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Dear readers: 

 

I am very pleased to present the proceedings of the first annual conference of Islamic Economics & Islamic 

Finance held at Chestnut Conference Center; University of Toronto on August 30th & 31st, 2013 and 

organized by ECO-ENA: Economics & ECO-Engineering Associate, Inc., Canada.  

 

The aims of the conference were to collect intellectual research works in the field of Islamic Economics 

& Islamic Finance, to discuss them in a big international intellectual symposium by experts in the field 

and to preserve them in the conference proceedings to help other researchers enriching their database, 

concepts, and thoughts in this domain. Also; the forum of the conference introduces new concepts to the 

literature and edit existing concepts to keep pace with the present time. 

 

Professors and practitioners from different countries participated to the conference and to its intellectual 

material. Delegates participated from Canada, USA, UK, France, Belgium, Indonesia, Malaysia, Saudi 

Arabia, Qatar, Kuwait, Afghanistan, Uganda, Nigeria and Egypt. The conference was unique in presenting 

different papers and panel discussions in other religious economics and finance as well; i.e., Jewish 

economics and Christian economics.  The conference included papers and articles in economics, micro 

and macro-finance, business, insurance, risk. The conference helped also to close some gaps between 

academic and non-academic thinking in this field by presenting some practitionersô works in this area of 

research and analysis. 

 

This conference was the first of its series. The same conference with different themes in all areas related 

to Islamic economics, Islamic finance, and religious economics in general will be held every year in 

Toronto, Ontario, Canada. This series of the conference is aimed to add significantly to the existing 

literature of this field. Some papers, articles, and summaries of papers presented at the first conference of 

the series of the annual conference of Islamic economics and Islamic finance were deposited in this 

conference proceeding which can be viewed and accessed internationally from both the website of the 

forum and the website of the Library & Archive Canada (LACôs electronic deposits).  

 

Ghada Gomaa A. Mohamed 

The chair of the conference and the founder of the forum 
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Dear Readers, 

 

We are delighted to be able to present this volume of proceedings from the ECO-ENAôs Annual 

Conference of Islamic Economics and Islamic Finance. We are delighted to have received so many 

thoughtful and valuable papers which shed light on Islamic approaches to business. 

We begin with Prof. Ralph Huenemannôs paper on Christian economics, which reaches the conclusion 

that there is at present no distinctively Christian economics. This reflects the strongly secular approach of 

business schools both with regard to ethics and with regard to business strategy. This growth of a separate 

discipline of economics without regard to the religious beliefs of the student of the subject may be a 

necessity in a world in which personal beliefs of any kind may be hidden to promote the appearance of 

objectivity and independence and in which religious discussions, outside the narrow circles of theological 

colleges, may be viewed as a dangerous irrelevance, often associated with deep sensitivities. Yet it is 

curious that at the same time economists seem to be thoroughly expected to identify themselves as 

disciples of this or that great economic leader or strict follower of some body of economic or political 

doctrine and it appears to be little noticed if a university teacher openly espouses the secularized 

millenarian views of Karl Marx, whereas an appeal to Fifth Monarchist beliefs would appear, at the very 

least, quaint. It is also not easily forgotten in the Christian context that St Thomas Aquinas was exercised 

with the theoretical and theological problems of interest on loans or that the publication of Utopia by the 

great Catholic layman St Thomas More represented a great step forward in the development of non-violent 

socialist model. It may perhaps be hoped that the challenge of studying the effects of religious belief on 

economics and finance in the Islamic world will lead to a revival in attempts to understand the effects of 

religious beliefs in general on economic activity and the ways in which religious beliefs may affect the 

ideals which underlie the economic goals and principles of ordinary people. 

Moving on to specifically Islamic financial principles, we present three papers regarding transactions and 

economic provisions in a state of uncertainty which go to the heart of significant problems exercising 

economists generally. Mansour Khalili Araghi and Elham Nobahar discuss Gharar transactions, where at 

least one party is in ignorance of some information relevant to the transaction. The implications of this by 

no means uncommon situation is presented in game theory terms, with explicit recognition of the 

possibility that sellers may benefit from strategies of dishonesty by concealment. This problem of 

asymmetric information is often present not only in the sale of goods but also in respect of financial 

instruments and in respect of services, where in many cases the quality of the service may be better known 

to the seller than to the buyer while the buyerôs ultimate reaction to the service may be unknown to both. 
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This makes the Islamic prohibition on Gharar transactions highly relevant throughout past and future 

history. 

Sadegh Bakhtiari discusses another aspect of the economics of uncertainty, namely insurance. Insurance 

remains a fertile area for religious, ethical, economic and psychological discussion, not least because once 

again there may be major information asymmetries between the insurer, who may be better informed on 

averaged risks to the population as a whole, and the insured, who may be better informed on specific 

insured risks. There is the further probability that insurance will change the behaviour of the insured either 

by encouraging reasonable behaviour which accepts normal risks in life and business or by encouraging 

negligent or highly risk-seeking behaviour, which creates the problem of moral hazard. Prof. Bakhtiariôs 

discussion of takaful arrangements for mutual systems of loss guarantees and microtakaful arrangements 

for poorer people also addresses key issues of mutual insurance for the poor which reflect longstanding 

mutual self-help ideals in Islamic societies and other societies around the world, which also have the 

potential to improve the autonomy of poorer sections of society and reduce the dependence of the poor on 

the wealthy. 

Mamdouh Ahmedôs paper on the cooperative insurance market in Saudi Arabia also reflects issues in 

Islamic insurance models and highlights the low penetration of insurance in Saudi Arabia compared with 

global averages. There are likely to be benefits in developing Islamic mutual insurance models that can 

be readily understood and recognized by both Muslims and non-Muslims in the Arab world and elsewhere. 

The history of applying theological principles and beliefs to the conduct of financial transactions and the 

growth of financial laws in the West under religious guidance is reflected in Benjamin Gevaôs account of 

Jewish and Islamic attitudes to and laws on settlement transactions involving a third party, where issues 

of privity of contract and personal liabilities were required to be taken into account in assessing the validity 

of paymaster transactions. This was a key issue in the development of banking and settlement systems in 

the West and underlies the processing of transactions and the use of promissory notes and paper money in 

the present-day world. 

Rizma Riyandi Rahman and Mutia Taqina Gamat discuss the role of the state in welfare provision and its 

potential to aid economic development and prosperity in Islamic terms with reference to the Quran and to 

a longstanding tradition of Islamic scholarship on the subject. Ahmadi Aymen examines credit risk in 

Islamic and other banks, bank regulation and the effect of profit and risk sharing in Slamic finance and 

seeks to develop a model for credit risk taking account of management quality and the funding of bank 

assets. Finally, we present a paper by Sattem Saleh Al Nomay on the subject of what constitutes usury and 

whether the provision of services to bank customers who are creditors of the bank should be classed as 
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usury, with a recommendation that a government-level Shariôa Banking Board is needed to regulate these 

services. 

We wish to thank all our contributors, including those included in this volume and also Prof. Rodney 

Wilson, Prof. Amir Kia, Paul Wouters, Cherin Hamadi, Bassem Ghali, Ibranim Aljasser, Dr Ghada 

Mohamed, whom we also thank, as always, for her energy and efficiency in organizing this conference, 

and our distinguished keynote speaker, Dr Rashed Ahmad Alolaiwi of Qassim University. 

I commend these proceedings to all our readers, regardless of their religious or other beliefs. It is our 

intention to contribute to the understanding of finance, economics and the human condition and hope that 

the thoughtful contributions included here will be of interest and benefit. 

 

Yours Sincerely, 

 

Morrison Handley-Schachler 

Vice President of Research & Policy Analysis 

ECO-ENA, Inc. 
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My Perspective on Christian Economics 

Ralph W. Huenemann 

University of Victoria, Canada 

Although I have taught economics and finance for many decades, I have encountered the term 

Islamic finance only in the past few years. The term is usually contrasted not to Christian finance but to 

conventional finance. My understanding is that Islamic finance differs from the conventional kind because 

the Quran teaches that charging interest on debt is unethical, and perhaps disagrees on other issues as well. 

I am gradually educating myself to the complexities of this debate in finance. I only encountered the term 

Islamic economics a few weeks ago, when my reading about Islamic finance brought to my attention 

Muhammad Akram Khanôs new book What Is Wrong with Islamic Economics? Khanôs implied contrast 

is again not with Christian economics but with conventional economics. In this context, let me explore 

two questions. 

 

Question 1: What are the differences (and similarities) between Islamic and conventional economics?  

It is important to begin by noting that economics and finance are not identical. Let me set aside the 

specific issues raised by Islamic finance and focus on economics, as the subject is understood by 

economists. For western economists, this begins with Adam Smith and his famous book The Wealth of 

Nations. It seems clear to me that Islamic critics of conventional economics assert that the Islamic 

perspective on economic issues places emphasis on principles of ethics and justice and community, in a 

way that conventional economics does not, and that this emphasis on issues of right and wrong makes 

Islamic economics morally superior to the conventional kind. Some conventional economists seem to 

agree that ethical issues have no place in their subject but, if asked, would probably disagree that this 

makes the Islamic version superior. For this school, economics is primarily, or entirely, a positive science, 

not a normative one. That is, it poses and tries to answer questions of fact (such as, if the central bank 

increases the money supply, what will happen to the price level, or the interest rate, or the rate of 

unemployment?), not questions of value (should the central bank increase the money supply?).  

 

For myself, I find it quite surprising that any economists embrace this viewpointðsince it seems 

clear to me that conventional economics is both positive and normative. Certainly Adam Smith saw it this 

way, for he wrote a second, equally important book titled The Theory of Moral Sentiments. He thought of 

himself as a moral philosopher, not an economist. And, to cite one other famous example, Karl Marx 

(although admittedly a heterodox economist, and a deeply flawed human being) was passionately 

committed to understanding and fixing the shortcomings of capitalism as he saw them. And Smith and 

Marx were not exceptions. Rather, mainstream economics has always given major attention to what are 

without doubt normative questions: Should government policy support free trade or protectionism? What 

social institutions best serve economic efficiency as a goal? Which markets require government regulation 
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and which markets function better with deregulation? The list can easily be extended. But the point seems 

clear. Economics, even conventional economics, has always been a normative science. 

Question 2: Is there such a thing as Christian economics, and if so how is it related to either conventional 

or Islamic economics? 

If we mean by ñChristian economicsò the teachings of Jesus of Nazareth about economic issues, 

we are talking about a severely normative school of economicsðmore radical, I think, than the Islamic 

writings on the subject. I have in mind the episode of Jesus throwing the moneychangers out of the temple 

(Matthew 21:12), the teaching that ñblessed are the poorò (Matthew 5:3), and so on.  

If we examine contemporary economics as an intellectual discipline, and ask howðif at allðit is 

influenced by Christian principles, I would advance four relatively noncontroversial propositions: 

¶ If asked, some economists would identify themselves as Christian, and some would not. Even 

within the group that self-identify as Christian, there are intense arguments about whether all the 

others are legitimately Christian.  

¶ Some economists are relatively conservative (right-wing) in their social and political views, and 

some are relatively liberal (left-wing).  

¶ Some economists are orthodox, and some are heterodox.  

¶ There is no correlation whatever between these categories (Christian/non-Christian, 

conservative/liberal, orthodox/heterodox). All combinations are possible. 

I would add a fifth assertion, perhaps more controversial, that it is entirely possible for an economist to be 

an ethical human being without holding any religious beliefs whatever. Sadly, I would add the corollary 

that it is also possible for a human being to be devoutly religious and nonetheless deeply unethical. 

 In brief, my own view is that Christian economics is neither valid nor invalid, because no such 

category exists. 

Suggested Readings 

Aslan, Reza (2013). Zealot: The Life and Times of Jesus of Nazareth. 

Blom, Philipp (2010). A Wicked Company: The Forgotten Radicalism of the European  

Enlightenment. 

Damasio, Antonio (2010). Self Comes to Mind: Constructing the Conscious Brain. 

Khan, Muhammad Akram (2013). What Is Wrong with Islamic Economics? Analysing the  

 Present State and Future Agenda.  

McCloskey, Deirdre N. (2006). The Bourgeois Virtues: Ethics for an Age of Commerce. 

Rees, John A. (2011). Religion in International Politics and Development: The World Bank and  

 Faith Institutions. 

Smith, Adam (1759). The Theory of Moral Sentiments. 

Smith, Adam (1776). An Inquiry into the Nature and Causes of the Wealth of Nations.  

Vermès, Géza (2012). Christian Beginnings: From Nazareth to Nicaea. 
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Some Notes Regarding Gharar Transactions:  

A Game Theory Approach 

 

Mansour Khalili Araghi 1 

Elham Nobahar2 

 

 

Prohibition or denial of Gharar is one of the major Islamic economic rules. In this regard, 

it is very important to study this rule and the consequences of Gharar transactions.  

Furthermore, by using the modern economic tools, the logic and wisdom of this Islamic 

rule can be understood. The main purpose of this paper is to use the game theoretic 

approach to study the rule of prohibition of Gharar, and why these kinds of transactions are 

forbidden in Islam. 

Definition of Gharar  

In financial transactions, Gharar is the uncertainty, which is due to shortages of information 

or some deficiencies in contracts in a way that limiting and controlling the Gharar 

transactions is one way of risk management in Islam. 

The main source of the rule of prohibition of Gharar is the hadith from the prophet (  )  

ò  ϼϽПЮϜ ЙуϠ еК ͼϡзЮϜ ͼлжò . Foghaha have referred to this rule in their fatwas (ͻмϝϧТ). However, 

there are differences in its aspects. 

