CHAPTER 1

INTRODUCTION

1.1 Background of Study

T
R
O
X

As insurance is common in our world and a vital co eRof the larger financial

services sector, the insurance business is essential to ing a dW the risks

that people and companies face on a daily basis.

W,
its core, insura ce' wqr;k)s as a
_\

contract between an insurance provider and a persép or organization anm as the
N
nty the

policyholder. In accordance with this agr% T gree%qx;ay periodic

premiums in exchange for ﬁnancia&%we agai ci&ﬁi risks or losses

(Insurance Information Institute, ZOC:). \T /.\k
\

Essentially, the main obj% insu?ance i gi(\é@olicyholders a safety net
by shifting the financial wei mwx EM S%ponsibilities to the insurance
company. Due to the e%tl saf1y n inlplaalo lessen the effect of unforeseen
catastrophes, this &transff \f'sh nismeévls/es people and organizations the
confidence to p %r th \(t'}'e in@ﬁce industry is normally divided into life

L

and non-life %ts, while in‘the {Jn@tates, this is more commonly referred to as
\
S h

life/ ann% prop
t

[¢]

/ Pualty«@surance Information Institute, 2020).
dition, the 1nsurans&9e:ctor offers a wide range of goods made to satisfy
di

Gurance, liability, and property insurance for homes and cars, as well as specialized

insurance such as pet or event insurance. It is a crucial tool for risk management,

needs. These goods include life and health insurance, business commercial

guarding against monetary losses brought on by illnesses, mishaps, natural catastrophes,
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liability claims, and other unforeseen events. By spreading these risks over a wide
number of policyholders, insurers are able to provide coverage at reasonable cow

the premiums being paid by policyholders. \

On the other hand, insurance companies have used statistical ar%nema‘ucal
methods to determine reserves, calculate premiums, and evaluate rlsmrformed by
actuaries. Regulation is another important aspect of the i e industry, with
regulatory agencies in most countries setting guidelines that I C 2'1ms processing,
capital requirements, and ethical conduct to protect policgholders an amt the

financial integrity of insurance enterprises. A es"have a si ﬁ!an.{t?)le in

supporting the financial stability of insurance ¢ m& ng thesaYp;ropriate

pricing of insurance products. With the entw of ne‘w risks) such‘@§ climate change

&

and natural disasters like severe ﬂoods, ulatory p edure@so change and are

improvised. For example, the pre ' V storg"and the financial market

has fastened the risk manage 1tiative tQ net- roqgre@'ouse emissions in the next

X

few decades. This will, i ﬁca_r@mpact on the insurance and

reinsurance underwriti

lios( er O}SI%&A G, 2022).
@

Furthermor ane l]rms Iso e@e in prudent financial management,

N
typically inve Me p rm?t dy c&%oét in a variety of financial instruments to
1

generate I his financial pru enables them to fund claim settlements and

v’
cover al costs. X~
& S
~N
he impact of insurance extends globally, holding profound implications for

nomic stability, societal resilience, and the well-being of individuals and businesses.
05

urance's worldwide reach and influence are further demonstrated by the fact that it



is a vital instrument for nations trying to recover from natural catastrophes and

catastrophic occurrences. YV
In summary, insurance plays a crucial role in the financial servs' %tor by

providing security and assurance to both consumers and businesses, whi€h in turn
promotes economic stability. The sector, which covers a wide range z goods, needs

advanced risk management and analysis, all carried out v strict regulatory

oversight. The industry continues to be an essential com of ﬂ"e contemporary
financial environment despite its constant adaptatio angt geds._and
. . | &
improvements in technology. =\
s b 4§
\ Y}/

1.2 Overview of the Insurance Industry ays?ﬂ ¢

The insurance sector in Malaysiaui ndament omp@g%t of the nation's
financial services industry, demonstiati substan\i a iéi\and serving as a vital

