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ABSTRACT

Even though the modern financial theory of the Capital Asset Pricing Model (CAPM)
developed by Sharpe (1964), Lintner (1965) and Mossin (1966) implies that variation
in the pure risks that a firm assumes does not affect the firm’s value, some studies like
Mayers and Smith (1990); Yamori (1999), Hoyt and Khang (2000); Zou et al. (2003);
Daniel and Paul (2003) and Zou and Adam (2006) suggest that insurance helps
managers to alleviate business risks such as bankruptcy following a major accidental
loss. The general takaful industry in Malaysia has recorded progressive growth,
particularly over the last six years. Demand for general takaful products has
continuously risen, as reflected in the improvement in contributions (premiums) of
general takaful. Besides that, the conventional insurance industry also continued to
register positive growth in 2005, buoyed by stronger growth in the general insurance
sector. In addition, over 50 percent of total premiums were from the business
corporation for takaful and conventional insurance in Malaysia. Hence, there appears
to be a conflict in the implications of the CAPM and the actual behaviour of
corporations in their takaful and conventional insurance demand in Malaysia.
Moreover, although numerous theoretical and empirical articles investigate corporate
demand for conventional insurance, empirical tests of the theories have never been
conducted for Islamic insurance which is known as takaful. The main contribution of
this study is that it is the first attempt to empirically investigate the determinants of
corporate demand for takaful and also conventional insurance for property or asset-
based risk exposures of non-financial corporations using data from the main board of
public listed companies at Bursa Malaysia. Besides that, the unique data of this study
i.e. pooled data of corporate demand for conventional insurance and takaful is
performed to show the overall perspective of the corporate demand for insurance in
Malaysia. Factors like underinvestment and leverage, growth opportunities, expected
bankruptcy costs, tax considerations, managerial ownership, company size and
regulatory environment have been examined in this study to identify the determinants
of corporate demand for Islamic and conventional insurance in Malaysia. The data
covers a five-year period from year 2002 — 2006. Three models of panel data
estimation were employed, namely GLS with non-effects, GLS with fixed effects and
GLS with random effects. The findings are robust to alternative specifications of the
model i.e. GLS with the fixed effects model that help us to control for unobservable
heterogeneity. The findings show that leverage, expected bankruptcy costs, tax
considerations, company size, and managerial ownership play an important role in
determining the corporate demand for conventional insurance and takaful in Malaysia.
These findings are also parallel with the findings of the pooled data of the corporate
demand for conventional insurance and takaful to represent the overall perspective of
the corporate demand model for insurance in Malaysia. This study gives some
important implications for various groups like the insurers and takaful operators, the
shareholders and creditors as well as the regulators in reflecting with the financial
exposition factors that determine the corporate demand for Islamic and conventional
insurance in Malaysia.
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CHAPTER 1

INTRODUCTION

1.1  BACKGROUND OF THE STUDY

Corporate risk management has been the subject of a large body of academic literature
in the last twenty years. Corporate risk management methods consist of risk
controlling and risk financing in which insurance is one of the risk financing methods
(Dorfman, 2003). In modern business, one of the ways of reducing the risk of loss due
to misfortune is through insurance. In Malaysia, the government entrusted Bank
Negara Malaysia with the regulatory and supervisory role over the conventional and
Islamic insurance (takaful) industries.'

Islamic and conventional insurance are two different contracts. Islamic
insurance which is known as takaful is based on the concept of takaful that is
developed on three principles: 1) Mutual responsibility 2) Co-operation with each other
3) Protecting one another from any kind of difficulties, disasters and other misfortune
whereby the financial contribution (premium) is based on the concept of tabarru’
(Jamil Osman, 2003). Tabarru’ is derived from the Arabic noun that means donation,
gift and contribution (Mohd. Ma’sum Billah, 1999). In relation to this, a participant
agrees to contribute as tabarru’, undertakes to pay thus enable him to fulfil his
obligation of mutual help and joint guarantee should any of his fellow participants
suffer a defined loss (Mohd. Fadzli Yusof, 1996).

Conventional Insurance is a contract in which one person (the insurer)

undertakes in return for the agreed consideration (premium) to pay to another person

" The Central Bank and the Financial System in Malaysia — A Decade of Change (1989-1999), p. 256



(the insured), a sum of money (the indemnity) on the happening of a specified event
(Dorfman, 2003). It is generally accepted by Muslim jurists that the operation of
conventional insurance does not conform to the rules and requirements of the Shariah.
Conventional insurance involves elements of uncertainty (4/-gharar) in the contract of
insurance, gambling (4/-maysir) as the consequence of the presence of uncertainty and
interest (4/-riba) in the investment activities of the conventional insurance companies
which contravene the rules of the Shariah.”