Some are referring it to the conditions of transactions; some for instances of transactions; 

for some, Gharar transaction is the one that its existence is not known for sure or its quantity 

is unknown or the one, which there is no power for giving or receiving the deal. To 

summarize, one could say that Gharar is where there is the probability of loss in a 

transaction because of ambiguity in some aspects of the transaction, which itself is due 

ignorance and uncertainty in the transaction. 

                                                
1 Professor, Faculty of Economics, University of Tehran 
2 Ph.D. Student, Faculty of Economics, University of Tehran 
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The Model 

In this part, we are trying to model a hypothetical Gharar transaction and study the 

consequences of such a transaction for the society. In this line of study, we have assumed 

a transaction in which the quality of the good is not known for one side, i.e. buyer. 

Assumptions: 

there are two kinds of goods in this market, high quality good (H) and low quality good 

(L). 

(p) percent of the sellers are selling high quality goods and (1-p) percent are selling low 

quality goods. 

The sellers are well aware of the quality of their goods, while the buyers only know the 

probability distribution of it. That is we are facing an asymmetric information problem. 

When there is asymmetric information then comes the problem of transferring the 

information.  

The sellers are sending high price and low price to signal about the quality of their 

commodities. Thus the different strategies of the sellers are: asking for high price (HP) or 

asking the low price (LP). On the other hand the buyers have two options, accepting (A) 

the price or rejecting (R) it. 

We assume that each seller obtains the same profit 0>p , from selling high quality good 

with high price and low quality good with low price. 

The seller of high quality good always asks for high price ï there is no reason for selling 

high quality good for low price. It is assumed that the seller can earn extra profit by selling 

low quality good with a high pricep¡ )( pp>¡ . 

We assume that each buyer gets the same utility 0>u , when buying high quality good with 

high price and low quality good with low price. 

The buyer always accepts low price, there is no doubt regarding the quality of good in this 

situation. But for the high price, the buyer can accept or reject it. If the buyer does not 

accept the high price asked by seller, he/she should search for extra information to know 

about the quality of the good. Searching is costly, time and money which should be spend 
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to obtain more information. This cost will give him/her the disutility by the amount of c. 

That is, in this situation the buyerôs utility would be( )cuu -=¡¡ . 

Furthermore, the buyer will have the utility of u¡ )( uu <¡ when accepting the high price for 

the low quality good. 

It should be noted that uu ¡>¡¡ , because otherwise searching for extra information would 

have been useless.  

Under these assumptions we can model the situation as a strategic game in which the seller 

has two actionsï asking high price or low price, and the buyer has two actions ï accepting 

it or rejecting and spending more time to acquire extra information. Since there is conflict 

of interests between sellers and buyers and the flow of information is from the sellers to 

the buyers, we can show the game as an extensive form of signaling game, which is shown 

in diagram (1). 

 

Diagram (1) 

For the honest society and with no Gharar transaction, the solution would be ),( up . 

But when the seller sends mixed signals, i.e. high and low price for low quality good, there 

is the possibility of loss for at least one side, Thus this model can be categorized as a Gharar 

transaction. We can show the actions and reactions of the players as follows: 

The sellers pursue the honesty strategy (T) and send the correct signals or they can pursue 

the opposite strategy (F). On the other hand the buyers can accept (A) any price that the 

sellers are asking, or reject (R) them and try to acquire extra information. 
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Table (1) 

Nash Equilibrium 

To find the Nash equilibria of this game we can construct the best response functions. 

Sellerôs best response function: 

If q=0, then the best response for the seller is ᾀ=1; If ή=1, then the best response for the 

seller is ᾀ=0. 

The seller is indifferent between choosing T and F, if: 

 

Buyerôs best response function : 

If ᾀ=1, then the buyerôs best response would be ή=1. 

 If ᾀ π, in this case the buyerôs best response depends on the values of ό ὧ and ὴό

ρ ὴό. 

If ὴό ρ ὴό ό ὧ, then the buyerôs best response would be ή π; 

If ὴό ρ ὴό ό ὧ, then the buyerôs best response would be ή ρ; and  

If ὴό ρ ὴό ό ὧ, then the buyer would be indifferent between choosing A and 

R. 

So, If ὴό ρ ὴό ό ὧ, in this case the buyerôs best response would be ή ρ, for 

all the values of ᾀ. But if ὴό ρ ὴό ό ὧ , then the buyer is indifferent between 

A and R if  

Buyer 

( )qR -1  ()qA  

( ) ( )( )upcupp -+-- 1,1 p  u,p  ()zT  

Seller 
cu-,0  

( ) ( )uppupp ¡-+¡-+ 1,1 pp

 ( )zF -1  

( )( ) ( )[ ]
p
ppppp
¡

=­¡-+=--+ qppqpqq 111
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Equilibrium  

Given the best response functions of the players, if  ὴό ρ ὴό ό ὧ, then the pair 

of pure strategies (F,A) would be the unique Nash equilibrium of this game. Under this 

condition, the buyer always loses and the seller gets extra profit, however one cannot say 

anything regarding the total utility of the society. 

But if  ὴό ρ ὴό ό ὧ, in this case the unique equilibrium of the game is in mixed 

strategies, with ᾀȟή ᾀᶻȟήᶻ  , where 

( ) ( )
( ) ( ) p

p
¡

=
---¡-+

--¡-+
= ** ,

1

1
q

pccuuppu

cuuppu
z  

The expected payoffs for the buyer and the seller at the equilibrium are 

( ) ( )
( )
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--¡

-¡
-= **** ,,  

( ) ( )pp
p

p
ppp <­ù

ú

ø
é
ê

è
ö
÷

õ
æ
ç

å

¡
--= **** ,1, qzpqz sS  

Then ᾀᶻȟήᶻ  is not a Pareto situation and then not a social optimum. Thus, if the quality 

of the goods are known for both parties, or from our point of view there be no Gharar 

transactions, the payoffs for all would increase and we will have Pareto improvement.    

Conclusion                             

What can be concluded is that by having more transparent society and reducing or 

removing the problem of asymmetric information which lowers c (information cost), the 

probability of having Gharar transactions would be reduced and the total utility will 

increase. 
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Abstract  

The lives of the poor in developing countries are characterized by constant economic insecurity. Poor are 

vulnerable and situations such as illness, accident, and family death and so on can push them deeper into 

poverty. 

 Microinsurance is one way of alleviating the impact of such uncertainties. It, gives people with low 

income an opportunity to buy appropriate insurance for small premiums and thus to provide themselves 

for their own futures. This makes it easier for them to cope with crises. Since majority of Muslim 

population are poor and meanwhile they believe that conventional insurance is un-islamic so they are not 

ready to participate in any insurance program 

In Islamic countries another form of insurance established based on Islamic values and called takaful. the 

present paper argue that takaful and microtakaful which are a kind of cooperative insurance could be 

considered as a substitute, and effective instruments  for poverty reduction in Islamic societies.  

Keywords: Microinsurance, Microtakaful, social protection, vulnerable groups 
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1- Introduction:  

 

Poverty is a social problem and affects every culture and society dimensions. Poverty involves limiting 

access to services on education, health, decision making and lack of community facilities such as water, 

sanitation, roads, transport and communications. 

Since population of Islamic countries are more than 2 billion and majority of them, are poor and some of 

the Islamic scholars believe that conventional insurance is prohibited based on Islamic law, so the majority 

of the traditional Muslims do not accept the conventional insurance, while takaful insurance is a kind of 

solution for this problem and it is acceptable by all Islamic scholars from different sects. 

Takaful and Microtakaful are flexible and powerful instruments that could reduce vulnerability and 

mitigate the negative effects of external shocks on poor households. These Islamic instruments try to 

protect the poor and vulnerable by empowering them to find a way out of their poverty and give them a 

real hope of being financially self-sufficient.  

 Based on the above facts the present paper after a short introduction explain the relationship between 

poverty and development with particular attention to Millennium Development Goals. Then explain the 

theoretical foundation of the paper or the interconnection between poverty, vulnerability, risk and 

insurance.  The following section presents some evidence regarding poverty and insurance in Islamic 

Countries. Based on the realities of Islamic countries, the paper introduced Takaful and Microtakaful as 

effective instruments for poverty reduction in Muslim societies. Finally presents some concluding 

remarks. 

 

2- Poverty and Development 

 

ñEradicating extreme poverty continues to be one of the main challenges of our time, and is a major 

concern of the international community. Ending this scourge will require the combined efforts of all, 

governments, civil society organizations and the private sector, in the context of a stronger and more 

effective global partnership for development. The Millennium Development Goals set time bound targets, 
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by which progress in reducing income poverty, hunger, disease, lack of adequate shelter and exclusion ð 

while promoting gender equality, health, education and environmental sustainability ð can be measured. 

They also embody basic human rights ð the rights of each person on the planet to health, education, 

shelter and security. The Goals are ambitious but feasible and, together with the comprehensive United 

Nations development agenda, set the course for the worldôs efforts to alleviate extreme poverty by 2015.ò 3 

In 2000, after a decade of United Nations conferences and summits, world leaders came together at UN 

Headquarters to adopt the United Nations Millennium Declaration, whereby they committed their 

Governments to a global partnership. The overarching objective of this partnership is to reduce extreme 

poverty and set out a series of time-bound targets - with a deadline of 2015. These time-bound goals have 

since become known as the Millennium Development Goals. 

The Millennium Development Goals (MDGs) are eight goals to be achieved by 2015 that respond to the 

world's main development challenges. The MDGs are drawn from the actions and targets contained in the 

Millennium Declaration that was adopted by 189 nations-and signed by 147 heads of state and 

governments during UN Millennium Summit in September 2000. 

¬ Eradicate extreme poverty and hunger 

­ Achieve universal primary education 

® Promote gender equality and empower women 

 ̄ Reduce child mortality 

° Improve maternal health 

± Combat HIV/AIDS, malaria, and other diseases 

² Ensure environmental sustainability 

³ Develop a global partnership for development 

                                                
3 United Nations Secretary-General Banki-moon  cited in http://www.un.org.jo/index.php?page_type=pages&page_id=358 
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The key for achieving the MDGs of the United Nations is poverty alleviation. So any strategy that 

alleviate poverty and assist vulnerable groups it could help achieving sustainable development and 

MDGs.  

 

3- Poverty, Vulnerability, Risk and Insurance ( Some Theoretical Foundations) 

 

 Risk is a state of uncertainty where some of the possibilities involve a loss, catastrophe, or other 

undesirable outcome. The poor lacks capacity to cope with the consequences of a shock. The anticipated 

risk events make it harder for the poor to build up reserves, key to coping with such events (Cohen & 

Sebstad 2006,). Low-income people are vulnerable to numerous perils as they live in risky environments, 

however, the poor are more vulnerable to risks than the rest of the population, because they are the least 

able to cope when a crisis occur. Poverty and vulnerability are related to each other. There is low take up 

of poor on income-generating opportunities that might reduce poverty due to their uncertainty about the 

possibilities of risk might occur (Churchill 2006, Botero et al. 2006). 

According to Cohen and Sebstad (2006) it is very difficult for the poor to get above the poverty line when 

there is a minor shock. Financial stresses associated with separation, divorce, similar to the death of a 

spouse, school fee payments, and bad debts create a high degree of vulnerability and financial stress for 

the poor (Cohen & Sebstad 2006,). 

The theory of asymmetric information provide theoretical base for insurance markets. The basic idea of 

asymmetric information (it is part of the discipline, known as economics of information) is that, in many 

markets particularly in insurance markets, information is asymmetrically distributed and is costly to 

acquire. These markets are not spot markets where buyers and sellers meet and decide on prices. 

According to Stiglitz (1989) financial contracts include elements that lead to the basic problems of adverse 

selection and moral hazard. This idea emerged in the 1960s, when economists started to claim that because 

of high information and enforcement costs, some markets will not exist and other markets will not even 

be approximately competitive. One of the pioneers in this area, who worked on the problem of adverse 
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selection, was Akerlof (1970).  In this work, he argues that in certain markets doing business is difficult 

because of the adverse selection problem. His basic model, analyses a market in which sellers offer 

different qualities of products and are aware of these differences. Buyers, however, are unable to 

distinguish between products and they therefore offer a price that reflects the perceived average quality 

of the products ï treating all products as if the quality is the same. This may force sellers who offer high 

quality goods to withdraw their goods from the market. Hence the market for these high quality goods can 

fail to clear, although all agents are acting rationally.  

 

 A second problem, which also arises as a result of informational asymmetries, is moral hazard. Arrow 

(1963) was one of the first contributors to the theory of moral hazard. He focused on the influence 

contracts between parties have on the behavior of the relatively which more informed party. This gives 

rise to the principal-agent literature, analyses a situation where one party, known as the principal, enters 

into a contract with another party, known as the agent. In this situation, the principal may not be able to 

observe the agentôs behavior (actions or decisions). The term moral hazard is applied because the actions 

taken by the agent are based on his own self-interest and not necessarily on the best interest of the 

principal. Therefore, the principal wants to devise a contract that will induce the agent to undertake actions 

that are not in conflict with his interest.  

  

In insurance the moral hazard may be defined as the tendency of insurance policy holdersô less effort 

protecting those goods which are insured against theft or damage (Frank, H, 1991:193). Moral hazard also 

refers to situations where one side of the market can't observe the actions of the other. For this reason it 

is sometimes called a hidden action problem (Varian, H. R, 1990: 589). Moral hazard arises when 

individuals, in possession of private information, take actions which adversely affect the probability of 

bad outcomes (McTaggart vd 1992: 440). A moral hazard problem also occurs when actions taken by the 

insured affect the probability of a loss but cannot be observed by the insurer. In this case, the insurer 

cannot apply correct prices premium and indemnity that depend on the actions of the insured, leading to 

a market failure (Kangooh, L, 1992) 
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The various forms of financial markets try to tackle the asymmetry of information problem differently. 