N

@
contributor to economic stabili\@ the governahce ofiy entral Bank of Malaysia

(Bank Negara Malaysia, industry s demonstrated significant

advancement, particul%\ e life }@%ﬁaﬁ’ where it attained a penetration
rate of 54% in ﬂ)@)we@kaful %&B(or, which follows Islamic financial
principles, achi&d pene; 1 'ate @/ly 19% in 2021, much below BNM's
ambitious @% ( ?f .&_}c')

continu oﬁpera?v ith two distinct financial systems: Islamic and
N

al. Under this setupythe Islamic system rigorously abides by Shariah rules,
ing riba (interest), gharar (uncertainty), and maysir (gambling) and emphasizing

mic values. In contrast, the conventional system is constructed around interest-based
financial processes (Eldaia et al., 2020). This dual system is designed to cater to the

varied financial inclinations of Malaysia’s people, affording them access to a spectrum
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of financial services that align with their preferences, be they conventional or Shariah-
compliant. Regulatory oversight by entities such as Bank Negara Malaysia ?ﬂm
Securities Commission Malaysia is paramount, ensuring the adherence t(@s ished

standards of compliance and upholding the integrity of financial produ& services.

There are various types of insurance products available in alaysz This includes

whole life, term life, endowment life, and investment-linked 1 e policies, which

are among the products included in the life insurance z I]‘ Malaysia, life

insurance is an essential part of both individual an il ﬁMplaQ?ing.
. o . .

Moreover, both domestic and foreign insur sinesses, luding “major

multinational insurers, are present in the Malays uramQ , where/Prudential

Malaysia, Great Eastern Life Assurance, M/[ala}ai Zuric%/[alaysia are a

few of the well-known companies in tw sian insur.
r@ of the Bank Negara

The insurance sector falls Eer ’he r%'y u
(] “
Malaysia (BNM), which is res& e fofﬁri? the ﬁeﬂcial stability and solvency

of insurance entities _thr the Fstab @ prudential norms, capital

‘ : |
requirements, and routine ingpections! Addi cﬁa% BNM actively supports the growth

of the takaful sec %ing v&lith Islamic fi ial principles.

N
Even w%\ growth, a!!ia'&%s}urance penetration rate is still low when

compare %ﬂ‘ Wf‘al y gountriesy(Sang et al., 2020). There are ongoing efforts to
by

rectify this Thequality, especially.with respect to the population's lower-income groups.

ey

Whenswe financial literacy programs that make use of seminars, workshops, and
tru

A

ctional materials are among the initiatives. Furthermore, customized

Ocroinsurance products offer coverage for important risks, including health,



agriculture, and small enterprises, to meet the unique needs of low-income people and

communities. Y'
The developmental trajectory of the Malaysian insurance market :g@bited
ass,

consistent growth, driven by factors such as the burgeoning middle cl creasing

otax, government

ave contributed

prosperity, and heightened awareness of insurance products.

initiatives aimed at bolstering vehicle insurance penetrati
significantly to the broader promotion of insurance covera dy ’Jy Hassan et al.
(2018) found from 503 respondents who reside in Kuala®kumpur an lan% an

N
estimated 25% have no knowledge of takaful, 5% do n Jw.\t?[ they

4
mutually share the risks in a takaful policy. Y
The low penetration rate and aware Nld e‘a fremt the lexities linked

to such insurance/takaful products anmms, s m ed anng et al. (2020),

A
a@hem. This is worsened

causing people to become less int edan kn g
[ “ QL
by the use of high-level languﬁ t inc%ﬂial teﬁvwhich is often difficult for

many to understand
Ol
Government s@i also\q& e { ifiproved accessibility by providing
financial aid to L@i ileged popufation
roadshows in%\rb ahd ?'re i

between &fyo? iza

by offeting €onsultations along wit

e

/4

&

=

®

lowering entry-level costs. Insurance

3‘0%/

s are examples of cooperative initiatives

iy

urance companies that seek to raise awareness

%

policy information.

%

N
E\rthermore, the emergence of digital platforms and mobile applications has

ly enhanced accessibility to insurance services and information, making the
rchasing process easier for a larger audience. In addition, community engagement

tactics—such as collaborations with nearby leaders and organizations—help to advance



trust and understanding of insurance in local areas. The advent of microinsurance,
which is a term used to represent insurance for low-income people, is es
required by those residing in rural areas and poor urban locations who b@have

no or limited access to formal social protection schemes (Afendi & J aeﬂ&ﬁ).