Thus, the nature of the concepts of takaful is fundamentally different from
conventional insurance. The effect of tabarru’ transforms the basis of the insurance
contract from an exchange contract to a charitable (donation) contract in takaful. When
a contract is a charitable (tabarru’af) contract, uncertainty is tolerated (Jamil Osman,
2003). This part will be discussed in Chapter two.

However, these two contracts have the common objective of reducing a
financial burden arising from any disaster or accidental loss like fire, flood or storm.
In other words, takaful and the conventional insurance contract are an integral part of
corporate risk management. Takaful and conventional insurance have more or less the
same characteristics, for example, in terms of the nature of their businesses, products
and services offered. The only difference is that takaful is based on the Shariah law,
while conventional insurance is not.

For example, the Central Bank of Malaysia reported that total gross claims
paid increased by 11.5% involving RM116 million with 21.7% or RM25.2 million of
the total gross claims paid being borne by Islamic reinsurance (retakaful) and
reinsurance companies under the retakaful arrangemen’[.3 Thus, in theory and practice,

it is generally accepted that takaful and conventional insurance can reduce a burden

®Ibid p. 256
3 Annual Report of Takaful (2004), Bank Negara Malaysia, p. 10.



and suffering of financial loss of an individual or a business corporation arising from
pure risks such as fire, flood, earthquake or any other specified disasters. There are
two basic types of risk* i.e. pure risk and speculative risk. Takaful and conventional
insurance deal with pure risk only.

Modern financial theory i.e. the Capital Asset Pricing Model (CAPM)
developed by Sharpe (1964), Lintner (1965) and Mossin (1966) implies that the
variation in the pure risks that a firm assumes does not affect the firm’s value. A
corporation, therefore, has no incentive to purchase insurance. The theory argues that
investors can hedge against insurable risk through diversification. Prior to this,
Modigliani and Miller (1958) asserted that in perfect capital markets®, there is no
difference between purchasing insurance and purchasing a portfolio of securities. That
is, corporate insurance is irrelevant. According to modern finance theory, when
shareholders are well diversified, corporate activities to reduce the variability in cash
flows due to pure risks are largely redundant from the perspective of the shareholders,
who already have reduced their risk through diversification.

However, Main (1983), Mayers and Smith (1982 and 1987), and Skogh (1989)
have sought to develop a positive theory of corporate insurance purchasing behaviour.
These studies argue that corporate insurance purchases are driven by (i) the
underinvestment problem (interest conflicts between shareholders and debt holders);

(ii) interest conflicts between owners and managers; (iii) the comparative advantage of

* Pure risk refers to possibilities that can result in only loss or no change. Nothing good can come from an exposure
to pure risk. A factory’s exposures to loss by fire, storm or flood are examples of pure risk. But in the case of
speculative risk there is uncertainty of an event that could produce either a profit or loss. For example, a business
venture and a stock market investment are risks of a speculative nature and, therefore, could not be covered and
insured under takaful and conventional insurance. ( Dorfman, Introduction to Risk Management and Insurance ,
2003. p.7)

* Perfect Capital Market refers to i. a market which is frictionless; that is, there are no transaction costs or the taxes,
all assets are perfectly divisible and marketable, and there are no constraining regulations, ii. all participants in the
securities market are price takers, iii. Markets are informationally efficient; that is, information is costless and it is
.received simultaneously by all individuals. (Financial Theory and Corporate Policy by Copeland, 2005. pp. 353-
354)




insurers in providing risk-related services, such as claims handling and loss
prevention; (iv) effects of the firm’s expected tax liability; (v) the existence of
bankruptcy costs; and (vi) the regulatory status of the firm. This is supported by
previous studies like Mac Minn (1987), Mayers and Smith (1990), Yamori (1999),
Hoyt and Khang (20005, Zou et al. (2003), Daniel and Paul (2003). This studies show
that insurance helps managers to alleviate business risks such as bankruptcy following
a major accidental loss.

In the insurance literature, the incentive to buy insurance is often assumed to
be risk aversion (Borch, 1960 and 1962; Blanzenko, 1986). Risk aversion is the major
underlying force that motivates most individuals to purchase insurance even though
insurance premiums exceed expected claim costs. However, the importance of risk
aversion in an individual’s demand for insurance is obvious but the importance of risk
aversion in the corporate demand for insurance is less obvious (Main, 1983; Mayers
and Smith, 1987, 1990; and MacMinn, 1987). This fundamental question is left
unanswered in finance with regard to what actually motivates risk neutral corporations
to actively manage their idiosyncratic risk (pure risk) through costly practices such as
the purchasing of insurance policies and investing in risk management strategies
(Boyer, 2003).