The formal financial institutions tend to deal with the selection and incentive problem by imposing 

stringent collateral requirements or restrictive covenants, or by requiring borrowers to provide carefully 

documented evidence, showing their intention and ability to repay (Floro and Yotopoulos, 1991). Those 

who get credit from the formal financial institutions are usually firms and institutions that are active in 

the formal business sector; they have the necessary collateral, credit history, and/or use a reliable 

accounting system. 

However, the credit needs of the majority of the poor in developing countries. They are not satisfied by 

the supply of credit of formal financial institutions. These people are unable to provide collateral, they 

have no documented credit history from the formal financial sector, and they lack accounting records. At 

the same time, the informal financial market, will also not be able satisfy the credit needs of the poor. On 

the other hand, access to credit from the Micro Finance Institutions (MFIs), uses mechanisms that make 

credit arrangements possible without the use of the traditional methods employed by the formal financial 

institutions. By using mechanisms such as social networks, social ties and social sanctions, MFIs are in a 

position to reduce the selection, incentive and enforcement problems inherent to credit transactions, which 

may not be effectively handled in formal financial institutions. 

Vulnerability to risk is a key aspect of poverty. Health problems, death of livestock and natural disasters 

all affect the poor disproportionately. By helping the vulnerable groups to manage risk, microinsurance 

can assist them to maintain a sense of financial confidence even in the face of significant vulnerability.  A 

key aspect of microinsurance is to explore ways of significantly increasing the number of poor households 

that have access to insurance while enhancing the benefits. 

Microinsurance represents a key tool for sustainable development with tremendous potential for 

mitigating risk factors to low-income households. With estimates that less than 5% of the world's poor 

benefit from insurance, these households remain highly susceptible to risks posed by a wide range of 

issues including sickness, loss of livestock and catastrophic climate events. On the one hand, a policy that 
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offers value to the client requires that premiums remain low and benefits for policy holders as high as 

possible. On the other hand, insurers in this context need to reach large numbers of low-income clients to 

achieve profitability.  

Most fundamentally, the availability of insurance enables risk averse individuals and entrepreneurs to 

undertake higher risk, higher return activities than they would do in the absence of insurance, promoting 

higher productivity and growth. For example, a manufacturer might produce only for the local market, 

forgoing more lucrative opportunities in distant markets in order to avoid the risk of losing goods in 

shipment. Transport insurance can mitigate this loss exposure and enable the manufacturer to expand.  

 

4- Some Evidence Regarding Poverty  and Insurance among Islamic Countries 

 

 Nearly one-fourth of the worldôs population today is Muslim. The Muslim population is a diverse 

community of believers spanning the globe. Over fifty countries have Muslim-majority populations, while 

other groups of believers are clustered in minority communities on nearly every continent. Although Islam 

is often associated with the Arab world and the Middle East, fewer than 15% of Muslims are Arab. 
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Table 1- Top Ten Countries with Largest Muslim Population in 2012 

Rank Country Capital City Total Population Muslim Population 

1 Indonesia Jakarta 237641326 204852000 

2 Pakistan Islamabad 181565000 178092000 

3 India New Delhi 1210193422 177291000 

4 Bangladesh Dhaka 152518015 148602000 

5 Egypt Cairo 82999000 80029000 

6 Nigeria Abuja  166629000 75723000 

7 Iran Teheran 75149669 74809000 

8 Turkey Ankara  74724269 74665000 

9 Algeria Algiers  37100000 34785000 

10 Morocco Rabat  32765300 32376000 

Source: http://www.mapsofworld.com/world-top-ten/world-top-ten-countries-with-largest-muslim-

populations-map.html 

The countries in the rank of 11 to 20 are:   Iraq (30 million), Sudan (30 million), Afghanistan, (28 million), 

Ethiopia  (28 million), Uzbekistan (26 million), Saudi Arabia (25 million ), Yemen (23 million), China 

(22 million million), Syria (20 million) and Russia (16 million). Muslims make up a majority of the 

population in 49 countries around the world.  
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Table 2: World Muslim population in 2012 and estimation for 2013 

Muslim  

Percentage  

Muslim 

Population 

 in 2013 (in 

million) 

Total Population  

in 2013 (in 

million) 

Continent 

Population 

(in million) 

53.12 % 568.55 1070.3 Africa  

31.92 % 1364.79 4284.7 Asia  

7.54  % 55.8 739.81 Europe  

1.8  % 7.97 464.9 North America 

0.41 % 2.04 483 South America 

0.38  % 1.5 36.54 Oceania  

28.26 % 2000.65 7079.25 Total  

Source: http: www.muslimpopulation.com/World  

As it can be seen The total Muslim population in 2012 is 2.01 Billion and it is estimated for 2013 to be 

equal 2.04 Billion, but the fact is that a large portion of this population (about 44 percent) should be 

considered as poor. Accordance to the World Bank (2000), among all 57 Islamic countries, 29 countries 

are low-income ones (with less than $760 per capita income); 16 countries are low-medium-income 

nations (between $760 and $3030); 8 countries are high-medium-income ones (between $3030 and 

$9360); and only 4 countries are high-incomes (more than $9360) (World Development Report, 2000). 

Islamic countries contain 23 percent of the world area. The major activities of them are agriculture and 

services, and industrial activities have a little share in those economies. Real per capita income of such 

Muslim nations as Sierra Leone, Comoros and Guinea-Bissau, has decreased over time and the growth 

rate of their real GDP has been negative. In many Islamic countries a relatively high proportion of people 

are below the poverty line, so that the percentage of people living on less than $1 a day in some Islamic 

countries has been as follow: Uganda 82.2 (1996), Mali 72.8 (1994), Nigeria 70.2 (1997), Niger 61.4 

(1995), Burkina Faso 61.2 (1994), Gambia 59.3 (1998), Sierra Leone 57.0 (1989), and Bangladesh 36.0 

(2000) (World Bank, 2003).  

http://www.muslimpopulation.com/africa/
http://www.muslimpopulation.com/asia/
http://www.muslimpopulation.com/Europe/
http://www.muslimpopulation.com/America/
http://www.muslimpopulation.com/America/
http://www.muslimpopulation.com/Oceania/
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The fact is that a large proportion of Muslims are considered as poor and that highlights the need of some 

effective strategies for poverty reduction. 

During the last 50 years, different strategies have been used for poverty reduction and to assist the poor 

and vulnerable groups. Most of these programs failed. In fact lack of saving and limited access to finance 

are the key constraints for the poor. The poor are not qualify to get funds from formal institutional sources 

due to lack of collateral, too much risk or too costly.  ñMicrofinanceò initiated in the mid-1970s appears 

to be the ónew paradigmô to eradicate poverty 

Microfinance is also the idea that low-income individuals are capable of lifting themselves out of poverty 

if given access to financial services. Although many studies indicate that microfinance can play a major 

role in the battle against poverty, but certainly it is not the only tool for ending poverty. 

Access to financial services is only one of a series of strategies needed to reduce poverty. Financial 

services need to be complemented by access to education, health care, housing, transportation, markets, 

and information. 

Access to insurance, as part of a broad range of essential financial services, is especially important for 

poor households in order to smooth consumption, build assets, absorb shocks, and manage risks associated 

with irregular and unpredictable income. Under conventional insurance, insurance for the poor is called 

microinsurance.   

The CGAP Working Group on Microinsurance notes Microinsurance is the Protection of low-income 

people against specific perils in exchange for regular monetary payments (premiums) proportionate to the 

likelihood and cost of the risk involved. As with all insurance, risk pooling allows many individuals or 

groups to share the costs of a risky eventò.    

Moreover, in the last ten years a good deal of pioneering and experimentation in the field of Micro-

insurance has been conducted, which resulted in a growing confidence that insuring poor people is 

actually possible. As microfinance has shown that the poor are bankable, Micro-insurance is showing 

that they are insurable as well.   
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Swiss Re, Sigma (2012), :  provided information concerning insurance penetration based on premiums 

as a % of GDP in 88 countries in 2011and also in different continents 

Table 3: Insurance Penetration: Premiums as a % of GDP All over the world in 2011 

Ranking Country Total 

Premiums 

Life Premiums Non-life 

Premiums 

1 North America 7.9 3.5 4.4 

2 Europe 7.1 4.1 3.0 

3 Oceania 5.9 2.8 3.1 

4 Asia 5.8 4.3 1.6 

5 Africa 3.6 2.5 1.2 

6 Latin America & 

Caribbean 2.8 

1.2 1.6 

 World 6.6 3.8 2.8 

Source: World Insurance in 2011, Swiss Re, Sigma, No 3/2012, p 39 
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Table 4: Insurance Penetration: Premiums as a % of GDP in Selected Countries in 2011 

 

Non-life Premiums Life Premiums Total 

Premiums 

Country Ranking 

3.1 13.9 17.0 Taiwan 1 

9.5 3.7 13.2 Netherlands 2 

2.7 10.2 12.9 South Africa 3 

3.1 8.7 11.8 United Kingdom 4 

4.6 7.0 11.6 South Korea 5 

1.4 10.1 11.5 Hong Kong 6 

2.2 8.8 11.0 Japan 7 

4.5 5.5 10.0 Switzerland 8 

1.9 7.7 9.6 Finland 9 

3.3 6.2 9.5 France 10 

2.1 0.8 2.9 Lebanon 46 

2.0 0.9 2.9 Morocco 49 

1.8 0.6 2.4 Bahrain 52 

2.0 0.2 2.2 Jordon 56 

1.5 0.3 1.8 United Arab Emirate 62 

1.5 0.3 1.8 Tunisia 64 

0.6 1.1 1.7 Indonesia 67 

0.4 1.2 1.6 Morocco 68 

1.6 0.2 1.8 Iran 72 

0.9 0.2 1.1 Oman 78 

0.2 0.7 0.9 Bangladesh 80 

0.8 0.1 0.9 Saudi Arabia 81 

0.4 0.3 0.7 Egypt 82 

0.6 0.1 0.7 Kazakhstan 83 

0.6 0.1 0.7 Algeria 84 

0.3 0.4 0.7 Pakistan 85 

0.5 0.2 0.6 Nigeria 86 

0.4 0.1 0.5 Kuwait 87 

0.5 0.0 0.5 Qatar 88 

2.8 3.8 6.6 World  

Source: World Insurance in 2011, Swiss Re, Sigma, No 3/2012, p 39 

 

 



23 
 

From the above table of insurance density values all over the world it can be seen that: 

- The insurance penetration of the world market on average was 6.6% in 2011 (it is lower than the 

previous years because the impact of the global financial crisis on the insurance sector that started in 

2008) while the insurance penetration of the Islamic countries in 2011, was much lower than the world 

average. The highest are for Lebanon and Morocco 2.9 while the lowest are 0.5 for Kuwait and Qatar. 

- The Ranking of the Lebanon was 46 at the global level, but was the first among the Islamic countries, 

where the insurance penetration was 2.9%. (if Lebanon considered as an Islamic State). 

ï - In terms of the continents, North America comes in first place with an insurance penetration of 7.9%, 

followed in the second place by Europe 7.1%, Oceania in the third place by 5.9%, Asia in the fourth 

place by 5.8%, Africa in the fifth place by 3.6 and Latin America & Caribbean in the last place by 

2.8%. 

- The highest penetration of Life Insurance was 13.9% existed in Taiwan, which represents 3.7 times of 

the world percentage which was 3.8% & the highest penetration of non-Life Insurance was 9.5% 

existed in Netherlands, which represents 3.4 times of the world percentage which was 2.8%. 

what can be concluded from aforementioned tables is that penetration of conventional insurance in 

Islamic Countries  are very low and on the other hand  insurance can play a major role in poverty 

reduction, so we need some alternative to be acceptable for Islamic societies and  that is takaful and 

micro takaful  

 

5- Takaful and Microtakaful, Istruments to Assist the Poor 

 

Takaful is a kind of cooperative Insurance based on Islamic law for enhancing social solidarity amongst 

policy holders. It is not purely profit oriented, but seeks protection against risks in the first place. And to 

absorb material consequences of any loss and damage to insured person or his properties. All participants 

in Takaful (Policy holders) cooperate on such a principle, to compensate anyone of them exposed to 



24 
 

damage due to any of the risks covered by the policy. Since those policy holders are the owners of such 

an insurance process, they are entitled to retrieve surplus of operations in cash, each according to his 

premium amount, after allocation of overhead charges and expenses. 

According to Billah (2001), ñthe objective of takaful is to diversify the risk among the members. In a 

practical sense, takaful can be visualized as a method of joint guarantee among participants against loss 

and damage that may be inflicted upon any of them. The members of the group agree to guarantee jointly 

any of them who suffer a catastrophe to receive a certain amount of money to meet the loss and damage 

incurred.ò 

According to Khan (2006), ñmicrotakaful is defined as a mechanism to provide Shariah-based protection 

to the blue collared, under-privileged individuals at affordable costs. Microtakaful is the Takaful scheme 

for low-income people. All the Takaful products like Takaful financing, takaful education, fire, pension 

and so forth can be delivered to poor people with some modification, such as low premium contribution.ò 

The microinsurance and microtakaful movement is one of such innovation strategies in reducing poverty; 

however, it faces a number of challenges to meet its full potential. 