Public-private partnerships have emerged as a strategi%g:e to address

underserved populations, resulting in insurance programs tailo cifically for these

segments. Innovative ways of promoting insurance, such a tive-'lriven programs

that offer discounts or cashback rewards, increase the mar

cts.
| S
The ongoing trend of innovation and digiti n within th¢ M ysian‘ﬁfsu

YY'
ay a p?o al role by

aim ﬁcessing, and

le ¢t nderinsured who

=\
Ns%nponents that make it

rance

industry aligns with global advancements, whég€ busi

introducing digital solutions for cons%\{ga
insurance distribution. These solutions catew
actually look for uniqueness in uc wi"gh%zvv
easy for them to look for infemmatien. Tl%ﬂtjesqrf@e updates, automation in
claims processing, and simpleac essib'ityt lep o@t platform (PwC, 2023).
% 1 slxaf\c cto?"&‘jéot without its challenges. Escalating

competition, ev regulatory dard d the imperative to raise awareness

B
regarding the%\f insufan a}l'oné'&e/ general populace pose ongoing hurdles.
Additio@btir? Jﬁ g @umer preferences and expectations remains a
b4

critical'eonsideration. z

< S
S

/

Bt |

However, the Ma



1.3 The Concept of Takaful and Conventional Insurance

1.3.1 Concept of Takaful C\

The ancient Arab tribes' Al-Aqilah practice, which dates back tnd&e 70 CE,
is the origin of the notion of takaful, or Islamic insurance (Hachemi W‘.,’OM). In Al-
Aqilah, tribal members made monetary contributions to recompwe victim's heirs
in the event of an untimely death. The principle was acce mp'het Muhammad
"Wrantee” in

. Y~line

Arabic, is an agreement between parties to collective rantee again l,ss_e\s;'n

a
(PBUH) and became part of Islamic law. But takaful, w mea

Sunnah o, ), o
| VA9 S

Four parties are engaged in taka traactions: b ﬁci, insured persons,

operators, and participants. Partic% contribu\[’w% @ fund, and the fund
0
provides support to covered pe%h ac e

e hazards. @cr Shariah guidelines, the

with the values of collaboration and mutual aiq Ehat ¢ highlightedfin tl@ﬁran and

takaful operator oversees t to 10 ecta instﬁoreseen losses. Incorporating

the idea of tabarru' (givi bles mémb ‘;(! ﬁ!a'l their mutual aid commitments.

m
s &
Takaful is based ﬁ)perative\d« sharn%éie'sponsibility paradigms such as al-
I &
g ! 5
Und e Mudarabah™model, gxﬁcipants face losses as capital suppliers while
ash

the ta %&rator ’ac n emfreépreneur, splitting profits with them. Prudential
N
gui protect the interest$“ef participants. Under the Wakalah model, the operator

%ﬁs participant money and receives a fee for acting as an agent.

Mudarabah andéal- ah.
¢

However, based on shariah, takaful transactions must not contain any of the

forbidden things, like riba (usury), gharar (uncertainty), or maysir (gambling) (Eldaia



et al., 2020). Strict prohibitions against riba emphasize that money should only come
from legal sources. Gharar and maysir are connected, and the goal of taka(v
minimize return uncertainty. Gharar is defined as taking unwarranted riq it is

forbidden to guarantee that investment benefits and losses are distribu itably.

rovid
Y

indemnification in compliance with Islamic contract law. cept emphasizes

Unlike conventional insurance, takaful is designed to p rotection and

1.3.2 Concept of Conventi?insur’nce
|
The concept of in%; invoh‘egtqllliﬁe@é ic transfer of risk from individuals,
organizations, or&m\ﬁes lo

a nsuran%entity, typically in exchange for a

N

sclﬁ)ggmatic approach serves as a method for

—_

predetermine ium paym
s
effectively, aging major pur 1skséyithin this framework, the insurance company,

know insurer{ a§8imés thesrésponsibility of providing coverage. At the same
N
tinK sured or policyhol&é?commits to paying a premium at the initiation of the

%tual agreement. In the unfortunate event of a loss, the insurer is obligated to

Oemnify the insured, providing what is termed as the insurance benefit.