This research will focus on property or asset-based takaful and conventional
insurance®. The majority of empirical studies focused upon identifying the factors

affecting corporate demand for property insurance. Their studies try to find the

® There are two types of takaful and conventional insurance business i.e. i) General takaful and general insurance
which consists of properly and liability takaful & property and liability insurance. ii) Family takaful and life
insurance. As in prior studies (e.g., Hoyt and Khang, 2000; and Zou et al., 2003), only property insurance is
covered in this study, whilst liability insurance is excluded for two reasons. First, third party liability
insurance/takaful is compulsory and the corporate demand for other liability insurance/takaful is still very minor
(less than 5 percent of total general insurance/takaful premium, BNM 2005). Second, Hoyt and Khang (2000)
report that the levels of liability-based premiums are unlikely to correspond closely with current measurable firm-
specific factors (e.g., size).



relationship of these factors with property insurance and whether they are significantly
or insignificantly related with property insurance and then whether they are positively
or negatively related with property insurance (Yamori, 1999; Hoyt and Khang, 2000;
Zou, Adams and Buckle, 2003; Daniel and Paul, 2003; Zou and Adams, 2006).

Among the factors affecting corporate insurance that have been studied are:

1. Underinvestment problems and leverage,

1i. Growth opportunities,

1i.  Managerial ownership,

iv. Tax considerations,

V. Expected bankruptcy costs,

Vi. Company size and Insurer’s risk management services and,

vii.  Regulatory environment

The above factors affecting the corporate demand for insurance will be
discussed in detail in Chapter three. Therefore, this study would like to examine the
above mentioned factors affecting corporate demand for takaful and conventional

insurance by public listed companies on the main board at Bursa Malaysia.

1.2 PROBLEM STATEMENT

The general takaful industry in Malaysia has recorded progressive growth, particularly
over the last six years. Public demand for general takaful products has continuously
risen, as is evident from the improvement in contributions (premiums) of general
takaful. For example, total net contributions for general takaful expanded by a double-

digit growth rate at an average of 19.2% annually, to register RM356.6 million in




2005.” An interesting fact is that, Syarikat Takaful Malaysia Berhad (The first Islamic
Insurance Company in Malaysia) is among the top four companies in the insurance
industry in Malaysia. For example, the company secured contributions (premiums) of
about RM600 million in 2003. In addition, STMB ranked first in 2003 in fire takaful
business in the insurance and takaful industry, collecting a contribution of RM132
million (Salahuddin Ahmed, 2006).

Besides that, the Central Bank of Malaysia also reported that the conventional
insurance industry continued to register positive growth in 2005, .buoyed by stronger
growth in the general insurance sector. The general insurance sector expanded with
strong growth in 2005 with a premium growth of 9.7% (2004) to RM9, 386.1 million.
The data also indicate that over 50 percent of total premiums are from business
corporations for general takaful and insurance business. It is, therefore, important to
highlight the factors affecting corporate demand for takaful and conventional
insurance.

Besides that, there appears to be a conflict between the implication of the
Capital Assets Pricing Model (CAPM) and the actual behaviour of corporations for
conventional insurance and also takaful demand in Malaysia. This is the primary
motivation of this research which is also in line with previous studies like that of Hoyt
and Khang (2000) who find that more than 57% of direct property and liability
insurance premiums were purchased by business firms in 1988 in the United States.
The next question is, what are the factors affecting the corporate demand for takaful
and conventional insurance even though they can hedge against insurable risk through

diversification according to the CAPM?

7 Concept and Operation of General Takaful Business in Malaysia, by Bank Negara Malaysia (2006) p. 7



Therefore, research should also be conducted to investigate the determinants of
corporate demand for takaful and conventional insurance in Malaysia since there has
been no research in this area in Malaysia. Moreover, empirical research conducted on

takaful is still quite scarce despite its more than 20 years existence in Malaysia.

1.3 RESEARCH OBJECTIVES

The general objective of this study is to identify the corporate demand factors for
takaful and conventional insurance in Malaysia, with particular focus on the factors
affecting business corporations to use takaful and conventional insurance as a tool for

corporate risk management. Specifically, the objectives of this study are:

i.  To examine the relationship between property insurance (conventional and
takaful) and the factors affecting corporate demand.

ii. To identify and compare the determinants of corporate demand for
conventional insurance and takaful in Malaysia.

iti. To evaluate whether corporate demand behaviour is in line with modern
financial theory.

iv. To propose corporate demand models for conventional insurance and
takaful as well as an overall perspective of the corporate demand model

for insurance in Malaysia.