According to Billah (2001), Islamic insurance transaction, named Takaful is a policy of mutual 

cooperation, solidarity, and brotherhood against unpredicted risk and catastrophe, where participants 

contribute (donate) to help one another in times of hardship. He mentions thatñthe objective of takaful is 

to diversify the risk among the members. In a practical sense, takaful can be visualized as a method of 

joint guarantee among participants against loss and damage that may be inflicted upon any of them. The 

members of the group agree to guarantee jointly any of them who suffer a catastrophe to receive a certain 

amount of money to meet the loss and damage incurred.ò 

microtakaful is one of the mechanisms to fulfil the needs of the lower income, with the concept of 

providing affordable protection to the poor. Takaful operators should come up with this kind of product, 

as the alternative to those offered in the conventional market (Swartz and Coetzer 2010). 

Establishing ñmicrotakafulò schemes enables takaful become much more acceptable and accessible to 

the poor whilst still maintaining the benefits (Patel 2002). The needs of the poor in Islamic countries are 
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no different from the poor in other societies except that these are conditioned and influenced by their 

faith and culture in a significant way (Obaidullah, 2008).   

There are several key differences between Takaful and conventional insurance systems. some of these 

differences are:  

1) Conventional insurance is a risk transfer mechanism whereby risk is transferred from the policy holder 

(the Insured) to the Insurance Company (the Insurer) in consideration of ñinsurance premiumò paid by 

the Insured. While takaful is based on mutuality; hence the risk is not transferred but shared by the 

participants who form a common pool. The Company acts only as the manager of the pool (Takaful 

Operator). 

2) Takaful does not include the three elements of interest, uncertainty and gambling which many Islamic 

scholars believe that conventional insurance, has these elements  but forbidden under Shariah. All funds 

invested under Takaful must be free of interest whilst conventional insurance can invest in interest based 

investments. 

3) Conventional insurance operates as a commercial business with individuals purchasing policies to 

insure against risk. Premiums paid will vary between individuals dependent on the companyôs 

assessment of their risk. If no claims are made the premiums paid will be retained by the company as 

profit. 

In comparison contributions made to Takaful insurance are divided between two funds: one to be 

considered as a charitable fund and the other intended for profit and loss sharing. The custodian of the 

Takaful funds splits any profits between the contributors and the custodian, with the percentage of the 

division determined in advance. 

4) Takaful means to share amongst each other. Those who contribute to the fund are known as 

participants and they are guaranteeing each other. If there are needs to be met through the fund, those 

http://insurance.helium.com/topic/12326-takaful-insurance
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who receive from it are considered beneficiaries rather than claimants. Individual rights to the funds are 

waived in favor of the collective need. The Takaful system is thus based on mutual co-operation rather 

than individual premiums and claims. 

5) Takaful insurance has a fixed minimum contribution which disregards the idea that someone may be 

more of a risk to insure. Contributions are not affected by credit scores which most conventional 

insurance companies take into consideration. 

Models of Takaul 

There are 3 main Takaful models and several variations on how takaful can be implemented. 

1. Mudharabah (profit sharing) Model 

2. Wakalah (agency) Model 

3. Combination of both 

The takaful operator is the administrator of the fund and manages the fund in trust on behalf of the 

participants, and the contract between participants and the operator is governed under the contract of 

Wakalah or Mudharabah. 

The wakalah concept is essentially an agent-principal relationship, where the takaful operator acts as an 

agent on behalf of the participants and earns a fee for services rendered. The fee can be a fixed amount 

or based on an agreed ratio of investment profit or surplus of the takaful funds. 

Under the mudharabah contract, the takaful operator acts as a mudharib (entrepreneur) and the 

participants as rabbul mal (capital providers). The contract specifies how the surplus from the takaful 

operations is to be shared between the takaful operator and the participants. Losses are borne by the 

participants as the capital providers. However, to protect the interest of the participants, the takaful 

http://managing-credit-debt.helium.com/topic/3662-credit-score
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operator is required to observe prudential rules including provision of financing rate-free loans by the 

operator to the takaful risk funds in the event that there is a deficiency in the takaful risk funds. 

Of course a detailed discussion of different types of takaful, other variations,   problems and challenge 

are out of scope of the present paper. 

6- Concluding remarks 

Since poor people are typically more exposed to different risk, and vulnerability to risk is a key aspect 

of poverty. In other words, risk may cause poverty, and poverty may causes exposure to risks.  

Microinsurance can assist the poor to maintain a sense of financial confidence even in the face of 

significant vulnerability. Microinsurance represents a key tool for poverty reduction with tremendous 

potential for mitigating risk factors to low-income households. 

Since the majority of people who are living in Islamic countries are poor and they consider the 

conventional insurance as unislamic phenomena, so it seems that there is a need for a kind of acceptable 

insurance program for low income sectors of these countries. Since takaful and microtakaful schemes 

are based on cooperative/mutual principles and acceptable for all Mslims from different sects, they 

should consider as alternatives for insurance and microinsurance.   

Microtakaful will be an effective solution for the low income Islamic population, and expected to become 

more popular in the Middle East and North Africa region and in certain Asian economies with huge 

Islamic population such as Indonesia and Malaysia. 

Takaful and Microtakaful is predicted to be a growth area in insurance, appealing not only to Muslims 

but to others who are attracted to the mutual element. People who are concerned about the type of 

businesses which their funds are invested in, may also consider Takaful insurance to be a more ethical 
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choice. Although the success of Takaful largely depends on how Islamic Financial Institutions could 

work on a global basis. 
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I. Introduction  

 

A payment mechanism can be broadly described as any method involving a third party other than the debtor 

and creditor (óPaymasterô), facilitating the transmission of monetary value in the payment of a debt, which enables 

the debtor to avoid the transportation of money in specie and its physical delivery to the creditor in the discharge of 

the debt. 

A payment mechanism does not involve the physical delivery of a bag of money from the debtor to the 

creditor via a third party carrier. Rather, its operation is premised on the discharge of a debt by virtue of an 

authorized payment made by the paymaster, frequently a debtorôs debtor.  Besides discharging the original debt 

(owed by Debtor to Creditor), this payment discharges the debt of the paymaster. Alternatively, where there is no 

such pre-existing debt owed by the paymaster to the debtor, this payment, besides discharging the original debt, 

creates a new debt owed by the original debtor to the paymaster.  

The operation of payment mechanism is premised on Creditor getting either a substituted debtor 

[Paymaster] on original Debtorôs Debt to Creditor or a substituted debt [of Paymaster to Debtor]- to replace Debtorôs 

original debt to Creditor. 

 

Operation of Payment 
Mechanism

Debt

CD

PM

Payment

Debt 

(or 

credit)

Payment

Order
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A payment mechanism can also be created by the circulating a ópayment instrumentô, meaning a document 

under which a paymaster under a payment mechanism is bound to pay the creditor or the creditorôs creditor to whom 

the original creditor transferred the instrument. 

There were primary three hurdles in Antiquity for the emergence of a legal doctrine facilitating the effective 

operation of a payment mechanism:  

 ÅFormal contract requirements; 

 ÅStrict privity ï even in informal contracts; and  

ÅDebt is not an asset but a personal relationship so as to preclude debtor substitution as well as debt 

transfer 

 When these hurdles were overcome, four legal issues arose: 

1. Does Paymaster become liable directly to Creditor?  

2.  On what theory does Debtor discharge, and does Creditor have recourse against Debtor upon the default 

by Paymaster?  

3. What if any defences available to Paymaster against Creditorôs claim?  

4. Is Creditorôs claim against Paymaster transferable ï and if so by the mere delivery of the payment 

instrument? Is it transferable free of defences?   

  

A classic example for a óperfectô payment mechanism is the post-Medieval English bill of exchange, 

currently codified worldwide under national bills of exchange statutes. The bill of exchange contains an order by a 

ódrawerô addressed to a drawee to pay a payee or bearer. In a typical example, the drawer is Debtor (e.g. textile 

country manufacturer) instructing his debtor (e.g. city retailer of textile products), i.e. Paymaster, to pay to the 

Debtorôs Creditor (e.g. country wool supplier). Drawee-retailer expects to pay out of proceeds of the sale of the 

textile products to the public. He became liable on the instrument by signing it as an óacceptorô. As years passed by, 

it became possible for the payee to effectively have payment to him óacceleratedô by having the instrument 

discounted with a transferee who then became entitled either to do the same or to recover from the drawee when 

the instrument fell due. In short, having thus become ónegotiableô, the paper could circulate from hand to hand, or 

from one óholderô to another. Alternatively, the payee or any subsequent óholderô could have discharged his own 

debt owed to his own creditor by properly transferring the instrument to that creditor. Other than when it was payable 

to the bearer each transfer required also the óendorsementô of the transferor. Finally, the drwaee could not meet the 

holderôs action by asserting defences to liability.      
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7

Modern Bill of Exchange ï
Basic Form

Drawer is Debtor

Payee is Creditor
Drawee is PM

To:  Drawee

Pay Payee

(-) Drawer

 

 

Bill Discounting under Modern Law and Practice 

ïCirculation free of defences

Issue <Endorsements>

Drawer Payee E-I E-II E-III E-IV

Drawee
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Addendum I: 
The Modern Bill of Exchange

conditional payment; recourse;
transferable by delivery free of defences

D C/Payee

PM 

(Drawee)

drawer

 

 

A 17 th -Century Inland Bill of Exchange in England 
[Transferable by Delivery - possibly with 

endorsement - since 18 th century]

country  wool  Supplier

(payee  - C) ----Ą

Country  Manufacturer

( drawer-D)

London factor

(drawee-PM) [selling 
products]

Debt(s)

Order

Payment to be made

Index
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It is very unusual for commercial instruments and legal principles governing them to come abruptly and 

from nowhere. Rather, they are typically the result of an evolutionary process having roots in more than one place 

and in one period of time. The English bill of exchange as a model payment mechanism is no exception. This paper 

examines the contribution of early Medieval Islamic and Jewish payment instruments and laws, as existed mainly 

in the Near East, to the development of payment mechanisms and legal doctrine governing them. It endeavours to 

show the interaction among these two religious laws and practices and point out their everlasting heritage.  

II.  Islamic Law 

 

Documentation of Islamic payment instruments is quite rich; this is particularly true for the period of the 

Fatimid Caliphate, which was in power between the 10th and 12th centuries. Approximately from that period, or 

more specifically, between the 11th and 13th centuries, plenty of documents originate from the Jewish Geniza of 

Cairo. Typical instruments were the ruqôa and the sakk, both being payment order, as well as the hawale, the latter 

being a withdrawal out of an account with a sarraf (private money changer).  

Islamic payment instruments have not always acquired distinct names.  Thus, the withdrawal out of an 

account with a sarraf in the execution of a non-cash payment made by a small retailer to his wholesaler may be 

treated simply as a hawale. In turn, more specialized terminology, though not necessarily uniform or precise, has 

also developed. Thus, the ruqôa has a few meanings. First, it means an order for the delivery of goods. Second, it is 

a payment order, issued to the payee, instructing the paymaster to make payment against its presentment by the 

person entitled to obtain payment. Third, it denotes the paymasterôs own obligation to pay, or in fact, any 

promissorôs debt or acknowledgement of debt instrument. The first sense is outside the scope of the present paper; 

in both the second and third senses, which are of interest in the context of the present paper, the ruqôa overlaps with 

the sakk, from which, linguistically, the modern word óchequeô may be derived. In fact the second and third 

meanings may converge; this is so, since the paymasterôs obligation to pay on a ruqôa or sakk is typically in 

pursuance to the payment order directed to the paymaster which is at least implicit on the instrument. The express 

terms of the document may however reflect the debtorôs order, the paymasterôs promise, or both. A payment 

instrument to be further discussed is the suftaj; it contains an obligation of a paymaster or his correspondent to pay 

at a place other than that of the issue of the document. 

This part of the paper focuses on the hawale as a legal doctrine facilitating the operation of all these 

mechanisms. Having recognized informal contracts, to overcome also the other difficulties, Islamic jurisprudence 

came up with the hawale. Its operation relied on a Koranic passage, stating that ñWhenever a person transfers his 

debt upon a rich man and the creditor assents to the same, then let the claim be made upon the rich man.ò It operated 

as the transference of an obligation from one person to another, and was constituted by an agreement by which a 

debtor is freed from a debt by another becoming responsible for it. 

Participants in a hawale transaction are the original debtor (ótransferorô), the paymaster (ótransfereeô), and 

the creditor. However, under each of the major Islamic schools the hawale agreement is an informal one between 

two parties which binds the third party. It is universally agreed that the creditor is one of the parties to the agreement. 

Schools nevertheless vary as to the other contracting party. Thus, under the Hanafi school (ultimately codified in 

the Mejelle) the parties are the paymaster and the creditor (and not the debtor). Under the Maliki school parties to 

the hawale are the debtor and creditor (and not the paymaster).  Hence, in Hanafi legal doctrine, the hawale operates 

to give the creditor a substituted debt (owed by the paymaster to the debtor). At the same time, Maliki doctrine, 

gives the creditor a new debtor (paymaster) on the original debt owed to the creditor by the original debtor.  
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The following table summarizes and compares between the features of the hawale under each of the major 

Islamic schools:  

Hanafi v. Maliki Hawale 

D=Debtor 

C=Creditor 

PM=Paymaster 

 

Hanafi Hawale  

[substituted debt by new debtor] 

¶ PM must consent. 

¶ PM need not have owed D. 

¶ Usually D gets absolute discharge: no 

recourse to C. 

¶ Côs claim against PM is subject to Dôs 
defences. 

Maliki Hawale  

[substituted debtor on Dôs debt] 

¶ PM need not consent. 

¶ PM is to have owed D. 

¶ Usually D gets absolute discharge: no 

recourse to C. 

¶ Côs claim against PM is subject to 
PMôs defences. 

  

Under each school C gets a new debtor, except that under the Hanafi school it is on a new debt and under the 

Maliki school it is on the original Dôs debt to C.  

