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1. THE BACKGROUND

That there needs to be yet another inquiry into commissions paid to intermediaries for the sale of a risk insurance policy, is not in itself a surprise. Throughout human history, there have been individuals who, although motivated by what they have perceived as the “greater good”, have not fully understood the consequences of the actions which they wanted to embark upon.

For example, despite the benefits which the Egyptian nation had enjoyed under the wise stewardship of the, then, Prime Minister Joseph, the record states that – “there arose in Egypt a Pharaoh who did not know Joseph”
. What followed as a consequence was disaster for all concerned. And again, almost everyone is aware of the words of Jesus Christ when he said of the system and the people who wanted to crucify him, – “forgive them Father, for they know not what they do”
.

And so today – despite the findings of a number of Senate Select Committees, and the incalculable benefit that life insurance agents or advisers provide, and have provided for the Australian community for over a hundred and fifty years (without whose activities, there would not be an AMP or National Mutual (now AXA) or a Colonial) - there are still some (who ought to, but clearly do not) understand the consequences to the industry, to the consumer and to the community, if commission on the sale of risk insurance has to be disclosed.

The clamour to disclose to consumers the commission paid to intermediaries has been driven for nearly 10 years by certain people including the Financial Planning Association,  the Australian Consumers Association, and a small but influential number of journalists, who appear to have unlimited column space to continue a relentless attack on insurance advisers.

Almost all of those have no working experience in the sale of life insurance, do not understand the commission structure, and have not recognised the changes which have occurred in the last 10 years. To further their idealistic aims, I, whilst reluctant to do so, believe that some are prepared to “gild the lily” or “distort certain facts”, and by so doing would attempt to mislead Parliament as represented by this Committee.

2. THE NEED FOR INSURANCE

It is so obvious that it should go without saying, but clearly can’t, that there is a great amount of ignorance not only in the community at large, but even amongst some who are considered as “stakeholders” about the role insurance plays. Recent bushfires in southern states, particularly in Canberra and the ACT have left thousands of people homeless, with various reports indicating that between 500 and 600 homes were completely destroyed, and many hundreds seriously damaged. Cameras, cars, furniture and photographs all went up in smoke.

One television news report suggested that one in four houses was not insured, and as many as one in two had no contents insurance, or were grossly underinsured. In industry jargon, they were, “self-insured”.

Newspaper journalists and television documentaries will now start an emotional feeding frenzy seeking to lay blame. Politicians, land owners, the Fire Department – ‘any one will do’ – just blame someone. Yet, while nothing will replace the emotional loss, insurance could have covered all of the financial loss. People should take some responsibility for themselves.

In a long holiday weekend, up to fifty Australians are killed on the nation’s roads. Although this number gets relentless exposure, the fact is that similar numbers are killed every week. The emotional loss to family members is incalculable. Often the car is insured – but the driver is not.

In the book “Making Money Made Simple”, the respected financial adviser, Noel Whittaker, quoted the following 
 – “lets consider 100 teenagers aged 15 years and think about where they will be in 50 years time i.e. at age 65 – on present statistics,

1. 38 will be dead

2. 62 will still be alive

Note the number 38. Of every one hundred 15 year old Australians – 38 will die before they reach age 65. They do not just drop dead at 15, 16 or 17, nor at any other age. Events and visitations of life happen. Many die with little or no insurance because no-one attempted to sell it to them, or explain it’s advantages. In the same book on page 130, under Life Insurance, the question is asked – “what happens to a family if the breadwinner dies and has no life insurance – how would the family cope with house repayments, school fees, travelling expenses and other daily needs?”

And what about disability? It has been estimated that sometime in their working life, all Australians will experience a disability, which will cause them to be off work for at least 3 months, and that nine times as many people are injured than are killed.

3. ALTERNATIVES TO INSURANCE

If individuals do not insure, what other alternatives do they have? In the current bushfire cases, if they have no insurance, they have to rely on Government handouts or collections from the rest of the community, most of whom had the foresight to insure their properties themselves. Apart from that, there is Centrelink.