From an economic standpoint, insurance functions as an institution rooted in the

reciprocity principle established to create a general fund. Its necessity becomes a t
when unexpected risks materialize and the probability of such risks can b%\ably

estimated. Defined in financial terms, insurance entails the redistribu the costs

associated with unforeseen losses. q

Md. Saad et al. (2006) reticulate insurance as a colleYﬁndeavor, forming
rra

alliances for mutual cooperation and responsibility. This fin n';ement involves

individuals substituting a nominal premium for protection aMpteQ?glly

. . . [ >
substantial and uncertain financial loss. _\
4 b
}ﬁr\ insul%' individual
re iu{payments are

(&Qn, constituting a

Fundamentally, insurance is an arrange?nt
procures a plan that encompasses speci@ a

made in consideration for the provisiofigof insur:

contractual commitment by the ifsurer cgr%
q

beneficiary in the event of \1 Threéwpivotal c %eristics define insurance

arrangements: risk trans er,wduct n, and 1oss ng.

First off, a key compenen f'is nsia‘ %ﬂ/one of the most important parts of
s O

insurance is risk @ whi l m it ea@or the insured to shift their risk to the

N

insurer with s%\ﬁn cés. (?!i, e@f&}tive risk mitigation is made possible by the

insurer's z%’to forecast future @es with a reasonable degree of accuracy. Finally,
SQ“‘ A ol

the fairidistti

ution of losses sufi 68-(.1 by a few throughout the whole insurance pool is
t M:omponent of the loss-sharing principle.

el 'Sed or their designated

An important component of the insurance contract is the Insurable interest that
a

ndates the insurance buyer to possess a vested interest in the property or lives

insured, ensuring a tangible financial loss to the buyer in the case of damage or loss.



Full and absolute trust in insurance contracts is contingent upon good faith,
necessitating the insured to disclose all material facts during the policy purcha?le
principle of indemnity involves the reimbursement of losses in various fo%\h as
cash, goods, or the cost of damaged property. It encompasses such as
contribution, subrogation, and the doctrine of proximate cause. Whilégthese terms are

initiated under the conventional insurance basic principles, th§< arc'also applicable in
the takaful as long as they are aligned with Shariah princip abis, aloiding the three
elements mentioned earlier (Md. Nor, Mahdzir and Mohamad, 2020)

[ ]
Y
In summary, insurance operates as an e 1C" mechanis aJili.tk‘EiAg the
s &

systematic transfer of risk among individuals. I es th% on andpayment of

X
losses from a fund contributed by altwrs o‘ﬁ th suredSgroup, thereby

redistributing the costs of losses th

remium mentOF his arrangement
encompasses the assurance of co %n in @\?%f oyered losses, emphasizing

f >

the collaborative nature of ris\agemwﬁé i %nce framework (Hachemi
et al., 2014), Y. , 'é\

S
1.3.3 Performan&%nvenfio
iable

<

d Taguﬂ Sector
at t i

msurance sector has far more experience

J‘Ca%

It is unde\
¢
compared tosthe takaful Sector. Vgal(_i}l terms of its size, the takaful industry is only

NN
about of the c 'nal C{)zﬁ.\n\terpart from the life/family takaful perspective
(Hazi 023). The perfom@of life insurance can be seen rising steadily after

C \mw, where its premiums rose from RM 11.4 billion in 2020 to RM 12.8 billion

03521 (Life Insurance Association of Malaysia, 2021).

For takaful operators, the family takaful gross contributions increased from

RMS.5 billion to RM10.06 billion in 2022 from 2021, which shows quite a steady
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growth which the Malaysian takaful Association (MTA) said to be driven by strong
market demands for Islamic finance products (Hazim, 2023). According Yﬂk
Malaysian Reserve, the takaful sector has recently continued growing at @5 pace
compared to the conventional sector, where its compound annual gro (CAGR)
was at 20.6% in 2022. This figure actually outperformed the converw counterpart
with a CAGR of 10.8% in the same year. This is also said t%- to the growing

demand for Islamic finance products in recent years.

In terms of profitability, however, both life and familygtakaful ex n;edﬁgme

decline in the second half of 2023 due to the lar riting 1

r gencral insurance

X
by higher underwriting

higher payments of medical claims (Qi, 2024). E?!oth

and takaful, the profits came in higher, WEM contribut

profits. In summary, Bank Negara Mam ates that o

a healthy level for its capital ade %&tio, \
0 e,

requirement although still lowgr than that of June 75 (@024).

