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ABSTRACT

International Financial Reporting Standard ( IFRS ) has been announced to be adopted
fully in Malaysia starting from 1st January 2012. All business entities including
Islamic banks and financial institutions in Malaysia have to follow this new
accounting guideline. As for conventional insurers, they have to adhere to the
requirement of IFRS 4. Islamic insurer which is known as takaful operators also have
to apply IFRS 4 in their financial reporting. The purpose of this research is to study
the impact of IFRS 4 and also other IFRS on the tax payable of the takaful operators.
The study is significant in order to ensure that adoption of the IFRS will not
jeorpadize the takaful business and at the same time can be at level playing field with
the conventional insurer. Primary data collection is done by interviewing the tax
agents and officers of Inland Revenue Board of Malaysia  ( IRB ). The result of the
interview revealed that there is no impact on the tax payable of takaful operators even
though IFRS has been adopted. All of the interviewees agreed that the way financial
transactions are recorded may be different. However, tax for takaful operators still can
be computed based on the current provision of income tax law. As for now tax for the
takaful operators is governed by Section 60 AA of the Income Tax Act 1967. Since
IFRS has no impact on the tax computation for the takaful operators, there is no need
to change, repeal or amend the existing provision.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF STUDY

Takaful is derived from Arabic word kafalah which means a pact that guarantees
individuals in a group against loss or damage sustained by anyone of them. By
referring to this concept, Muslim jurists had decided that insurance in Islam must be
based on mutuality and cooperation principles. Therefore takaful can be described as
a system of an Islamic insurance based on the principle of ta‘awun ( mutual assistance
) and tabarru’ ( donation ) where the risk is shared collectively by a group of people

on voluntary basis.

The legality of takaful or islamic insurance can be found in the Quranic verses

and also several hadiths of the Prophet S.A.W

Help (ta’awun ) ye one another in righteousness ( birr ) and piety, but help ye
not one another in sin and rancour, fear Allah, for Allah is strict in

punishment.(Al- Maidah: 2)

Prophet Muhammad ( S.A.W ) asked a Bedouin who had left his camel untied,
" Why do you not tie your camel?" The Bedouin answered, " | put my trust in
God". The Prophet then said, " Tie up your camel first then put your trust in

God"!

! Narrated by Al- Tirmidhi and Ibn Majah, Book 60 No 2517 )



By looking at the hadith above, it is clear that Islam is not opposing on
managing risk. However there are certain conditions in conventional insurance that
make it haram or not allowed by Shariah. According to a definition given in the
International Financial Reporting Standard® ( IFRS ) 4, insurance is defined as a
contract under which one party ( the insurer ) accepts significant insurance risk from
another party ( the policyholder ) by agreeing to compensate the policyholder if a
specified uncertain future event ( the insured event ) adversely affects the

policyholder.

By looking at the definition of both takaful and conventional insurance, there
are substantial differences between the two. According to SheilA, Arif, Younes,

Hanna, Ibrahim ( 2013 ) the differences are tabulated in the Table 1 shown below:-

Table 1.1

Difference Between Takaful and Conventional Insurance

Takaful Conventional Insurance

Based on mutual cooperation where | Based solely on commercial factors
risks are shared among takaful | where it involves risk transfer

participants mechanism

Governed by the Shariah principles | Include elements of interest, gambling
where all prohibited elements such as | and uncertainty.

riba ( interest ), maysir ( gambling )

2 accounting standard developed by International Accounting Standards Board (I ASB )



and gharar ( uncertainty ) are not

included in the transactions

All or part of the contribution paid by
the participant is considered as
donation to the takaful fund. It is used
other

participants by providing

protection against potential risk

The premium which is paid to the
conventional insurance companies is
belong to the companies and is
considered as an exchange for bearing

all expected risks.

Takaful companies are subjected to
the governing law as well as a
Shariah supervisory board, which
regulates takaful to ensure that all
operations are conducted in line with
the Shariah principles and fulfill the

Islamic objectives of social welfare.

Conventional insurance companies are

subject to the governing laws.

There is full segregation between the
participants' takaful fund account and

the shareholders' accounts

Premium paid by the policy holders
are considered to belong to the
companies and are owned by the

shareholders.

Any surplus in the takaful fund is
shared among the participants only,
and the investment profits are
distributed among the participants and
shareholders based on the takaful

contract.