4. CENTRELINK

Centrelink benefits may be described as a safety net for people in need. Centrelink has a publication called “Centrelink Information”
. In the foreword, Amanda Vanstone, the Minister for Community Services, says that Centrelink “does business” with 6.4 million customers. Amongst those specifically in need, the publication includes “people with disabilities”, “those whose partner has died”, and, “double orphans – children who have lost both parents”.

The publication lists in various places the types of benefits which Centrelink pays. These include:

1. Page 17 –
Double Orphan Pension

2. Chapter 10 – Someone who is ill, injured or has a disability

3. Chapter 12 – Help after someone has died

This is an extensive publication and Centrelink has to be commended for providing it – but what comes across loud and clear, is that Australians do not, individually, do enough for themselves.

Almost all of the Centrelink benefits are means tested.  Where a person or couple have assets above $145,250 or $206,000 respectively, the benefits reduce, and in some cases are totally cancelled. Further, if a person is disabled, the assets or income of their partner will also be counted. Many receive no benefit. In any event, even if they qualify, the maximum benefits payable are nothing spectacular:


Double Orphan Benefit


-
$44.00 per fortnight



Disability Support Pension

-
$358.40 per fortnight
5

Sickness Allowance (partnered)

-
$338.10 per fortnight
5

Widow Allowance


-
$374.90 per fortnight
5
All of the above benefits could have been provided for by individuals with personal insurance. In such cases, personal insurance benefits are not means tested, and are not affected by partner’s income.

It has been estimated in various studies that Centrelink benefits account for above 40% of the total Federal Budget of around 175 billion dollars. If people could be encouraged or persuaded to insure to protect themselves and their families, and to save for their own retirement, the savings to the taxpayer would be huge. Yet who will persuade them? Before superannuation was compulsory, it was the life agent who tried to. Life insurance is not compulsory.

5. THE PROCESS OF SELLING INSURANCE

The sale of insurance is difficult because it is an intangible product, enjoys little pride of ownership and costs money, which a consumer would more likely prefer to spend elsewhere. The process of selling insurance is not an easy one, and it never has been, but today, it is more difficult than ever. Commission disclosure will only serve to make the process even more difficult. Anything which encourages individuals to insure themselves should be supported. Anything which discourages should be resisted. Commission disclosure discourages.

While recent changes in the industry have gone a long way to removing any practice of mis-selling, or selling inappropriate policies, they have nevertheless made the task more complicated. First there was the introduction of the Code of Practice in 1995. And more recently, the anti hawking provisions, the consequences of which are effectively to deny consumers access to life insurance advice. These combined changes, regardless of how well intentioned, makes the approach to selling insurance to someone who needs it, a most frustrating exercise. Commission disclosure will do the same.

I was employed by Prudential Assurance Company to train and teach agents from 1986 to 1996. I had fully supported the Code of Practice in 1995, and in fact, was one of the presenters at its launch. 

Since leaving Prudential, I have purchased retiring agents practices in Brisbane and in Toowoomba and have become a founding partner in an Australia wide life brokers business “Matrix”. We are chronically short of life insurance advisers, and simply cannot get experienced replacements. Why? It is becoming too difficult.

The difficult process of the sale of insurance was further exacerbated by the Code because of the degree of analysis required prior to selling a policy. The Code had laudable objectives 
. In particular to:

1. a)
“Promote the provision of high quality advice in relation to life policies ___”, and

b) “___ to ensure that customers are placed in a position to make an informed choice____”.

But in practice, the Code places a great deal of time consuming analysis and responsibility on the adviser.

Described in the Code as “Fact Finder and Analysis” 
 part ((, section 12 – 16, requires an adviser in all cases to:

2.
a)
Analyse the needs and objectives of the customer.

b) Take steps to ensure the customer understands the basis and reasons for advice.