1.4 RESEARCH QUESTIONS
There are seven research questions to be answered in this study. The research
questions are separated into two forms of statement for takaful and conventional

insurance. The research questions are shown in table 1.1 as follows:




Research Questirms'c;ﬂ:-

Table 1.1
Research Questions

I'akaful

Conventional Insurance

- 1) Leverage:

2) Growth Opportunitics;

3)Managerial Ownership:

4) Company ¥ize:

3) Tax Considerations:

6)Expected Bankruptey Cost

71 Regulatory environment:

Do firms with high

leverage contribute more

to takaful?

Do fums with  high
growth opportunitics
contrbute more o

takaful?
Do firme with high stock
ownership ot managers
conntibute

takaful”

more (4]

Do Jarge firms coniribute

moie to takaful?

Do firms contribute more to
takaful to reducc the real
tax burden®?

Do tirms  with  more
expected bankruptcy costs
have a greater incentive to

contribute more to takaful?

regulated

h

Do tims in a
industry contribute more to
thase m an

takaful than

unrcgulated industry®?

Do firm. with high Jeverage

puichase more  conventional

msurance'’

Do firms with high growth
opportinities purchase more

conventional insurance?

Do firms with tugh steck
ownership o managuers
purchase more conventicnal

nsurance?

Do lurge firms purchase more

conventional insurance®?

Do firms

conventional insurance lo reduce

puichase more

the real tax burden?

Do firms with more expectd
bankruptey costs have a greater
incentive to

purchase  maore

conventional insurance?

Do firms in a regulated industry

conventional

purchase muore

wsurance  than  those o an

unregulated mdustry?




This study intends to pool both conventional insurance and takaful demand data to

identify an overall perspective of corporate demand factors for insurance in Malaysia.

Therefore, the research questions for the overall perspective of corporate demand for

insurance in Malaysia can be stated as follows: -

Research Questions on:

Corporate Demand for Insurance

1) Leverage:

2) Growth Opportunities:

3)Managerial Ownership:

4) Company Size:

5) Tax Consideration:

6) Expected Bankruptcy Cost:

7) Regulatory environment:

Do firms with high leverage purchase more insurance?

Do firms with high growth opportunities purchase more
insurance?
Do firms with high stock ownership of managers

purchase more insurance?

Do large firms purchase more insurance?

Do firms purchase more insurance to reduce the real tax
burden?

Do firms with more expected bankruptcy costs have a
greater incentive to purchase more insurance?

Do firms in a regulated industry purchase more insurance

than those in an unregulated industry?

1.5 CONTRIBUTION AND SIGNIFICANCE OF THE STUDY

This study contributes to the existing literature in that it extends the study on the

corporate demand for takaful in contrast to all other previous studies like those of

Mayers and Smith (1990), Yamori (1999), Hoyt and Khang (2000), Zou, Adams and

Buckle (2003), Daniel and Paul (2003) and Zou and Adams (2005 & 2006) which

focused on corporate demand for conventional insurance only. This study, therefore,

contributes to the existing literature in four major ways:

i. Itextends research to the study of corporate demand for takaful.




ii. 1t 1s a comparative study of corporate demand for two different insurance
ssystems in Malaysia (takaful and conventional insurance).

iii. Unique data is used in this study to find ont the overall perspective on the
determinants of corporate demand for insurance in Malaysia. The unique
data is the pooled data of corporate demand for takaful and conventional
imsurance in Malaysia,

iv. 1t seeks to test empirically the corporate demand for takaful and
conventional insurance as well as pooled data ot corporate demuand for
conventional insurance and takaful by using the panel data research design
i.e. Fixed Effects Model (FEM) and Random Effects Model (REM). A
Hausman specification test is to be used to determine which kind of panel
model, FEM or REM. would be more appropriate estimation model in this
study.

It is expected that there are important implications for various groups through

this study as tollows:

1. "Takaful operators and Insurers:

All factors like leverage. growth opporiunitics, bankruptcy cosl, managerial
ownership, company size, tax consideration and regulatory environment which will be
examined in this study test the relationship with takaful and conventional insurance
demand. It could help takaful operators and insurance companies to make a better
target of potential commercial or corporate takaful and conventional insurance
icustomers. For instance, (1) if positive empirical relations are reflected between
company size and the corporate decision on property takaful and conventiona.

insarance, takaful operators and insurers may wish to better reflect the risk
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