 

Parties to a Hawale

D C

PM 

(transferee)

Hanafi School

(Maliki School)

(transferor)
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A mechanism facilitating payment between distant parties premised on the Islamic hawale is the suftaj. The 

latter could be used e.g. by Debtor in point of origin who wishes to pay to Creditor in point of destination without 

risking the physical delivery of the money.  In such a case the underlying operation of the suftaj is as follows: Debtor 

ólendsô money to Paymaster at point of origin. Document issued by Paymaster may include Paymasterôs obligation 

to pay Creditor at the point of destination as well as Debtorôs instruction to do so. Debtor sends the document to 

Creditor who then presents it for payment to Paymasterôs Correspondent at the point of destination. Correspondent 

(óCorô) may effectively be same as Paymaster or someone in an ongoing relationship with Paymaster who will settle 

with Paymaster periodically on a balance resulting from payment activities in both directions.  

Being a loan of money to avoid the risk of transport the suftaj has been suspected as conferring a gain on 

the Debtor-ólenderô in violation of prohibitions against interest. Overall, it was nevertheless tolerated. Its operation 

can be explained as two hawales. Participants in the first hawale are Debtor, Creditor, and Paymaster. In the second 

hawale Debtor drops out. Instead, Paymaster acts ad debtor while Correspondent acts as the paymaster. 

Under the Hanafi school, the agreement between PM and C discharges D. This agreement is created by the 

acceptance of the suftaj document by C. Correspondent becomes indebted to C (so as to discharge PM) under the 

second hawale only upon Correspondentôs agreement to honour Dôs order when the suftaj is presented by C to 

Correspondent.  

Under the Maliki school, the agreement between D and C, created by the acceptance of C of the suftaj 

document, constitutes the first hawale, so as to replace D by PM as the one indebted to C. However, acceptance of 

the suftaj document by C, also constitutes an agreement between C and PM (Côs new debtor under the first hawale) 

so as create a second hawale, under which Correspondent (as the new paymaster) becomes directly liable to C. 

Stated otherwise, under the Maliki school, paymasterôs agreement is dispensed with so that Correspondent, as the 

paymaster under the second hawale, becomes automatically liable to C upon Côs acceptance of the suftaj document. 

Hence, in dispensing with Correspondent (óCorô)ôs agreement, the Maliki school conferred on C a right against 

Correspondent by the mere receipt of the suftaj document from D. This is a substantial improvement compared to 

the Hanafi school which still required Correspondentôs agreement in order to entitle C.   
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Islamic Suftaj : C v Cor 
by means of 2 hawales 
[in 2nd hawale ïPM is debtor and Cor is 
paymaster]

Origin

D C

Destination

PM Cor

Loan Repayment 

of the loan

ƴHanafi:  PM/C; Cor/C; 

By means of Suftajdocument sent by D to C ïand Côs presentment to Cor.

ƴMaliki:  D/C; PM/C; 

By means of Suftaj document sent by D to C  ð alone.

Debt

 

 

III.  Jewish Law 

 

The Jewish Talmud, of which substantial part was written in what is now modern Iraq contains substantial 

discussions on variety of topics relevant to payments, including:    

Â Monetary legal theory (ómetalismô); 

Â Doctrinal issues relating to cheques; 

Â No debt transfer (presence of all three is required)ï except for: 

Â Transfer of debt instruments by delivery; and 

Â Particular payment mechanisms: oditta; zechi; urcheta; and the dyokani.  

 

Discussion as to the monetary legal theory is included in the book but is not part of the present paper. 

The modern cheque is a species of a bill of exchange. A cheque is drawn on a drawee bank, usually against 

funds available to the drawer with the drawee.  It is an order by a drawer to a drawee bank to pay the payee or 

bearer. It is transferable by delivery (plus endorsement where applicable). Its issue to the payee constitutes a 

conditional discharge to the drawer. Stated otherwise, a payee who takes a cheque is taken to implicitly renounce 

his rights against Creditor, on the condition that payment will be received from the drawee. On his part, the drawee 

does not incur liability on a cheque so that the debt owed by the payee to the drawer is absolutely discharged only 

upon payment by the drawee.  
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9

Modern Cheque in a 
setting

ÂOrder of a customer to his or her bank 
to pay to the customerôs creditor (a 
type of a bill of exchange)

To:  Bank

Pay to Payee (or bearer )

(-) Drawer

Debt(s)

Order

Payment to be made

Index

Bank

( drawee )

Customer

( drawer )

Creditor

( payee )

 

 

A similar mechanism under the Talmud did not require a written instrument. Nor was the order to pay out 

of funds available to the drawer with the drawee -- but rather against credit extended by the drawee to the drawer. 

Payee was not allowed to transfer his claim and presumably all three, drawer, payee and drawee were required to 

be present at the same time at the same place to give any efficacy to the arrangement. As well, Talmudic law looked 

for an obligation of the drawee towards the payee and was reluctant to confer upon the drawer conditional discharge. 

It was agreed that drawer/Debtor was fully discharged if payee/Creditor expressly and unconditionally renounced 

his rights against drawer/Debtor.  At the same time it was thought that without drawee/Paymasterôs guarantee there 

cannot be an implied renunciation by payee/Creditor against drawer/Debtor. In turn, express renunciation by 

payee/Creditor, conditional upon drawee/Paymaster, was considered ineffective since under such circumstances 

drawee/Paymasterôs obligation was revocable.  

Hence, this mechanism is not a cheque; and yet, the discussion around it, as to the nature of the discharge, 

heralded a discussion on the nature of payment by bill of exchange or cheque, that surfaced in England around 12 

centuries later.  

An important doctrine under the Talmud is that a monetary debt is not transferable. However, an instruction 

by Debtor to Paymaster to pay Creditor money owed by Paymaster to Debtor binds Paymaster and inures to the 

benefit of Creditor when given by means of a declaration made by Debtor in the presence of all three. As under the 

hawale, it is disputed whether Paymaster becomes liable to Creditor on Paymasterôs debt to Debtor or on Debtorôs 

Debt to Creditor. 

And yet, the Talmud pioneered the concept of a transferable debt document. Under the Talmud, to be 

transferable, a documentary note of indebtedness must be a shetar; it thus has to comply with formality 

requirements, even if only as to adequate witnessing. Furthermore, there may be formalities to be observed as for 

the transfer itself. However, it was agreed that Debtor may pay Creditor, or borrows money from him so as to 
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become obligated to him, by physically transferring to Creditor a debt instrument reflecting Paymasterôs obligation 

to pay debtor. Two disputations nevertheless existed:  

Â Does transfer occur by the mere delivery (by Debtor to Creditor) of debt document (relating to debt owed 

by Paymaster to Debtor) or does transfer require also the execution of an accompanying formal bill of sale? 

Â  Does the transfer forfeit altogether the power of Debtor to release Paymaster? 

 

The Talmud further allowed payment from Debtor to Creditor by the unilateral transfer of Debtorôs claim 

to deposited money with Paymaster. These two methods were the Oditta and Zechi. The former is a formal 

óacknowledgementô by Debtor that the deposit actually belongs to the Creditor. The latter is a proprietary act by 

Paymaster, as instructed by Debtor, that he, i.e. Paymaster, holds the money on deposit for Creditor.  

 

 

Talmudic óUnilateralô deposit-
transfers

D C

PM
Transfer of claim to Deposit  held by PM (custodian) from 

depositor D to his creditor C by:

1. OdittaïDôs own formal acknowledgement; or 

2. Zechiïproprietary act of PM: [at Dôs instruction].

1

2

 

 

Another Talmudic payment mechanism is that of the Urcheta. Thereunder, Debtor, being Creditorôs debtor 

and Paymaster creditor, issues to Creditor the Urcheta document. This document gives Creditor the power to collect 

from Paymaster the debt owed by Paymaster to Debtor, with the view of applying the proceeds to Debtorôs debt to 

Creditor. 
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The Talmudic Urcheta
C as Dôs agent 

Urcheta

D C

PM

1. D: [Côs debtor and PMôs creditor] ð Urcheta issuer

2. C: Emissary with authority to collect from PM [PMôs debt to 

D with the view of applying the proceeds to Dôs debt to him]

3. PM: Dôs debtor

Collection

 

 

The last Talmudic payment mechanism to be discussed here is that of the Dyokani. Thereunder, Debtor 

delivers money to Paymaster with the view of paying Debtorôs debt to Creditor.  Paymaster is however Creditorôs 

emissary. The circumstances under which payment by Debtor to Paymaster is considered as payment to Creditorôs 

agent, so as to discharge Debtorôs debt to Creditor, are disputed. In effect, the issue is who bears the risk of 

embezzlement or loss on the way between Paymaster and Creditor. 
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The Talmudic Dyokani
PM as Côs agent

D C

PM

PM ïCôs emissary to whom D entrusted the 

money in discharge of Dôs debt to C ïIs PM 

Côs agent? 

Debt

Delivery 

of money

 

  

IV.  Convergence 

 

Unsurprisingly, the convergences between the Talmudic Dyokani and the Islamic Suftaj, as mechanisms 

for payment between distant parties, did not go unnoticed. The following is the question addressed to post-Talmudic 

Rabbis in what is now Iraq in Gaonic Resposne No. 423:  

Reuven wrote to Shimon a suftaj from one place to another and Shimon delivered it to Levy who received 

from him and after that denied. And the one who delivered and he [the second receiver] admits that he did 

not give. May Shimon go back to Reuven and claim the suftaj money since he got nothing from Levy?.   

 

[Emphasis added]. 
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Talmudic Dyokani Turns Suftaj 
D delivered money to PM who 
became bound  to C -- but defaulted 
[May Shimon (C) go after Reuven 
(D)?]
Origin

D C

Destination

PM Cor

Loan Repayment 

of the loan

D: either Reuven [or unknown debtor [of Shimon]}

C:  Shimon [in both scenarios]

PM: either Levy [or Reuven]

Cor: Levy [in both scenarios]

Debt

 

 

 Effectively then, the question concerns Debtor (let assume it is Reuven) who owes money to Creditor 

(Shimon). They are located in two different places. The Paymaster is Levy, who operates in both Reuvenôs and 

Shimonôs places. Levy issued a suftaj to Rueven who sent it to Shimon. Shimon presented the suftaj document to 

Levy who ultimately declined to pay. The question addressed to the Rabbis was whether upon Paymaster Levyôs 

default Creditor Shimon has recourse against Debtor Reuven . 

 Adhering to the view that Paymaster Levy did not become Creditor-Shimonôs agent under the Talmudic 

Dyokani (which would have allowed Shimon to recover from Reuven) the Gaonite Rabbis nevertheless answered 

in the negative:  

We have seen that there is nothing in the roots of our laws to permit [to send] the suftaj. This is so since 

our Rabbis said that you may not remit coins by means of a dyokani even when signed by witnesses. 

Nevertheless, having seen that people actually use the suftaj we recognized it so as not to hinder commerce. 

And we accepted upon ourselves to admit the suftaj under the law of the merchants and neither add nor 

subtract. And so is the law and it ought not to be changed. 

[Emphasis added]. 

 Stated otherwise, fully submitting themselves to commercial usage that prevailed in the market, the Rabbis 

departed from the law and applied rules that governed the Islamic suftaj. They did not even attempt to óbendô 

Talmudic legal principles with the view of adapting them so as to reach the ódesiredô result in their framework.   

 Amazing as it is, this Response remained limited to the circumstances that existed in what is now Iraq at 

the end of the first millennium. It did not affect subsequent developments in Jewish law.  
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V. Conclusion 

 

In his monumental work on the history of English law, Holdsworth is skeptical as to whether the modern 

bill of exchange is a true derivation from the business practices of the Arabs.  He nevertheless speaks (vol. VIII, 2nd 

ed. at 133) of the Arabs using ñsomething very much like the modern bill of exchangeò that as early as the 8th 

century CE: 

[C]ould pass from hand to hand by something very much like an indorsement; and, to use modern 

terms, the payee [thereof] had a right of recourse against the drawer in the event of non-payment 

by the acceptor. 

My research does not support this specific observation. First, 8th century may be too early a milestone, at 

least for a solid record of Medieval Islamic payment instruments. Second, there is no indication that at any time 

Medieval Islamic payment instruments were endorsable, that is, that their transfer was accomplished by the delivery 

plus the endorsement signature by the transferor of the instrument. Third, in the case of default by the drawee (being 

either the correspondent or paymaster), both Hanafi and Maliki rules permit recourse by Creditor-payee against 

Debtor-drawer only under narrow circumstances. Rather, in principle, debtor-drawerôs discharge is absolute. 

Holdsworthôs observation appears to be exaggerated also in another respect. Transferability of a debt in 

association with the physical transfer of the debt instrument is not an Islamic innovation. Thus, as was already 

indicated, the transferability by delivery of a loan document payable by the borrower to his lender, almost as if it 

were an ordinary chattel, goes back to the Jewish Talmud and thus preceded Islam. 

At the same time, unlike any earlier legal doctrine or institution, Maliki principles governing the hawale 

provided for solid rules to govern a simplified procedure for the transfer by delivery of informal debt instruments 

by the simple delivery of an informal debt instrument.  

While the transferability by delivery feature is the forerunner of circulation by negotiation, the creditorôs 

direct entitlement from the paymaster and correspondent is the precursor of the acceptorôs liability to the payee on 

a bill of exchange. Indeed, Islamic practice did not encourage the circulation of the suftaj, and Islamic doctrine was 

hostile to the paymasterôs obligation on the suftaj. In the final analysis, however, fundamental elements of the bill 

of exchange, both as a negotiable instrument and machinery for the transfer of funds, are traceable to Islamic 

instruments and legal doctrine.  