3.
a)
Obtain – financial and family circumstances

b) Obtain customers needs for income, security and time frames

c) Preferences

d) Retirement needs

e) Employment security, age, partners retirement expectancy

f) Give warning when customer does not accept recommendations, or gives incomplete facts.

This document (the Code) is somewhat lengthy, so I have attached it as an Appendix.

The completion of the Fact Finder, the analysis of the Fact Finder, the examination of the customers existing policies and comparison with wordings of other policies available, the preparation of written advice, the presentation to the customer, the completion of application forms, arranging medicals and financials for the insurer – takes many, many hours. If, at the end of this process, the customer does not purchase a recommended policy, or is not accepted by the insurer for the policy, the adviser receives nothing at all for this time.

I have estimated after training new advisers for 10 years that a new, inexperienced adviser will make a sale once in five presentations. An experienced adviser will do so once in every two, either because the analysis shows that the customer does not need new insurance, or because the customer simply will not purchase.

Disclosure of commission creates a hurdle in the sales process because the consumer may consider that commission can be “negotiated”. He thinks the commission is the advisers to keep. He is not aware of the resources committed to that stage in his best interests.

The customer may not operate a business, and may not be aware of the costs that the adviser has in relation to the operation of his business.

The customer will assume that the adviser makes a sale every time, and may think that the adviser earns the same commission each time and pockets it.

6. HOW OTHER INDUSTRIES / BUSINESSES OPERATE

Other businesses have the same issue as those involved in risk insurance. They have to make a sufficient number of sales with a sufficient level of mark up, - to cover all of the cost of sales, to create a gross profit, cover all of their costs from accountancy to wages, and make a net profit. If they don’t, they go broke. Customers cannot benefit if the mark up is so low that the business goes broke and is no longer there to honour service or warranty.

Last year, my wife and I decided to install air conditioning in the bedroom of our home. We contacted three firms and asked for advice and quotes. We knew we would only buy from one. We knew that two were wasting their time. We did not know which two.

When they visited the house, each person dutifully measured the room, worked out heat loss, insulation and window sizes. We liked all three. We feel we could have been satisfied with any of them.

Within a couple of weeks, each had submitted to us different, but quite similar, recommendations. None recommended the exact same product. One was Panasonic; another was LG and the third recommended Mitsubishi. We did not want “a product” – we just wanted cool air.

The prices ranged from $1,568 to $1,891. (We purchased the Panasonic at $1,790). None of them told us what their mark up was. 

The point is that two people got paid nothing. We have to assume it is a numbers game. If our guy has to make three presentations to get one sale, then the cost of all three presentations is borne by the one purchaser. Unless that happens, the business cannot survive, or those who don’t buy must pay a fee. No chance.

The sale of risk insurance is exactly the same. The customers end benefit is not affected by commission, but commission on one sale has to cover costs of other unsuccessful sales.

7. “FORGIVE THEM – THEY KNOW NOT WHAT THEY DO”

At the opening of this submission, I quoted the above words of Jesus Christ, as taken from the gospel of Luke at verse 23 chapter 34. I consider them to be most appropriate in the context of this submission.

Those who would seek to pressurise the Government into requiring disclosure of commission on risk insurance, either have another ideological agenda and care little about the needs of Australian widows, orphaned children or the disabled, or they are ignorant of the consequences.

8. COMMISSION DISCLOSURE – DETRIMENTAL TO CONSUMERS
How can it possibly be a benefit to a consumer to know what commission is paid to the adviser? In fact, it can be quite the reverse.

When an insurance company manufactures a “product”, there is a cost to the company for product research and development. Part of the research includes statistical calculations of the demographics of the cohort group which will be targeted as the product purchasers. These will include probabilities of claims.

Further calculations have to be done in connection with compliance, administration, printing and marketing. The manufacturer has to calculate the market and the volume of sales which must be made in order to make the product profitable. If it is not profitable, the product must be abandoned, or we face another H.I.H.