Any surpluses and profits belong to

the shareholders only




In case of the deficit of a participant's

takaful fund, the takaful operator

provides a free interest loan ( gard

hasan ) to the participants.

In case of deficit, the conventional

insurance company covers the risks.

The plan owners' and shareholders'
capital is invested in investment funds

that are Shariah- compliant

The capital of the premium is invested
in funds and investment channels that
not Shariah-

are necessarily

compliant.

Takaful companies have re- insurance
with retakaful companies or with

conventional re- insurance companies

Conventional insurance companies do
not necessarily have re- insurance

with re- insurance companies that

that comply with certain Shariah | adhere to shariah conditions.

conditions

The concept of takaful had existed before the era of the Prophet S A.W. It is
based on the concept of 'Agilah’ which means mutual co-operation. After that, the
insurance transactions were growing successfully from one era to another era. In 1979,
Sudan was the first country that established an Islamic insurance company. It was
known as Islamic Insurance Co. Ltd. The success of the company was proved when it
was able to distribute profits to its shareholders. The rate of profit distributed was 5%
in 1979, 8% in 1980 and 10% in 1981. Due to the success of this company, other

Islamic insurance companies started to emerge in the market throughout the countries.

In 1985, the Grand Council of Islamic Scholars of the Organisation of the Islamic



Conference ( OIC ) formally approved the use of takaful as the Islamic alternative to

conventional insurance.

According to Ernst & Young ( 2013 ), recent development of takaful industry
showed that global takaful contributions reached US$11b in 2012. Even though the
growth showed slow movement from the year 2007 till 2011, that is from 22% to 16%
but the rate is sustainable. In term of global takaful players, Saudi Arabia remained
the largest market in GCC®. The global takaful contribution growth can be seen from

the Graph 1 below.

Chart 1: Global Gross Takaful Contributions B Region 2007 - 2012f
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As for the South East Asia including Malaysia, takaful performance has shown a great
success. The Contribution Annual Growth Rate ( CAGR ) has increased by 22 %
from 2007 - 2012. In this ASEAN region, Malaysia holds the major market share
with 71% of the CAGR comes from the Malaysia takaful market. The Graph 2 below

shows the takaful contribution of ASEAN countries.

Graph 2: Selected ASEAN countries' gross takaful contributions, 2007 - 2012f
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Even though takaful contributions seem to be fast growing, there are still many
untapped markets for takaful. According to Ernst & Young ( 2013 ), market share for
insurance market in the majority countries in the world is still below 2%. For
example, in Turkey insurance market share is about 1.4% as compared to its 74

million of population. As for Indonesia, its insurance market only caters for 1.77% of



market share but its population is reaching 247 million of people. According to
PricewaterhouseCoopers ( 2008 ), there are various reasons for the low market share
of takaful business. One of the reasons is the lack of customers awareness on the
importance of having takaful. Many Muslims are still considering insurance is not
contrary to the shariah principles. Therefore they have to be made aware that takaful
is actually an approved concept of insurance in Islam. At the same time, non-

Muslims also need to be informed of why takaful is ethical.

Second reason for the low market penetration for insurance particularly takaful
is due to the lack of human resources who understand both technical insurance
principles and have a good knowledge in Shariah finance. Another reason is due to
the lack of regulatory framework that governs the takaful business. This is true
especially for countries where takaful industry is still at the early stage. Therefore,
there is a need to set the regulations that can ensure the growth of the takaful industry.
This is important to ensure that the takaful business will not be treated less favorably

as compared to conventional insurance.

For the purpose of adopting suitable accounting standards, the Accounting and
Auditing Organization For Islamic Financial Institutions ( AAOIFI ) has established
accounting standards for takaful business. However, since most of the countries are
now moving towards convergence with International Financial Reporting Standards
( IFRS ), countries which have long established takaful industry are also affected. In
order to be comparable, transparent and also competitive with the conventional
counterparts, financial reporting of Islamic financial institutions including the takaful
companies should adopt IFRS for the purpose of preparing financial reports ( Nazatul,

2013).



