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ABSTRACT 

Naturally. both conventional insurance and Takafit! industries are exposed to risks. 
This study seeks to compare the compare the risks between conventional insurance 
and takafit!. The study focuses primarily on three key risks. namely liquidity risk. 
operational risk and underwriting risk. The risks were measured using Mann-Whitney 
U Test and standard financial ratios commonly used for measuring the performance of 
insurance companies. namely Combined Ratio and Retention Ratio for Operational 
Risk. Liquidity Ratio and Technical Reserve Ratio for Liquidity Risk. and finally 
Claims Ratio and Expense Ratio for Underwriting Risk. A sample of six listed Takaful 
Operators and nineteen conventional Insurance operators in Malaysia were used for 
this study. covering the period from the financial year 2007 until financial year 2012. 
It is observed that based on Mann-Whitney U Test. conventional insurance operators 
have significantly higher combined ratio than Takajit! operators. while the Takaful 
operators have a significantly higher retention ratio than conventional insurance 
operators. In terms of liquidity. there is no significant difference in Liquidity Ratio 
and Reserve Coverage between Takaful operators and insurance operators throughout 
the study period. Takaful operators are spending more than conventional insurance 
firms to run their business. as the expense ratio for Takajit! operators is significantly 
higher than conventional insurance finm. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Background of the study 

In life. one cannot escape from being exposed to risks. Everybody is exposed to risk 

and disasters such as deaths, accidents and losses. It's only natural that we find the 

mechanisms to use in order to manage or at least reduce the impact of the risks. since 

we cannot eliminate the risk 1009c. Conventionally. insurance is a risk transfer 

mechanism in which the risk is transferred from the policy holder (the insured) to the 

insurance company (the insurer) in consideration of 'insurance premium' paid by the 

insured. Before the takaful industry began to emerge in the Malaysian financial 

system. Muslims and non Muslims alike depend on conventional insurance operators 

to mitigate the risks in their life. Insurance is the mechanism that can help to reduce 

the impact in case of losses that happened from accidents and other event whether 

expected or unexpected. 

Islamic insurance or takajid is not a new concept. Takaful in business 

transactions was believed to be established in the early second century of Islamic Era 

when Muslims Arabs began trading internationally to countries like India and other 

countries in Asia. In order to protect each other and based on principal of mutual help, 

the traders contribute to a fund and use the fund to compensate anyone who suffered 

losses. 
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The word takaful comes from the Arabic word 'kafalah · which means joint 

guarantee. Takafid operations are based on three concept which are Takafid. 

Mudharabah/Wakalah and Tabarru·. The concept of takaful is when a group of 

participants agree to contribute to a pool of fund in order to jointly guarantee each 

other against loss. Based on the Mudharabah modeL the takaful operators acts as the 

administrator for the fund and manage the fund on behalf of the participants. 

Mudharabah gives the right to both parties to share the profits. and the loss will be 

borne by the participants only. Based on wakalah modeL the takaful operators will be 

paid service fee for the service they provided to the participants. Cnder the concept of 

tabarru · the participants agree to relinquish a certain proportion of the contribution 

into a fund. to assist other participants who are suffered difficulties. 

Both conventional insurance and takaful are exposed to risks. Among the 

common risks faced by both sectors are liquidity risk. market risk. credit risk. 

operational risk and underwriting risk. While a lot of studies has been done to discuss 

the risk management of these insurance operators. conventional and Islamic alike. few 

studies has been done in measuring and comparing the risks face by them 

quantitatively. 

1.2 Comparison between Insurance & Takaful 

Conventional insurance and takafid both have a common objective of reducing 

financial burden in case of any disasters or accidents. However. they also have 

differences in terms of concepts. characteristics and operations. Conventional 

insurance is an exchange contract between the insurer and the insured in which the 

imurer provides coverage against losses in exchange of a pre-agreed premium. It is 
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