Besides introducing the circulation of debt instruments, Jewish law provided for important discussion on 

the effect of the use of a payment mechanism on the debt which is paid with it. As Islamic law, it struggled with 

applying relatively rigid legal rules to new circumstances evolving in commerce. In some way it introduced the 

otherwise controversial ólaw merchantô as permitting mercantile custom to supersede rules of law.   

Neither Islamic nor Jewish law facilitates the accrual in the hands of a creditor of an óabstractô right, namely 

an entitlement by the credtior from the paymaster (or his correspondent) to the sum of the money to which the 

obligation relates, free of defences available to the parties in their bilateral relationships. This aspect is the 

contribution of Roman law and is outside the present discussion.  
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Abstract 

Insurance activity is one of the main pillars of economic theory & as Saudi Arabia is the most influential 

& biggest economy in the Middle East. I decided to study the Saudi insurance market as it is considered 

an emerging market, especially in light of the economic liberalization policy. Saudi insurance market can 

be described as a fiercely competitive market between foreign & national companies, a very low insurance 

penetration & a very low insurance density. Therefore, I offer the officials who are responsible for 

supervising & controlling the insurance sector some elements which I see their inevitability to be discussed 

in a theoretical & practical manner. The purpose of this research is to find feasible, applicable, and viable 

solutions; so that we can avoid any severe, adverse, and harmful disruption on the insurance sector & 

consequently on the policy holders. This study aims to achieve the following objectives: determining the 

main features of the Saudi insurance market, clarifying the most important challenges that face the 

insurance sector under the GATT & determining the most important & valuable suggestions on how to 

prepare the insurance sector to face future challenges. The Importance of the Study is: studying the reality 

of the insurance market in this particular period is crucial due to its exposure to the global economy's 

vulnerability which has affected all sectors. It represents a special & a particular importance in the current 

phase with respect to the effects of the GATT agreement on the insurance sector & to reach the most 

important policies and procedures to be followed for the development of the insurance sector and facing 

the side effects of globalization on the other hand so we wouldnôt be surprised by its negative impacts. 

 

Study Plan:  

The objective of this study will be achieved through the following sections: 

Section One: The most important features of the Saudi insurance market. 

Section Two:  The challenges facing the insurance sector, especially in light of GATT. 

Section Three: The most important actions and policies to be followed for the development of the 

insurance sector. 

Results and Recommendations 

mailto:mhahmed@yahoo.com
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Introduction:  

Insurance activity is one of the main pillars of economic theory, and not only is it difficult  but also 

impossible to isolate it from the prevailing economic activity in any society because both affect each other 

(and vice versa). It is impossible to find a developing or a developed country without an insurance activity 

that plays an essential role in providing insurance protection for individuals or enterprises against the risks 

that they might be exposed to. At the same time, insurance contributes to the financing and investment 

needed for development plans (Ahmed, Mamdouh, Risk Management and Insurance, 2004, p 68) (2). 

Given the reality of the Saudi market, especially in light of economic successive variables that need to be 

traced continuously, we found that there are many challenges which are located in the insurance sector 

that has to be faced and to find the optimal methods to deal with it, especially in light of economic 

liberalization policy which need the cooperation of all national operating insurance companies: public, 

private or joint venture. They have to search for a way out specially under: the sever competition from 

foreign companies, a very low insurance penetration (the ratio of the total insurance premiums to gross 

domestic product), a very low insurance density (the ratio of total insurance premiums to total population) 

and to a higher goal that must be achieved which is preserving the rights of policyholders. 

The Importance of the Study: 

Undoubtedly there are many problems that face the insurance sector in Saudi Arabia as an emerging 

market. Therefore I offer the officials who are responsible for supervising & controlling the insurance 

sector some elements which I see the inevitability to be discussed in a scientific & practical manner. The 

purpose of this is to find feasible, applicable ,and viable solutions for it so that we can avoid any sever, 

adverse, and harmful shake on the insurance sector & consequently on the policy holders. These elements 

are (Ahmed, Mamdouh, GATT and the Insurance Sector: Current Reality - the Effects of the Agreement 

- Methods of Confrontation, 2005, pp 87-91) (4): 

First: Technical Skills: There are many challenges which face the insurance sector with respect to 

technical skills, the toughest ones are:  

1. Production 

2. Investment 

3. Managerial & technical expertise 

Second: Very Poor Public Awareness of Insurance: There is no doubt that there is a severe lack of 

Insurance public awareness, which is evident through the very low ratio of insurance penetration & 

insurance density in Saudi Arabia (will be demonstrated later). 

Third: Competition: Competition is the most important feature and condition of open markets, which 

relies mainly on the idea of survival of the fittest and strongest. But this would happen in the insurance 

sector under the policy of economic liberalization, as competition will be intensified either between 

national companies and foreign companies, or between national companies among themselves. 

We canôt deny that the client would prefer to deal with an insurance company that: offer a distinctive 

insurance service, meet their own needs, sell for lower prices, and has strong financial solvency. In 

addition, we canôt ignore that the competition will  be intense given that foreign companies enjoy advanced 

information technology, huge capital & reserves and low production costs. Furthermore, there is another 

great challenge that can be represented by its reliance on technical rates that are much lower than the rates 

applied in national companies in most insurance branches. 

Fourth: Supervision and Control: The insurance sector is subject to supervision and control in every 
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country, with different forms and degrees that suit its economic doctrine which the state embraces. And 

despite the supervision and control in the Saudi market - (represented in the Saudi Arabian Monetary 

Agency, SAMA) and the presence of corresponding bodies in countries that embrace the free economic 

doctrine, there are many types of risks & obstacles that face the insurance sector in light of the economic 
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liberalization policy which must be noted. 

The objective of the study:  

This study aims to achieve the following: 

1. Determine the main features of the Saudi insurance market. 

2. Clarify the most important challenges that face the insurance sector under the GATT. 

3. Determine the most important & valuable suggestions on how to prepare the insurance sector to face 

future challenges. 

The Importance of the Study: 

1. The study of the reality of the insurance market in this particular period is important due to its 

exposure to the global economy's vulnerability which has affected all sectors. 

2. This study represents a special & particular importance in the current phase with respect to the effects 

resulting from the currency of GATT on the insurance sector. 

3. To address the most important policies and procedures to be followed for the development of the 

insurance sector on one hand and facing the side effects of globalization on the other hand so we 

wouldnôt be surprised by its negative effects. 

Study Plan: 

The objective of this study will be achieved through the following sections: 

Section One: The most important features of the Saudi insurance market. 

Section Two:  The challenges facing the insurance sector, especially in light of the GATT. 

Section Three: The most important actions and policies to be followed for the development of the 

insurance sector. 

Results and Recommendations 

Bibliography 

 

Chapter I: The Main Features of the Saudi Insurance Market  

 

The Historical Background of the Insurance Industry in Saudi Arabia: 

The insurance market is relatively new in Saudi Arabia, where there were nearly 100 companies registered 

abroad & were acting as intermediaries, agents or branches of foreign insurance companies since the 

beginning of the 1970s. In 1986 the National Company for Cooperative Insurance (NCCI) - which is now 

called TAWUNIYA - was formed by Royal Decree as a Saudi Arabian joint stock company, with the 

Public Investment Fund, the Pension Fund and the General Organization for Social Insurance as its 

shareholders. It was established to provide insurance services to the private sector and large governmental 

projects and to ensure the retaining of a large portion of the insurance premiums inside Saudi Arabia (IOB, 

Principles & Practices of Insurance (Insurance Foundation Certificate Exam: IFCE, Version 4), Feb. 

2012, pp 123-125) (15).  

 

The Council of Senior Scholars in Saudi Arabia issued a decision number 51 on 23 \ 3 \ 1977 which 

considered cooperative insurance contract as a donation contract & accordingly approved by the Islamic 
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law (in coincide with Shariah Laws). By the end of 2003, the Law on Supervision of Cooperative Insurance 

Companies, promulgated by Royal Decree (M/32) dated 31/07/2003, was enacted, followed shortly by 

the Implementing Regulation, early in 2004 (ibid, p 124).  

The law in its first article states that: ñInsurance in Saudi Arabia should be cooperative insurance which 

does not conflict with the provisions of Islamic Shariah, & cooperative insurance comprise of: Health 

Insurance, Auto Insurance, Fire Insurance and Compulsory Contractors Insurance. The life insurance is 

the prerogative of banks as instructed by the Saudi Arabian Monetary Agency (SAMA), which is the 

government regulator of the Saudi insurance sector. 

The Control & Supervision of Cooperative Insurance Companies Regulation was the first Saudi Arabian 

legislation regulating insurance sector. While there were over 75 insurance operators writing insurance 

business estimated in excess of SAR 2.7 billion in Saudi Arabia, without virtually any regulation at all. 

Now, this has changed completely, as what used to be an unregulated, free-for-all has become one of the 

most powerful & closely regulated insurance markets in the Gulf region (ibid, p 124). 

The lack of regulation before the Royal Decree on August 1, 2003, does not mean that the Saudi Arabian 

government took a non-interventionist approach to the insurance industry, but the status of insurance was 

uncertain under Shariah Law. In Saudi Arabia, the debate of whether or not contracts of insurance are 

legitimate under Shariah law was narrowed down to the key issue that ñto profit from an insurance 

transaction is against Islamic law, while collective risk sharing is acceptable and in the communityôs 

interestò. This is based on Decision No 51 of March 23, 1977 of the Supreme Council of the Senior 

AlôOmmah, a Saudi Arabian government body of religious scholars, who ruled that cooperative (or 

mutual) insurance is ña form of donation contractò, and because no one is supposed to profit from 

cooperative insurance transactions, the Senior AlôOmmah considered insurance in this form to be 

acceptable under Islamic Law (ibid, p 124). That is why the National Company for Cooperative Insurance 

(NCCI) has been established in 1986- in response to the Senior AlôOmmahôs recommendations that a 

cooperative insurance company should be established in Saudi Arabia to offer an alternative to commercial 

insurance. 

In keeping with NCCIôs articles of association, the company maintains separate accounts for both its 

policyholders and for its shareholders. Therefore, it is actually a hybrid between a true mutual insurer, 

which is wholly owned by its policyholders and not traded on the stock market, and a commercial insurer, 

but nevertheless sufficiently mutual to meet the Senior AlôOmmahôs recommendation that it should 

conduct its business on a cooperative basis. 

Although there was never a statutory prohibition of commercial insurance in Saudi Arabia, the Saudi 

Arabian Ministry of Commerce did not issue commercial registrations to any person or company, other 

than NCCI, to conduct insurance business in the country. Nevertheless, a fair number of foreign-registered 

insurance organizations operated in Saudi Arabia (through a local agent), most of these were Bahraini-

exempt companies, i.e., companies registered in Bahrain with the express purpose of not conducting 

business there.  

In accordance with the strict letter of the law, conducting any kind of business in Saudi Arabia without 

holding the prerequisite commercial registration is unlawful. Notwithstanding this, the Ministry of 

Commerce exercised a loose supervisory function over foreign insurers who conducted business in the 

country, (all government construction contracts contain a proviso that the contractor must have a 

Contractorôs All-Risks Insurance with an insurer who is represented in Saudi Arabia, and it was quite 

acceptable to insure such risks with Bahraini-based, Saudi-operating insurers other than NCCI). So, having 

an insurance industry which is essentially offshore and not subject to strict local supervision naturally 

created problems.  

While a few numbers of foreign insurers who wrote business in Saudi Arabia have had a good reputation 

& solid financially, there were many who were financially unsound and sometimes unscrupulous. 
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Unsurprisingly, there were incidents of insurers collecting premiums and disappearing overnight. 

Furthermore, because the business was essentially foreign, local retention of risk and reinsurance within 

the Saudi market was low, with over 70% of the premiums generated in Saudi Arabia left the country. 

 

The current reforms for allowing & regulating insurance were driven by the following two 

important changes that took place within Saudi Arabia (ibid, p 126): 

 

1. The medical compulsory Insurance. 

2. Joining the World Trade Organization. 

For many years, all health-care in Saudi Arabia has been free to all citizens and foreign residents. Since 

there were an estimated six million foreign workers and their dependents in Saudi Arabia (in 1999), this 

clearly imposes a considerable burden on the nationôs healthcare system and on the economy as a whole. 

To alleviate the problem, the government introduced the Cooperative Health Insurance Act through the 

Royal Decree No M/10 on August 13, 1999, which makes it mandatory for employers to buy private 

medical insurance for their foreign employees and their dependents. In principle, the government could 

have just made private health insurance for foreigners obligatory and left the Saudi insurance market in 

its existing, disorganized state.  

However, the Regulation requires that insurers providing cover under the scheme must be Saudi registered 

cooperative insurance companies. Because there was only one entity which fulfills this requirement, 

namely the NCCI, the effect of the legislation could have been the introduction of a state-owned 

monopoly. Rather, the Saudi government has been working to encourage an increase in the private sectorôs 

role in the economy as a whole not to decrease it. Additionally, setting up the provision of health insurance 

to an estimated 6 million persons within a relatively short period would have been a logistical exercise 

well beyond the capacity of any single entity. 

The second key driver to the introduction of insurance regulation in Saudi Arabia was the determination 

to accede the World Trade Organization (WTO). A part of the agreement to join the WTO was the opening 

up of insurance sector to foreign companies.  

In truth, this is a paradox, because in its past unregulated state, the Saudi insurance market was open to all 

comers, albeit not in any official basis. If one viewed the opening up of the Saudi insurance market solely 

from the perspective of being able to establish a licensed Saudi Arabian insurer, it was closed to both 

foreigners and Saudis alike, since there was no framework for setting up such entities, other than NCCI, 

of course. So, the Control of Cooperative Insurance Companies Regulation came into force on November 

20, 2003. With the issue of the Implementing Rules on April 23, 2004, a new industry in Saudi Arabia 

was born. 

