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Abstract—Takaful is known as a Shari’ah compliant 

insurance in Muslim and non-Muslim countries. In this regard, 

Malaysia is a global leader in offering Islamic financial 

products and supports takaful. Due to the rapid growth of the 

takaful industry, the prevailing guidelines and regulations 

might not be adequate to capture the current needs of takaful 

operations. This has led to certain criticisms of the practice of 

the takaful industry from Shari’ah and ethical aspects. It is 

important to examine these issues because Shari’ah compliance 

and ethicality are the distinguishing factors that differentiate 

takaful from conventional insurance.  If these issues are not 

resolved, participants and investors are set to lose confidence in 

the takaful industry. This paper focuses on the Shari’ah and 

ethical issues related to profit (surplus) sharing practice and the 

use of interest free loans in the modified mudarabah model used 

in family takaful products. The findings of this paper reveal the 

existence of unfavorable Shari’ah and ethical issues in the 

practice of takaful operations in Malaysia.  As a result, the 

paper suggests that the regulators, Shari’ah advisors and 

industry players should revisit these issues in order to avoid 

reputational risk, Shari’ah compliant risk and early 

termination risk. 

 
Index Terms—Family takaful, Malaysia and modified 

mudharabah model. 

 

I. INTRODUCTION 

Takaful is rapidly growing not only in Malaysia, Indonesia 

and Gulf countries but also in non-Muslim countries such as 

the United Kingdom, Thailand and Sri Lanka. Despite its 

continuous growth, there remains Shari‟ah and ethical 

problems, challenges and issues that threaten the expansion 

and development of the takaful industry. In order to 

overcome these challenges and accomplish additional 

expansion and development, standing issues pertaining to the 

Shari‟ah and ethics (adab) need to be resolved. Although 

Shari‟ah scholars are still debating these issues, in the best 

interest of one‟s religion and honor, any form of unethical 

dealing or ambiguity in business transaction should be 

avoided and Muslims should avoid dubious and doubtful 

matters.  

This paper is organized in four sections. The second 

section discusses the practice of the modified mudharabah 

model for family takaful products.  The third section raises 

the Shar‟iah and ethical issues and the last section concludes 

the paper. 
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II. PRACTICE OF THE MODIFIED MUDHARABAH MODEL FOR 

FAMILY TAKAFUL IN MALAYSIA 

The earliest model for Family Takaful in Malaysia is the 

mudharabah model [1]. It is also known as “profit –sharing” 

or the „surplus-sharing” model [2]. Under this arrangement, a 

profit sharing contract is signed between the takaful operator 

as the entrepreneur (mudarib) who is entrusted to administer 

the takaful business and the participants as the capital 

providers (sahibul mal). Any profit is shared between the 

takaful operator and participants and the profit-sharing ratio 

is determined in the contract as agreed by both parties. Profit 

sharing in takaful is undertaken after all the related claims 

and expenses of takaful have been accounted for. In the event 

of loss or deficit of the takaful fund, the entire loss is borne by 

the participants. One distinctive feature in practice is that the 

shareholders shall provide free-interest loan (qard hassan) in 

order to overcome deficit in the participants‟ special account 

(PSA). This is to be repaid once the fund is in surplus. 

Moreover, the takaful operator is not allowed to charge any 

management fee from the contributions paid by the 

participants and all operational expenses shall be borne by 

the shareholders‟ fund. 

There are two categories under mudharabah, namely the 

pure mudharabah model (see Fig. 1) or modified mudharabah 

model (see Fig. 2). The former allows profit-sharing on 

investment profit only between Takaful operators and the 

participants, whereas the latter allows profit-sharing on both 

investment profit and underwriting surplus between them. In 

practice, the takaful scheme in Malaysia normally uses pure 

mudharabah for the Participant‟s Account (PA) while the 

modified Mudharabah is used for the Participants‟ Special 

Account (PSA) [1]. 

 

 
Fig. 1. Pure mudharabah model. 

 

Under the pure mudharabah model, the participant‟s 

contribution is credited into PA for saving and investment 

purposes and PSA for donation. The PA belongs to the 

participant and PSA is owned by the takaful operator. Both 
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PA and PSA are invested in Shar‟iah compliant investments 

by the takaful operator. Any investment profit from these two 

accounts is shared according to a pre-agreed ratio. The PSA 

is used to pay claims and management fees, and allocate the 

reserve. Any net underwriting surplus is returned to the 

participants. Upon maturity or claims, the participants or 

beneficiaries are paid from the accumulated balance from PA 

together with the coverage amount from the PSA. 

Under the modified mudharabah model, the treatment of 

PSA is similar with the pure mudharabah model. The only 

difference is that the modified mudharabah model allows the 

takaful operators to share the underwriting surplus as an 

incentive for the takaful operators. 

 

 
Fig. 2. Modified mudharabah model. 