As many countries are moving to convergence with IFRS, Malaysia is no
exception. On the 1st August 2008, the FRF* and MASB?® had announced their plan to
bring Malaysia to full convergence with International Financial Reporting Standards
( IFRS ) by 1st January 2012. IFRSs are being used by more than 100 countries
around the world, and other economies such as Korea, India and Canada have also
announced IFRS convergence by 2011 whilst the United States have issued a
proposed roadmap for the potential use of IFRS by US issuers. IFRS is issued by the
IASB whose mission is to develop, in the public interest, a single set of high quality,
understandable, enforceable and globally accepted financial reporting standards for
general purpose financial statements. The changeover from Financial Reporting
Standards (FRS) to Malaysian Financial Reporting Standards (MFRS), which is
equivalent to IFRS will help to place Malaysian businesses on a level playing field

with its international counterparts.

1.2 PROBLEM STATEMENT

As stated in the previous section, MASB has announced that starting on the 1st
January 2012, it will fully adopt the IFRS. This definitely has led to many accounting
issues that need to be resolved. One of issues is the application of IFRS towards
accounting for takaful business. Before the year of 2012, generally MASB standards
are formulated based on other countries' accounting standards such as New Zealand,
Australia, United Kingdom and United States. Besides, MASB also adopts standards

of IASB. The purpose of adopting various accounting standards is to ensure

* Financial Reporting Foundation
> Malaysian Accounting Standard Board



Malaysia's accounting standards are harmonized with the international financial

reporting standards.

As for Islamic financial institutions, apart from following the conventional
accounting standards which are in line with Shariah principles, MASB has issued
several Technical Releases such as Accounting for Zakat on Business ( TRi -1 ) and
also Statement of Principles such as Financial Reporting from an Islamic Perspective
( SOPi -1 ). In other words, for Islamic financial institutions, there are additional
standards established in order to ensure financial reporting of these institutions are not
contravene with Shariah principles. Therefore, for the financial reporting standards of
takaful operators, Bank Negara Malaysia ( BNM ) has issued the Guidelines on
Financial Reporting for Takaful Operators. The guidelines are basically based on the
standards issued by MASB and the Accounting and Auditing Of Islamic Financial

Institutions ( AAOIFI).

However when MASB has decided to fully convert to IFRS, a conflict arise
whether those standards are applicable for the Islamic financial transactions. Fully
IFRS convergence means MASB will adopt exactly the IFRS standards. Instead of
adopting harmonized accounting standards worldwide MASB now has moved to
follow only one accounting standards namely IFRS. A research done by the Asian-
Oceanian Standard-setters Group ( AAOSG ) in 2010 had detected Shariah issues in

applying IFRS to Islamic financial transactions.

One of the issues that has been highlighted is the application of IFRS 4 and
relevant others IFRS towards financial reporting of takaful operators. IFRS 4 is the
standard that governs financial reporting of conventional insurance. Therefore the

question arises on whether adopting IFRS will bring impact on financial reporting of



the takaful operators. In Malaysia, MASB ( 2011 ) has come out a discussion paper
on application of IFRS towards takaful transactions. Basically the paper discusses on
the issues of applying the IFRS and possible solutions to overcome those issues. The
paper is released in order to get the feedback from experts in various fields such as
takaful players, academicians, regulators and so on. The feedback is then taken into

account in formulating the best solution for the issues.

As accounting standards changed, there may be impact on the tax law. It is a
fact that tax law is one of the tools in developing economy of a country. Therefore
any movements in the economy including changes in accounting standards may give
implication on the tax law. This paper will specifically study whether the application
of IFRS on takaful financial reporting may have impact on the tax computation for the
takaful operators. One of the factors that lead to the success of Islamic banking and
finance implementation in Malaysia is its robust regulatory framework. Tax law is
part of the regulatory framework. In order to boost up Islamic finance sector, tax
neutrality and tax incentives are provided so that the Islamic finance sector will
compete at parallel level with the conventional finance. Therefore there is a need to
review whether any changes in Islamic financial institutions that caused by the
adoption of IFRS standards will lead to the need to amend the existing tax law.
Currently, the provision of tax law for takaful operators and conventional insurance
are stated under Section 60AA and Section 60 of Income Tax Act 1967 respectively.
With the adoption of IFRS standards, a study will be conducted in order to know
whether the existing provision of tax law need to be amended, changed, repealed or

maintained. This is to ensure that there will be no leaking in tax collection and at the
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same time provide fair and just tax charge to the takaful operators so that it will not

affect the takaful business.