 

Insurance Regulation in Saudi Arabia: 

 

When the decision was made in Saudi Arabia to open its doors to insurance, it was done to improving the 

consumersô welfare, to be in the public interest, to enable the nation to deal with its healthcare insurance 

problem, and to bring about an open market, fairness and a level-playing field between foreign and 

domestic insurance companies to be in line with the WTO agreements. 

On July 30, 2003, the Saudi Council of Ministers passed a historic legislation opening Saudi Arabiaôs 

insurance sector to foreign investment & the Control of Cooperative Insurance Companies Law came into 

force on November 20, 2003. The Implementing Rules was published on April 23, 2004. The objectives 

of the law and the implementing Regulations were expressed in the Article two of the Regulations (ibid, 
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p 128): 

 

Objectives of the Law and its Implementing Regulations: 

 

1. Protection of policyholders and shareholders. 

2. Encouraging fair and effective competition. 

3. Enhancing the stability of the insurance market. 

4. Enhancing the insurance sector and provide training and employment to Saudi nationals. 

 

When viewed broadly, SAMAôs insurance regulatory powers in Saudi Arabia includes (ibid, p 128): 

 

1. Regulating the establishment of insurance and reinsurance companies in Saudi Arabia; 

2. Supervising the technical aspects of insurance and reinsurance companiesô operations; 

3. Regulating the distribution of surplus funds to shareholders and policyholders; 

4. Determining the minimum capital and solvency requirements for each class of insurance; 

5. Setting the rules of regulating the companiesô investments inside & outside KSA; 

6. Actuarial and rating approval. 

7. Determining the educational and qualification requirements of insurance company personnel, brokers 

and agents. 

8. Approving the insurance forms & documents. 

9. Setting standards and rules governing the practice of salesmen and related disclosure of information 

and protection (code of conduct). 

10. Interpreting the contract and its enforcement. 

11. Determining, organizing and supervising the mandatory (compulsory) coverage. 

 

Takaful Insurance: 

 

THE WORD óTAKAFULô HAS BEEN DERIVED FROM THE ARABIC ROOT  WORD 

óKAFALAô MEANING óMUTUAL PROTECTION AND JOINT GUARANTEE. IT IS RISK-

SHARING INSTEAD OF R ISK-TRANSFERRING. OPERATIONALLY, TAKAFUL REF ERS 

TO PARTICIPANTS MUTU ALLY CONTRIBUTING TO  A COMMON FUND WITH T HE 

PURPOSE OF HAVING MUTUAL INDE MNITY IN THE CASE OF  PERIL OR LOSS. THE 

BASIC ELEMENTS OF TA KAFUL ARE:  

¶ MUTUALITY AND COOPER ATION.  

¶ PAYMENTS MADE WITH T HE INTENTION OF CONT RIBUTION.  

¶ JOINT GUARANTEE / IN DEMNITY AMONGST PART ICIPANTS.  

¶ SHARED RESPONSIBILIT Y. 

¶ CONSTITUTION OF SEPARATE ñPARTICIPANTSô TAKAFUL FUNDò. 

¶ INVESTMENTS AS PER SHARIAH.  
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A TAKAFUL FUND  IS BASICALLY A POOL OF MONEY THAT PARTIC IPANTS CREATE 

TO HELP EACH OTHER. BUT SUCH FUNDS CANôT SURVIVE IF A COUNTRY ôS 

REGULATIONS DONôT ALLOW FOR A COOPERATIV E LEGAL FORM OF BUSI NESS 

ORGANIZAT ION OR FOR COMPANIES  THAT LACK  SHARE CAPITAL  (CAPITAL 

STOCK). 

 

For practical reasons, takaful operators (which are usually limited liability companies and may be Islamic 

banks) exist to manage these pools of funds, and shareholders exist to support a fundôs startup and ongoing 

administrative expenses. 

 

EACH TAKAFUL COMPANY  MUST KEEP ITS PARTIC IPANTSô CONTRIBUTIONS 

SEPARATE FROM ITS SHAREHOLDER FUNDS; THE  TWO SOURCES OF MONEY CANôT 

BE MIXED. THEREFORE,  EACH TAKAFUL OPERATO R MANAGES TWO SEPARATE 

FUNDS (FALEEL JAMALDEEN, 2012) (12): 

 

¶ The takaful fund:  This fund is the participantsô (policyholdersô) money. 

¶ The shareholders fund (also called the operating fund): this account holds the seed money (the paid-

up capital) provided by the companyôs shareholders. The shareholder fund pays startup administrative 

expenses, and remaining capital is invested. Any profits from those investments go back into this fund. 

In addition, takaful participants pay ongoing management fees that are placed in the shareholders fund 

to support continuing administrative expenses. 

Shareholders are rewarded for their investment with explicit fees that are paid out of this fund 

periodically. In addition, when a takaful fund earns investment profits, shareholders may receive a 

share of those profits. 

 

An important point to keep in mind is that any takaful fund (regardless of its particular structure) that 

experiences a deficit during its operation requires underwriting or capital backing; otherwise, the fund can 

become insolvent. Takaful shareholders underwrite the funds when deficits exist. They do so by giving 

the fund a qard hasan (interest-free loan). 

Later, when the deficit disappears and a surplus accrues, the shareholders deduct the loan amount from 

fund surpluses. 

 

Takaful Insuranceô Models: 

 

There are three main takaful models: 
 

1-Wakala (Agency) Model: The Principal-Agent Relationship 

In the case of a wakala-based takaful product, the takaful operator works as an agent on behalf of the 

takaful participants, who are called the principals. (The operator, or agent, is the wakil.) 

 

file:///C:/Users/gabdelat/AppData/Local/Temp/Faleel%20Jamaldeen
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The takaful operator manages the fund and receives a pre-agreed percentage of the participantsô fund or 

fixed fee; this management fee is called a wakala (agency) fee. In addition, the takaful operator may charge 

a performance-based fee, which is its incentive to manage the fund as well as possible. The takaful operator 

determines what fee(s) to charge after consulting with the shariah board. Any fees it collects are placed in 

the shareholders fund and are used to reward the shareholders as well. 

Note that any surplus that the takaful fund or the shariah-compliant investments generate goes back to the 

participant contributions. 

 

2-Mudaraba (partnership or venture) Model: Partnership 
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Mudaraba is an Islamic contract based on a financial partnership in which one party (an investor) gives 

money to another (a fund manager) for the purpose of investing it in a business or economic activity. The 

investor puts up all the capital, and the fund manager provides expertise and knowledge to help the activity 

be successful. Both parties share the profits based on an agreed-upon ratio, but only the investor can lose 

the initial capital if the activity isnôt successful. 

When a takaful product is based on this contract, the shareholders of the takaful company share the profit 

of the fund with the policyholders. The policyholders are the investing partner (silent partner), called 

the rab al mal. 

The takaful company (the takaful operator and shareholders) is the working partner or fund manager, 

called the mudarib (speculator). The takaful company isnôt liable for any loss (unless the loss stems from 

the companyôs own negligence or misconduct). Instead, the participantsô fund bears the loss. (The 

participants stand to lose money; the company stands to lose the value of its time and efforts). The takaful 

company receives a percentage of the fundôs surplus (if one exists) and a percentage of any profit from 

investments made by the fund. 

Note that the key difference between the mudaraba and wakala model is that a portion of the surpluses 

from both the takaful fund and the sharia-compliant investments goes into the shareholders fund in a 

mudaraba-based takaful. The wakala contract rewards shareholders with only a management fee and 

possibly an incentive fee. 

 

3-Combination Model: Principal-Agent Relationship and Partnership   

This structure is the most widely used in the takaful industry and alleviates most criticisms leveled against 

the pure mudaraba model. Hereôs how the combination model works: 

¶ Using the wakala contract, the takaful company acts as the agent for the fund management and receives 

a fee for underwriting the fund. 

¶ Using the mudaraba contract, the takaful company acts as the fund manager for managing investments 

and shares the profit for the investment of the takaful fund. 

Note that the company doesnôt receive any portion of a surplus in the participants fund in the combination 

takaful structure. 

 

The Applied Model of Cooperative Insurance in Saudi Arabia: 

 

The insurance companies in Saudi Arabia are stock companies. The Implementing Regulations of the 

Cooperative Insurance Companies Control Law that has been issued on Apr 4, 2004 by SAMA (Saudi 

Arabia Monetary Agency) in Article Seventy regarding Distribution of Surplus stated that: 

2. The following shall be regarded by the Company upon preparation of the statements of insurance 

operations:  

a) Determine earned premiums, and income generated from reinsurance commissions, and other insurance 

operations revenues.  

b) Determine the incurred indemnification.  

c) At the end of each year, the total surplus representing the difference between (a) and (b), less any 

marketing, administrative expenses, the necessary technical provisions, and other general expenses 

related to the operation of insurance shall be specified.  

d) Companyôs net surplus shall be determined by adding or subtracting the investment return of the 

policyholderôs invested funds, and subtracting the general expenses related to the policyholderôs portion 

of the investment activities. 
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e) 10% of the net surplus shall be distributed to the policyholders directly, or in the form of reduction in 

premiums for the next year. The remaining 90% of the net surplus shall be transferred to the 

shareholdersô income statement.  

f) The shareholderôs net income shall be transferred to the statement of shareholdersô equity.  

g) Twenty percent (20%) of the net shareholdersô income shall be set aside as a statutory reserve until this 

reserve amounts to 100% of the paid capital, and  

3. The Agencyôs written approval must be obtained for policyholdersô net surplus distribution and timing. 

 

So, from the mentioned above, we conclude that the Cooperative insurance model that is applies in 

Saudi Arabia is not Wakala, Mudaraba, nor Mixed Model as it doesnôt separate policyholders 

(participants)ô fund from shareholdersô fund & also, it distribute 10% of the surplus to the policyholders 

& 90% to the shareholders which means that it is the same as the conventional insurance. 

 

Previous Studies about the Saudi Arabia Insurance Market: 

The previous studies of the Saudi Arabia insurance market are limited, but we will give a brief summary 

of these studies as follows: 

 

First study:  "Mutual insurance companies operating in Saudi Arabia (An analysis and assessment 

from the Islamic Economy point of view) ", (Abdul Moeti, Ayman, 1999 (1) : 

This research aims to provide an empirical study of the Saudi insurance market & the operating Mutual 

Insurance Companies, and evaluating the activity of these companies either legally or economically. The 

main findings of this study were:  

1 - The magnitude of the demand for insurance in the Saudi market, which comes first among Arab 

countries in terms of reinsured premiums. 

2 - There is no control, supervision or legal regulation of insurance companies in Saudi market. 

3- Most studied companies have achieved relative success in economic evaluation. 

4 ï There is no unified standard accounting system that can be used to organize the insurance companies 

in the Saudi market. 

5 ï The permitted Islamic insurance model has only a theoretical framework which lacks details from a 

practical prospective. 

6 ï There isnôt any kind of independent Shariah committee to control the mutual insurance companies in 

the Saudi market. 

7 - THERE ARE NO UNIFIED  LEGITIMATE OVERSIGHT  BODIES (SHARIAH 

COMMITTEE)  AT THE LEVEL OF THE ISLAMIC WORLD, TO CH ECK THE 

COMPLIANCE OF THE IN SURANCE COMPANIESô TRANSACTIONS WITH SHA RIAH.  

8 - The insurance policies issued by the Cooperative Insurance Companies are the same as the insurance 

policies issued by the conventional insurance companies as they are aleatory contract. 

9 - The difficulty of adopting in practice the donation basis as a vent for the cooperative insurance to be 

religiously permitted in light of the inevitable presence of corresponding obligations (consideration) 

which are not applied practically. 

10 ï The applied Mutual Cooperative Insurance Model took a compromise model between the Mutual 

Insurance Model (the western model) & the joint stock companies for conventional insurance. 

The most important recommendations reached by the researcher are: 
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1 ï The need for reconsidering the donation basis as a vent for the cooperative insurance to be religiously 

permitted.  

2 ï The need for detailed religiously permitted insurance model. 

3 - The need for a regulatory accounting system and a uniform standard regulating the operation of the 

insurance companies and reconsidering the drafting of the statute and insurance policies. 

 

The second study: "Saudi Insurance Market," (Shaalan, Ahmed, 2005) (7): 

The main findings of this study were: Saudi Arabia has witnessed significant developments with regards 

to the insurance market legislation and the most important ones are: the Cooperative Insurance Law that 

issued by Royal Decree in 2003 and the Cooperative Health Insurance Law (which its Implementing 

Regulation has been issued in 2002), and the Compulsory Insurance on the driver's license in 2002, who 

was replaced by Auto Insurance, in addition to the issuance of the Supervision of the Cooperative 

Insurance Companies Law in 2003. 

The opinion of the researcher was that the system of auto insurance is one of the most important 

legislations where it is estimated that the written premiums of auto insurance would be SR 4,963 million 

& 6,350 million SR of Health Insurance in 2009. Also, the study predicted that the Saudi insurance market 

total written premiums in 2009 will be about SR 15 billion & the Average per capita spending on insurance 

(insurance density) in Saudi Arabia will increase from SR 150 per year to 750 Saudi Riyals in 2009, and 

the contribution of the insurance sector to Saudi Arabia's GDP (insurance penetration) will reach 5% in 

2009. Add to that the implementation of cooperative insurance law in 2003 has led to reducing the 

existence of non-eligible insurance companies from 100 to 15 companies. 

