NIBA’ s Submission to the Parliamentary Joint Committee on Corporations and Financial Services Inquiry into the Disclosure of Commission On Risk Insurance Products

Summary Of NIBA’s Position

NIBA’s (National Insurance Brokers Association) preferred position in relation to commission disclosure is that:

· The client should be informed that commission is payable, and 

· The client should be informed of the quantum of the commission if requested by the client to do so.

Insurance brokers have disclosed commission on request for almost twenty years and this requirement contained in the Insurance (Agents and Brokers) Act 1984 has been very effective for general insurance products. 

NIBA’s primary concern with the automatic disclosure of commission is that it places insurance brokers at a distinct disadvantage compared to insurance companies that sell directly to the public. 

Notwithstanding NIBA’s preferred position, an agreement was reached with the then Minister for Financial Services the Hon Joe Hockey in 1999 that NIBA would not oppose automatic commission disclosure provided that commission paid in relation to “back office” functions performed by brokers for insurance companies was not required to be disclosed. 

The “back office” functions that insurance brokers perform on behalf of insurers vary widely but can include such services as data entry, underwriting, claims handling, policy renewal, investing, arranging reinsurance and record keeping.

The current FSRA legislation and Regulations reflect the agreement reached with the Minister. Details of the agreed arrangements were outlined in detail in ATTACHMENT A – APPROACH TO COMMISSION DISCLOSURE AT KEY POINTS IN THE FINANCIAL SERVICES TRANACTION which was attached to the Commentary on the Draft Provisions of the Financial Services Reform Bill that was issued by the Minister in February 2000. (A copy is attached to this paper.) 

Under the agreed approach the public is informed about the quantum of commission (excluding back office costs) while the advantages enjoyed by insurers though regulation when selling directly to the public are limited.

NIBA remains committed to the position agreed to with the Minister. Should there be any change to that position, however, by legislation or interpretation, NIBA would no longer feel bound to the agreement and would argue for its preferred position of disclosing commission only when requested to do so by the client. 

Arguments that have been advanced for Commission Disclosure 

There are two arguments usually advanced for commission disclosure:

· The first is that the client should be able to access the likely return from financial products and in order to do so they need to know the costs and charges that will ultimately reduce the return from the purchase.

While this argument is applicable to many investment and savings products it has no relevance to risk insurance products. Unlike the situation with savings products, benefits payable under risk insurance policies are firmly contracted and do not vary to reflect selling costs. 

There is no requirement under the Financial Services Reform Act to disclose in Product Disclosure Documents commission paid on risk insurance products.  This approach has generally been strongly supported by industry participants. 

· The second argument advanced for commission disclosure is that disclosure avoids conflict of interest where a financial service provider is able to derive a benefit from the supplier of a recommended product.  It is argued that disclosure makes the transaction transparent by alerting the customer to potential conflicts. 

While this argument for commission disclosure does have some merit, it should be noted that disclosing commission on the product purchased does not provide the client with sufficient information to assess any possible bias.  It does not provide any information about the commission payable on comparable products not purchased and consequently the customer is not necessarily in a good position to judge whether or not the seller was influenced by the commission payment.

The major issue in relation to any possible conflict of interest situation should be disclosure of the fact that commission is payable rather than the quantum of the commission. This is consistent with NIBA’s preferred approach which is to inform retail clients that commission is payable and then provide the actual quantum if requested to do so by the client.

Notwithstanding NIBA’s preferred approach, it did reach agreement with the former Minister for Financial Services that it would not oppose disclosing the quantum of commission if commission for “back office” costs were not included.

Exclusion of Back Office Costs

It is well understood that intermediaries in the financial services sector often receive commission for facilitating the introduction of business to product issuers.  In risk insurance, intermediaries, usually insurance brokers, often perform services for insurers that go far beyond simply introducing the client or selling the product.

Insurance brokers commonly provide data entry functions for insurers eliminating duplication and reducing insurance company costs. Similarly, insurance brokers often assist insurers to settle claims and with the renewal process. In some cases brokers provide all of the services normally performed by insurance companies including, underwriting and pricing, policy wording, issuing policies, investing, reinsurance and settling claims. These services are often referred to as “back office” services.

The remuneration paid to insurance brokers by insurers varies according to the services performed for the insurer. The remuneration may vary from as low as 5% of the premium for simple selling services through to 25% where the broker performs many of the services normally performed by the insurer.  While the level of commission may vary depending upon the extent of the ‘back office” functions performed, the premium paid by clients remains the same.

Insurance companies selling directly to the public are not required to disclose the costs of performing “back office” functions and insurance brokers should be treated similarly under the regulations.

In the attachment on commission disclosure in the Commentary on the Financial Services Reform Bill issued by the Government in February 2000 (copy attached) the Government indicated that it was not necessary to disclose commission in relation to “back office” costs when disclosing commission details. It was stated that:

“Purpose of commission disclosure where personal advice is given

 A.9   The purpose of disclosure at this stage is to help the consumer identify any potential influences on or biases associated with the giving of advice; to identify any potential conflicts of interest which the adviser may have in recommending a specific product.  

 ………………………….

A.12 Benefits disclosed must include commission, soft dollar remuneration, sales quotas, volume bonuses etc.

A.13 Where financial services providers and product issuers enter into an arrangement that the service provider will perform ‘back office’ functions on behalf of the issuer and the payment for performing those functions is included in the commission paid in respect of individual products, then this component of the commission does not need to be disclosed.

· The basis for this is that this component of commission represents payment by a product issuer to a financial service provider for the performance of services that would otherwise be performed by the product issuer, for example underwriting. These services could not be said to influence the giving of advice where payment for the services equals the cost of performing the service.” (Emphasis added).
In a policy proposal paper released by ASIC in December 2002, entitled Licensing Financial Product Adviser – Conduct and Disclosure, ASIC appears to be questioning the position that commission paid in relation to “back office” functions does not need to be disclosed. Such a possible interpretation of the legislation is of deep concern to NIBA and would of course be contrary to the position agreed with the Minister in 1999.

In the policy proposal paper ASIC states that “We consider that any benefit received by a providing entity (or any associated person), other than commission rebated in full and hourly fees paid by the client, in relation to personal advice might reasonably be expected to be capable of influencing the providing entity in providing the advice.”

NIBA would like the ASIC policy proposal paper to accurately reflect the intention of the Parliament and the Government.  NIBA has indicated to ASIC that it is prepared to work with ASIC to develop arrangements that will ensure that commission paid for “back office” functions is not loaded to avoid disclosure. 

Conclusion

In relation to commission disclosure NIBA:

1. Supports the current legislative requirements for commission disclosure. It sees them as providing a high level of disclosure to clients while maintaining a reasonable level of consistency between different industry participants. 

2. Would like to be consulted about any proposals to change the existing legislative requirements.

3. Would like ASIC policy statements to clearly reflect the view of Parliament and the Government that remuneration for performing “back office” functions does not need to be disclosed to clients in Financial Services Guides or Statements of Advice where the payment for the services equals the cost of providing them.
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