1.4 Problem State : ,bj l 0’

In the year 2 he penttr i
stood at 54%, w that t'he populace availed themselves of this particular
Dl S

coverage. versely, the pen a{o@te for family takaful, an Islamic variant of
NN
insuran ntedfoﬁSZsign@g that 19% of the population secured coverage

thr is avenue. These st 5%’5 elucidate that conventional Life Insurance exhibits

A
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4.

o

a or penetration rate relative to family takaful within the Malaysian context for

Q: ear 2022. Both penetration rates fall short of the 75% benchmark established by

ank Negara Malaysia in 2017, underscoring the latent potential for an augmented
expansion of insurance coverage throughout the nation (PwC, 2023).
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Despite the less-than-targeted penetration rates, the performance of both sectors
remained stable based on the number of new businesses (Qi, 2024). The perfo
in terms of profitability, however, has decreased in 2023, as mentioned ear%\ch is
much due to the higher underwriting losses experienced in recent yedrs: e of the
factors that could contribute to the profitability of the insurance 'sector could be
company-specific components and macroeconomic aspects of the™financial market,
including inflation, Gross Domestic Product (GDP), and mﬂ'et conditions. It
is therefore, crucial to provide an understanding of the orm cL\Qdinsurance

®

and takaful sector, as this outlook is important for ev: keholder 1 l{e@thya,
4

2022). Y' I VP’T

The research problem under consi Molds unt siﬁcance within
the Malaysian context for a multitude ﬁalling reas
Malaysia's substantial Muslim %tion, h\yn&n
meticulously with the principl %nic ﬂanc H‘ere@ it is crucial to thoroughly
comprehend and analyze %ativ %lz;@%f takaful in comparison to
conventional insuranc% T t(@ J‘d‘!&ge financial requirements of this

specific populatiw

Moreovegr, ysia has

a ?llte%gdrly that it wants to become known around

the world ter fjﬂi ﬁ&a&eé This vision is intrinsically tied to takaful's

effecti wnd success. ans@altly, the assessment of the takaful's performance
ic

ctiye
bewéf ant consequences\c;gr Malaysia's status and reputation within the global

wn

financial environment (Salehuddin & Suhaidi, 2024).

0 Despite the availability of both conventional insurance and takaful, an analysis of

market dynamics indicates a noticeable imbalance in market share (Md Husin, 2019).



There is hope that examining the fundamental causes of this discrepancy will lead to

increased market competition and more options for customers. YV
On the other hand, Malaysia has been trying to develop ﬁnanciaE %&s that

adhere to Shariah, with a focus on takaful, where assessing the financial petformance

of takaful firms is crucial in determining the efficacy of these remh%z initiatives and

their wider implications for the sector. Y.
Various studies have looked into empirical ana@aly{th?ctors that
actually contribute to the performance of insuran; and takaful companiés ere

N
[
1zm%z~
é?ed literature
the insurance and

qu each company. A

performance is measured by the profitability of anies, eit

' 4

return on assets (ROA) or return on equity (ROmer }an{

that focuses on comparing the data by t%many i

takaful sector requires collecting data through the ann
1.

study by Sahudin et al. (2022) foc;é oathe?i p%n E') ful operators utilizing
t

“ &

factorsysuch as ﬁ(slze of the firm, GDP, and

liquidity have a signi 1caWtion'hip 2?itl @nancial performance of the

companies. The study by Sahudin et al Ydid.not include conventional insurers as

part of the stud&xxcluckd ceftain variables such as solvency, underwriting

panel data regression and fo

An %earch y Abd A@ZOH) also applied panel data regression. Still,

b4
it included variables such as Gro@mestic Product (GDP), Base Lending Rate (BLR),

a Neasury Bills Rate (TBR)\or the macroeconomic factors and underwriting risk,

ense ratio, and size of the company as the firm-specific factors. Other studies, such
Ohose by Hamdan (2018), used variables such as underwriting performance, solvency,



liquidity, and operating efficiency as factors that could contribute to the profitability of

insurance and takaful companies. Y‘
In light of all of the discussion above, this study aims to contribs@ment

knowledge by conducting a thorough examination of the financial performance metrics
comparing Malaysian takaful and conventional insurance co anmis analysis
encompasses components such as solvency, liquidity, pr ility, underwriting
efficacy, and operational efficiency. This is similar to the s Ha"ldan (2018) but

different in terms of the methodology applied to achieving bjectives. n;ier%lging