 

The third study: "Insurance Fraud in the Saudi Market" (Zureiqat, Murad, 2008) (8): 

The researcher pointed out that the phenomenon of fraud is all over the world & does not exclude any 

country or activity: financial or economical, but it much spread particularly in the insurance business, as 

insurance fraud exceeds 60% of the total cases of fraud in all activities, because insurance scammers see 

the insurance sector as fertile soil & favorable climate. 

The study focused on the risk of insurance fraud, and warned of its negative effects on society. and 

estimated the size of claims involving fraud by 3% -11% of the total claims globally, and what insurance 

companies pay each year due to fraudulent claims is about US 4.1 billion. 

The study showed that the phenomenon of fraud forced insurance companies to raise insurance rates to 

compensate for losses and to increase the financial reserves & at the same time suspended certain types 

of insurance policies because of their inflated claims. 

The study also demonstrated that there are several social factors prompted the sample members to commit 

insurance fraud including: deliberately doing accident (auto collision) as a show in front of a group of 

friends, forging reports to the insurance company to get paid as result of these reports, forging medical 

reports & bills through a family member, make the same claim for an insurance company several times, 

using a medical card of someone else, negligence of the insurance companies staffs. 

The study also showed that the organizational factors represented in: concealment of material facts that 

affect claims, the staff of the insurance companies who handle claims are negligent in accepting the reports 

and tolerate potential fraud from their relatives, the insurance policies in the Saudi market constitute an 

outlet for fraud because of the lack of clarity in its conditions. As well as the lack of qualified & trained 

personnel in the insurance companies who have the ability to detect the counterfeit transactions. Also, the 

failure of the insurance companies to exchange information with each other about the insured is an outlet 

for fraud because it has become so easy to get an insurance policy from any company. 
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The study showed that the most important ways to circumvent the insurance companies include the 

following: reporting inaccurate claims many times which constitutes 23.6%, giving the policy to another 

person which constitutes 23.3%, forging some paperwork and make up 7.6%. 

 

The majority of individualsô who committed fraud are: students who represent 24.3% of respondents, 

drivers 16.7%, insurance representatives 6.2%. 

 

The insurance branches which were exposed to the highest proportion of fraud are: auto insurance 

52.4%, medical insurance 35.7%, work-related accidents 10.7% & transit insurance 1.2%. 

 

Fourth study: The Impediments of the Cooperative Insurance Industry in Saudi Arabia, (Al-Anzi, 

Fahd, 2009) (6): 

  

The findings of this study were as follow: 

 

1 - Lack of clarity of Shariah is still bogging for those who are working in the cooperative & Takaful 

insurance industry. So, there is a desperate need for standardization & unification of Shariah 

legislations & setting a legal regulation to accommodate the legitimate insurance standards. 

2 ï The number of cooperative reinsurance companies are small. 

3 - The lack of an effective jurisdictional system for Cooperative Insurance to protect them from 

circumvents. 

4 ï The increasing numbers of insurance fraud cases. 

 

5 - The presence of technical obstacles relating to the cooperative insurance policy. 

 

6 - Blurred supervision & control mechanisms so that there are two bodies sharing control over the 

cooperative insurance companies: Saudi Arabian Monetary Agency (SAMA) and the Cooperative 

Health Insurance Council. 

7 - Weakness of trained manpower and poor educational outcomes for insurance specialty in the Saudi 

Universities and the reluctance of young people to study & work in insurance for religious & social 

reasons. 

8 - Non-interest of the insurance companies for scientific, technical and professional standards that is 

necessary for the practice of insurance activities. 

The study recommended the need to activate the role of supervision & control over the cooperative 

insurance market and the need to assess the market need for new insurance companies and to encourage 

existing reinsurance companies to be repositioned to conform with the requirements of the cooperative 

insurance and to benefit from the unique experiences of the Cooperative Insurance markets such as the  

Malaysian market. 

 

Fifth Study: "The Saudi Insurance Market Report, 2012" (Saudi Arabian Monetary Agency, General 

Insurance Supervision Department) (27): 

 

This report presented the data of the Saudi Arabia insurance sector & based on its data we can figure out 

the following information: 
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1-Insurance Penetration: Insurance penetration is defined as Gross Written Premiums divided by 

the total Gross Domestic Product (GDP). 

 

 

Remarks: 

 

(1) Total GDP is: SR 1,786 SR, 1,413 SR, 1,690, SR 2,163 and SR 2.727 Billion in 2008, 2009, 2010, 

2011 and 2012, respectively. 

(2) Non-oil GDP is: SR 690, SR 738, SR 792, SR 919, SR and SR 1.353 Million in 2008, 2009, 2010, 

2011 and 2012 respectively. 

(3)Insurance penetration of non-oil GDP is defined as Gross Written Premiums divided by non-oil GDP. 

(4)Insurance penetration of non-oil GDP has slightly decreased at an average annual growth rate of 1%. 

(5)Insurance penetration of non-oil GDP decreased to 1.56% in 2012 from 2.02% in 2011. 

The following table shows the insurance penetration in Saudi Arabia during the period: 2008-2012: 

 

Tables 1: Insurance Penetration (2008 to 2012) 

Line of Business 2008 2009 2010 2011 2012 % 

Change %  %  %  %  %  

Total General Insurance 0.31% 0.45% 0.40% 0.36% 0.33% -9.5% 

Total Health Insurance 0.27% 0.52% 0.51% 0.45% 0.41% -7.8% 

Total P&S Insurance 0.03% 0.07% 0.06% 0.04% 0.03% -22.1% 

Total 0.92% 1.03% 0.97% 0.86% 0.78% -9.2% 

The Saudi Insurance Market Report, 2012, p 38 (28). 

 

From the above table we find that: 

-Insurance penetration is very low: 0.92%, 1.03%, 97%, 0.86% & 0.78% during the period: 2008-2012 

(which is the first indicator to measure the insurance awareness). 

-Over the past five years, insurance penetration has decreased by an average annual rate of 3.5%. 

-In 2009, insurance penetration increased from 0.92% to 1.03%, in 2008. This is mainly due to a decrease 

of the total GDP (-20.77% in 2009) because of the oil price. 

-In 2012, insurance penetration decreased to 0.78%, down from 0.86% in 2011. This is mainly due to a 

continuously strong growth of the total GDP (26.07% in 2012). The oil sector accounted for a significant 

part of this growth. 

 

2-Insurance Density: Insurance density is defined as Gross Written Premiums divided by the total 

population (or Gross Written Premiums per Capita).  

Saudi population was: 24.0, 24.8, 25.4, 27.1, 27.1 and 29.19 Million in 2008, 2009, 2010, 2011 and 2012, 

respectively (1). 
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Tables 2: Insurance Density (*) (2008 to 2012)  

 

Line of Business 2008 2009 2010 2011 2012 % Change 

2012:2011 SR SR SR SR SR 

Total General Insurance 222.5 248.9 247.8 290.8 308.3 6.0% 

Total Health Insurance 193.7 287.4 320.2 357.8 386.5 8.0% 

Total P & S Insurance 23.9 39.5 35.8 33.4 30.4 -8.8% 

Total 440.1 575.8 603.8 682.0 725.2 6.3% 

The Saudi Insurance Market Report, 2012, p 38 (28). 

 

From the table above, we find that: 

 -Insurance density has increased from SR 682 per Capita in 2011 to SR 725 per capita in 2012, which 

represents a 6.33% increase. 

- Insurance density has increased by an average annual rate of 16.2% between 2008 and 2012. 

-Insurance density of Protection and Savings insurance remained very low (SR 30 per Capita) when 

compared to General and Health insurance. 

- Insurance density of Protection & Saving insurance products is decreasing each year during the period 

2009-2012 & has decreased by an average annual rate of 7.68%. 

-The insurance density is very weak (which is the second indicator to measure the insurance awareness) 

where it reached US 117.36 ,  153.55, 161.01 , 181.87 & 193.39 during the period 2008-2012, and if we 

take into account the rate of inflation during this period, we find that these values would be less .  

We have to take into consideration that most of these premiums comes from Compulsory insurance (auto, 

health and liability), as solely auto & health insurance are accounted for 75.4% of the GWP & if we 

eliminated them, the insurance density becomes extremely low, especially in light of the rising income 

average in Saudi Arabia over the past two decades. So, based on the values of the above insurance density 

& insurance penetration we can say that the level of insurance awareness in Saudi Arabia is very low. 

To complete the picture, we have displayed the values of insurance penetration & insurance density of 

some other countries & compared it with the values of Saudi Arabia during the same period through the 

following tables: 

 

 

 

 

 

 

 

 

 

 

 

 



62 
 

 

Tables 3: Insurance Penetration: Premiums as a % of GDP All over the world in 2011(*) 

Non-life Premiums Life Premiums Total Premiums Country Ranking 

3.1 13.9 17.0 Taiwan 1 

9.5 3.7 13.2 Netherlands 2 

     

2.4 2.8 5.2 Israel 30 

     

1.5 0.3 1.8 United Arab Emirate 62 

     

0.8 0.1 0.9 Saudi Arabia 81 

4.4 3.5 7.9 North America 1 

3.0 4.1 7.1 Europe 2 

     

1.6 4.3 5.8 Asia 4 

2.8 3.8 6.6 World  

(World Insurance in 2011, Swiss Re, Sigma, No 3/2012, p 39) (27) 

 

From the above table of insurance density values all over the world we find that: 

1 - The insurance penetration of the world market on average was 6.6% in 2011 (it is lower than the 

previous years because the impact of the global financial crisis on the insurance sector that started in 

2008) while the insurance penetration of the Saudi market has reached 0.9% in 2011, which was much 

lower than the world average (about 13.64% of the world average). 

2 - The insurance penetration of the Asian market was 5.8% during the year 2011 while the insurance 

penetration of the Saudi market has reached 0.9% in 2011, which was much lower than the Asian 

average (about 15.52% of the Asian average). 

3 - The ranking of Saudi Arabia with regard to insurance penetration of the insurance market was 81 at 

the global level and 23 at the level of the continent of Asia. 

4 - It is difficult to compare insurance penetration in Taiwan (17.0%) and Netherlands (13.2%) with the 

most other country, but impossible to compare insurance penetration in these two countries with Saudi 

Arabia (0.9%).  

5 - The Ranking of the Lebanon was 46 at the global level, but was the first among the Arab countries, 

where the insurance penetration was 2.9%. 

6 ï The ranking of Israel was the 30th at the global level, but its ranking was the 6th among the Asian 

countries where its insurance penetration was 5.2%. 

7 - In terms of the continents, North America comes in first place with an insurance penetration of 7.9%, 

followed in the second place by Europe 7.1%, Oceania in the third place by 5.9%, Asia in the fourth 

place by 5.8%, Africa in the fifth place by 3.6 and Latin America & Caribbean in the last place by 

2.8%. 

8 ï The insurance penetration of Saudi Arabia with regard to life insurance is very low as it reached 0.1% 

of GDP while the world average is 3.8% (which represents 2.63%) and in Asia is 5.8% (which 



63 
 

represents 2.33%). 

9 - The insurance penetration of the Saudi Arabia with regard to non-life insurance (property & Liability 

insurance) was 0.8% which is very low as it represents 28.57% of the world average (2.8%) but higher 

than the average in Asia which was 1.6% (as it represents 50%).  

10 - The highest penetration of Life Insurance was 13.9% existed in Taiwan, which represents 365.79% 

of the world percentage which was 3.8% & the highest penetration of non-Life Insurance was 9.5% 

existed in Netherlands, which represents 339.29% of the world percentage which was 2.8%. 

 

Tables 4: Insurance Density: Premium Per Capita in USD All over the world in 2011 (*)   

Per Capita of Non 

life Premiums 

Per Capita of Life 

Premiums 

Per Capita of 

Total Premiums 

Country Ranking 

3591 4421 8012 Switzerland 1 

4777 1870 6647 Netherlands 2 

     

     

765 885 1650 Israel 26 

1126 255 1380 United Arab Emirate 30 

     

167 10 177 Saudi Arabia 59 

2118 1697 3815 North America 1 

     

85 229 314 Asia 4 

283 378 
661 

World  

(World Insurance in 2011, Swiss Re, Sigma, No 3/2012, p 38) (27) 

From the above table of insurance density values all over the world we find that: 

1 - The insurance density of the global market, on average, amounted to $ 661 in 2011, while the insurance 

density in the Saudi insurance market amounted to $ 177 in 2011, which is much lower than the global 

average (about 26.78% of the world average). 

2 - The insurance density of the Asian market, on average were $ 314 in 2011, while the insurance density 

in the Saudi insurance market amounted to $ 177 in 2011, which is lower than the average in Asia 

(about 56.37% of the Asian average). 

3 - The Saudi Arabia global ranking with respect to insurance density is 59 th & 16 th with respect to the 

ranking in Asia. 

4 - It is difficult to compare insurance density in Switzerland ($ 8012) and Netherlands ($ 6674) with most 

of the other countries, but impossible to compare insurance density in these two countries with Saudi 

Arabia ($ 177).  

5 - The Ranking of the United Arab Emirates is 30 at the global level, but is ranked first among the Arab 

countries, where the insurance density is $ 1380. 

6 ï The ranking of Israel is the 26th at the global level, but its ranking is the 5th among the Asian countries 

where its insurance density is $ 1650. 

7 - In terms of the continents, North America comes first with an insurance density of $3815, followed by 

Oceania in second place ($ 2759), Europe in third place ($1886), Asia in fourth place ($ 314), Latin 

America & Caribbean in fifth place ($ 261) & Africa in last place ($ 65). 

8 ï The insurance density of Saudi Arabia with regard to life insurance was very low as it reached $ 10 

per capita while the world average was $ 378 (which represents 2.65%) and in Asia was $ 229 (which 




