re-discovered as recently as 1979 when a mixture of cooperative insurance and an Islamic alternative (Takaful) was introduced in Sudan.
More focus is needed on good corporate governance across the Islamic banking and Takaful sectors, “best practices” in good governance from mutual and cooperative insurers can be transferred or imitated in the Takaful industry. Among the desirable outcomes are: assure full and proper disclosure of financial information, proper assessments of risk exposures, calculations of surplus and reserves and, finally, adequate protection of “consumer rights” of policyholders.

Over time a preference by Muslims (and hopefully non-Muslims alike) should emerge for ethical products and push up Takaful utilization rates globally up from 0.5% today closer to global norms. Eventually by capturing even 1% of global risk coverage, Takaful volumes can achieve $38 Billion in business worldwide, which would position Takaful alongside cooperative and mutual insurance as a truly global player and a risk protection mechanism of choice for millions of policyholders.

Disclaimer: The author has made efforts to assure that the information contained herein is accurate and complete, however, many Takaful companies are privately-held and do not publish financial statements. The opinions here are those of the author’s and do not necessarily represent view of t’azur bsc of Bahrain. 