N
this endeavor, the research aspires to provide inv@nsights 0 e’s&‘st,@ctrum
r's

of stakeholders, encompassing regulatory bodie stors,.{d pra%i@oners, and
resésxw\h contributes

substantively to a more profound comp 1on of lution_and progress of the

insurance sector within Malaysia. % >\y
? @
o

1.5 Research Questions \

1. How do the % rati(')’s
ratios, a&%rwritirg
compw ose fnﬁ()@ insurance companies in the Malaysian

¢ C,)
insurance industry ’ (_/
ﬂ? $
/ e and :@gtb of the relationship between the independent

is the n.
N
ariables (solvency -ﬁ@, liquidity (financial performance) in both takaful and

% conventional insurance companies operating in the ratio, efficiency ratio, and

underwriting performance) and the dependent variable profitability ratio in

the Malaysian insurance industry?
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1.6 Research Objectives

1. To compare the solvency ratio, liquidity ratio, profitability ratio, eﬂw
ce.

ratio, and underwriting performance of takaful and conventional

2. To examine the relationship between independent variables (solvéncy ratio,

liquidity ratio, efficiency ratio, and underwriting perfor%gznd dependent

variables (financial performance) in takaful and ConVal Insurance

1.7 Significance of the Study ‘\d
L ]
Y
This study has broad ramifications for many différent areas and ides_{'ﬁhmber
of advantages. The aim is to furnish policymak usi eg's S w'&%niﬁcant
that%suited to the

the@surance industry,

particularly in the conventional an%ful insur\eggcwe @'he study encourages

healthy competition among in 1 Qby e 0§ing(o le financial inequalities,

which eventually results in \ improvement an‘(&wﬁts for consumers.
|
Gaining an in-depth under: tan?i the @ancial status of both conventional

and takaful insu&%mpallies Ips ir(n?ors make wise investment choices.
N

Furthermore, lt&s a strongdataset t Gyestigate the variables affecting insurance
businesses#fiiancial suceess: (J

mlts of the d; ma\yﬁE’e utilized by policymakers to build strategies that
S e

suwa competitive and well*balanced insurance sector. This sector is crucial for

perspectives, empowering them to formiigw;egi
in

advantages and disadvantages of ¢ ctors wi

L

ining economic stability and growth, ultimately contributing to Malaysia's total

Onomic growth.



Furthermore, it raises awareness among stakeholders, including consumers,
regarding the financial strength and capabilities of takaful and conventional inw

providers. This heightened awareness empowers stakeholders to make m@‘med

choices when it comes to insurance services.

In essence, this study transcends mere numerical compmis%g reshaping the

insurance landscape by promoting competition, informed decvnaking, economic

growth, and ethical financial practices.

1.8 Scope of the Study ¢ ' _{’)
The scope of the study is centered on l\/vbs i% industry_ (takaful &
conventional insurance), where a selectio en companies, five o@mv are takaful
2

com@ies. It focuses on

companies, and the other five are co al insura

takaful and conventional insurance within t nt @Iyzing their financial

0
performance from 2016 to 202%tud employs“qu O)tive research methods to

compare key financial ratiogsei dinj solvengy, liquidity, profitability, underwriting

efficiency, and operat% ective?
significant differen Nhesej? twee two insurance systems. The research
acknowledges @l lirfitati h anéﬁ{e findings contribute to a nuanced

ofrlt' C')

( ¢
understanding of the industry's 1Qr_1}and dynamics.
Qr N
(Q ’ S
Y—v

19 Aanlzation of the Stu
@y

\xe organizational framework of the study follows a logical progression,
beginn

ss. ﬁl@is aims to identify statistically

.

Q ing with a comprehensive literature review in Chapter Two, where relevant
erature on takaful, conventional insurance, and financial performance analysis is

explored. Chapter Three elaborates on the research methodology, Chapter Four

16



ive men

the preliminary results, and Chapter F

elaborates on