 

III. SHARIAH AND ETHICAL ISSUES IN MODIFIED 

MUDHARABAH MODEL 

A. Profit (Surplus) Sharing Issue in Modified 

Mudahrabah Model 

Shari‟ah scholars differ in their opinion on whether the net 

underwriting surplus can be treated as mudharabah profit or 

otherwise. This is one of the major issues in the modified 

mudharabah model. As mentioned earlier, the main feature in 

modified mudharabah model is to share underwriting surplus 

between the takaful operator and participants. This approach 

has received a number of criticisms particularly by Middle 

Eastern scholars and Islamic jurisprudents. The main reason 

for adopting this practice is due to the low profitability and 

slow growth as well as less feasibility of the pure 

mudharabah model [1]. As far as the pure mudharabah is 

concerned, the only main source of income for takaful 

operators is the profits generated from the investment 

activities using the funds allocated in PA and PSA. Soualhi 

[3] stated that the justification given for the practice of 

sharing underwriting surplus in the modified mudharabah 

model is based on the grounds that such an arrangement 

would allow takaful operators to withstand competition with 

its conventional counterpart and avoid overpricing. He 

further justified that there is no explicit Shari‟ah principle 

that prohibits such a practice. Indeed, surplus sharing can be 

seen as an incentive for the takaful operator for their hard 

work and relentless commitment in managing the takaful 

funds. 

In answering this issue, the Shari‟ah Advisory Council of 

Bank Negara Malaysia (SAC) has passed the resolution 

which allows the distribution of the surplus from the 

participants‟ risk fund between the participants and takaful 

operator. This decision is based on the fact that the takaful 

contract is generally formed on the concept of tabarru 

(donation) and ta`awun (cooperative), as well as the mutual 

agreement between the contracting parties. The tabarru 

principle is the main underlying principle of the takaful 

product, while the mudharabah contract is applied in the 

management of Takaful operation. The SAC considered the 

distribution as a performance fee for the takaful operator. 

Moreover, the participants‟ consent to share the risk fund 

surplus with the takaful operator as the fund manager does 

not contradict with Shari‟ah principles. 

Nevertheless, the opponents of sharing underwriting 

surplus put forward their argument that the practice of 

treating net underwriting surplus as mudharabah profit is not 

in line with the definition of profit according to the original 

mudharabah contact. It contradicts the general mudharabah 

rules [1]. It is also claimed that sharing of the underwriting 

surplus is tantamount to making takaful into a commercial 

business venture instead of a contract that is based on 

brotherhood solidarity and mutual co-operation [4]. 

Generally, mudharabah profit is defined as a surplus over and 

above the general capital after deduction of costs and 

expenses. However, in this situation, there is usually no 

surplus over and above the original capital because of the 

reduction due to claims or other expenses. The remainder is 

only the net underwriting surplus, which is lower than the 

original mudharabah capital even after addition of any profit 

generated from the investment activities. In addition, the 

AAOIFI Standard on takaful does not allow the takaful 

operators to share underwriting surplus as they believe the 

underwriting surplus exclusively belongs to the participants.  

Due to this endless debate, the majority of takaful 

operators in Malaysia have now opted for the wakalah model 

after applying the mudharabah model for more than two 

decades [3]. 

B. Qard Hassan (Interest Free Loan) 

Another main feature of the modified mudharabah model 

is the interest free loan (qard hassan). This feature has also 

drawn some controversial issues. Under the modified 

mudharabah model, the shareholders are obliged to provide 

interest free loans to the participants in the event of any 

deficit in the PSA fund. This practice has been discussed and 

mentioned in the Shari‟ah Resolutions in Islamic Finance 

issued by the Bank Negara Malaysia as one of the 

mechanisms to overcome deficit in the PSA fund. However, 

the terms and conditions of qard hassan in terms of 

repayment and timing of the drawdown are not certain and 

clear [5]. Onagun [6] mentioned that there is difficulty on 

how to maintain fairness among the different generations of 

participants because the new participants may be adversely 

affected by paying higher contribution or receive small or no 

underwriting surplus due to the need of making repayments 

of qard hassan. It must be noted that the setting of 

contribution levels must not result in a higher fee, otherwise 

this will defeat the purpose of qard hassan as a benevolent or 

interest free loan. 

Recently, an academic study found that Muslim scholars 

do not agree with the issue of qard hassan adopted in the 

modified mudharabah model [7]. The research also found 
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that takaful operators are choosing the models in order to 

maximize their self-interest, rather than the interest of the 

participants. Apart from that, one common issue in relation to 

qard hassan is the misinterpretation of its concept [8]. Since 

qard hassan is a benevolent loan, it means that under this 

original principle, the borrower cannot be forced to make 

repayment. In the event the borrower is unable to settle the 

loan, the lender must accept this transaction as a charitable 

act. In the context of takaful, this is the main reason why 

some shareholders are quite reluctant to offer qard hassan 

when there is deficit in the takaful fund. 

 

IV. CONCLUSION 

This paper highlights the Shari‟ah and ethical issues in the 

practice of modified mudharabah model for family takaful 

products in Malaysia. The paper opined that the modified 

mudharabah model is yet to prove that it is the best model for 

all affected parties. The unfavorable Shari‟ah and ethical 

issues should be resolved as soon as possible and the 

regulators should improve the existing model or introduce or 

recommend a new model to reflect the concept of donation 

and mutual help. 
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