13 RESEARCH QUESTIONS

As mentioned above, the adoption of IFRS in financial reporting for takaful operators
may give impact on their tax computation. Therefore, this research will try to answer

the following questions.

1. Will there be any difference between tax computation for takaful operators

and conventional insurance before and after the adoption of IFRS?

2. Should the provision of Section 60AA of Income Tax Act 1967 be

amended, repealed, changed or maintained?

3. Apart from Section 60AA of Income Tax Act 1967, are there any other
existing provisions of Income Tax Act 1967 which related to tax
computation for takaful operators that need to be amended, repealed,

changed or maintained?

14 RESEARCH OBJECTIVES

After completing this study, it is expected that the following objectives will be

achieved.

1. To identify which items in financial reporting of takaful operators that will

affect their computation.
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2. To determine whether there is a need to amend, repeal, change or maintain

Section 60 AA of Income Tax Act 1967.

3. To identify other existing provision of tax law that need to be amended,

repealed, changed or maintained?

4. To forecast whether the same or different tax treatment should be imposed

on takaful operators and conventional insurance companies.

1.5 SCOPE OF RESEARCH

The scope of the research will focus on how the tax for takaful operators should be
computed after IFRS is implemented. In order to do so, a study on existing provision
of tax law on takaful operators will be conducted. The main provision to be studied is
Section 60AA of Income Tax Act 1967. The study also will look on other provisions

of tax law which may affect the tax computation of takaful operators.

Then a study and analysis will be done on the requirement of IFRS 4 and other
relevant IFRS in preparing financial reporting of takaful operators. This study will
look whether existing items in financial report of takaful operators are presented
according to the requirements of IFRS or otherwise. These items include the format
of presenting financial statements, the measurement of qard, recognition and

presentation of revenue and investment of part of takaful fund.

Once both studies have been completed, a conclusion will be sought whether
tax computation for takaful operators should be remained or changed according to the

requirement of IFRS.
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1.6  SIGNIFICANCE OF STUDY

This study might bring significant value to regulators, accounting and auditing firms,

takaful operators and researchers

1. Regulators

Basically this study is relevant for the two regulators namely Bank Negara
Malaysia ( BNM ) and Inland Revenue Board of Malaysia ( IRB ). In
Malaysia, takaful business is regulated through Takaful Act 1984. Section
54 (1) of Takaful Act 1984 states that the power to enforce and administer
the provisions in the Act is conferred to BNM. Therefore BNM need to
alert any changes in the environment of takaful business. Since BNM is
given the power to administer the takaful business, it has further
established several rules and guidelines in order to ensure the smooth
growing of takaful business. Therefore, when IFRS is adopted BNM need
to know the possible changes in takaful financial reporting. These changes
may affect current provisions in the Takaful Act 1984 and also BNM's
rules and guidelines. Through this study, BNM will know the changes in
the tax regulation towards the takaful operators. By having this
knowledge, BNM can review the existing provisions of Takaful Act 1984
and also the rules and guidelines so that any possible amendments can be

made for the benefit of sustaining the takaful business.

On the other hand, IRB is one of the statutory bodies that is
responsible in collecting revenue for the government of Malaysia. The

revenue is in the form of various taxes. These taxes are administered

13



through various Acts such as Income Tax Act 1967, Petroleum ( Income
Tax ) Act 1976, Stamp Act 1949 and many more. Tax on takaful
operators is administered through Income Tax Act 1967. Therefore this
study is so significant to IRB because any changes in takaful financial
reporting probably will affect the provisions stated in the Act. IRB may
have to make recommendations to change, amend or repeal the existing
provisions. This is important so that the provisions of tax law is relevant

to the current state of the country's economy.

2. Accounting and auditing firms

Most of the business entities especially the listed companies, they will
engage external accountant to prepare their financial statements and also
tax computation. In order to perform their duties, these accountant need to
have full knowledge on the latest accounting standards and also the tax
laws. Therefore, this research is expecting to give them views on possible
changes, if any, in tax computation of takaful operators once IFRS is fully
adopted. This is important because they need to advise on that matter to

their clients, that is the takaful operators.

3. Takaful Operators

For the takaful operators, even though they are not computing their tax
themselves, they still need to be aware of any possible changes in tax laws.
Tax is an expense to the companies. Therefore, they need to know the

latest provision of tax laws because it might affect the companies' income.
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