Some manufacturers have their own tied sales force, although most have to use the services of external advisers. If they don’t, then they cannot achieve sales in sufficient volume to make the product viable. As the Ford Motor Company experienced with the AU Falcon, huge losses occur if volumes are not met.

Whether the manufacturer uses it’s own sales people (where it has to provide office space, lighting, telephones, support etc as well as salaries), or external advisers where it pays a commission, the cost of getting the product to market is very similar. If one method was markedly cheaper than another, the company would abandon the most expensive.

With external advisers, the distribution cost (commission) is known and fixed by the manufacturer, although the actual commission flowing through to any particular adviser is much harder to calculate because there are so many types of agreements.

So whether the consumer purchases the product from an employee of the manufacturer, an agent of the manufacturer or from an external adviser, the premium cost will be the same.  An external adviser will receive a commission, out of which he/she will have to pay all of his business costs from accountancy to wages, including rent, staff support, phones, electricity, computers, compliance etc. The employee will have a wage.

The F.S.R.A seeks that advisers should disclose any “benefit” provided to the adviser which may “influence” the adviser
. But how does that help the consumer? The adviser receives a remuneration, as does every other person employed in Australia. Is “remuneration” an “influence”? Clearly it is. Does the consumer expect there should be no remuneration? Would anyone else still go to work if they were not paid? But what influences the consumer? - it is the premium. How much will the consumer pay, and what benefit will he receive?

I have no problem with revealing that I will receive a commission if the consumer purchases a policy, nor for that matter, stating that I will not receive anything if he does not purchase. It is disclosing what the actual commission is that I have a problem with for all of the reasons stated in this submission.

For the Financial Planning Association, or the Consumers Association to demand that commission should be disclosed to keep the disclosure of financial services uniform, is an exercise in ideological folly, which can only result in harm to the very consumer they have purported to support.

It seems to me that the Australian Consumers Association considers that if they can achieve a lower cost for a product to consumers (any product), they have done an honorable service to the consumer. The fact that the lower cost may result in the manufacturer or distributor failing in business, and consequently is not there to provide service or warranty work, seems to totally elude them. When doing business is so costly, or the margin is so low that a business simply cannot survive, that business will adjust and aim for a different client type. That is, they will look for a client who can and will pay for their service. The loser is the lower income client who cannot afford the necessary level of fees.

Money Management-23 January 2003 (
)on it’s front page referred to this exact problem when it stated, about a report commissioned jointly by the Australian Consumers Association and the Australian Securities and Investment Commission – “ the report is understood to highlight the difficulties that lower income individuals have in accessing financial advice with many consumers involved in the study unable to find a financial planner to take them on “. Surprise! Surprise! It is not rocket science. There is no Santa Claus.

The Money Management article states:- “sources say the report calls for major Government intervention to address those weaknesses”. Once again, everyone can see the problem – does not know the answer, and seeks to blame the Government or the advisers.
9. HARMFUL TO ADVISERS
Most external advisers are very experienced business people. Through tried and tested methods, they have sold insurance for years to millions of Australians. As experienced business people they know what will or will not harm their customers, and harm their businesses.

For every ten advisers recruited and trained by Prudential, Colonial, National Mutual and others, only one survives more than five years and grows sufficiently strong to establish a serious business. It is those who are still in business today. While all of the costs of doing business have risen over the years, particularly compliance, technology and professional indemnity premiums, commission has reduced.

For many advisers, there is a fine line between being profitable and making a loss. One adviser firm, with three advisers and six support staff, had a total income in the tax year 2002 of just over $500,000, yet had a net profit of $60,000 (this was not artificially reduced by large superannuation contributions or lease payments). An analysis of that advisers business, by me, demonstrated that if commission fell by 10% it would make a loss.

My firm has an office in Toowoomba. It has one adviser aged 63, and one support staff. The adviser has to drive to see country clients, sometimes up to 300km from the office. It is already unprofitable to provide a service to these clients. We need another adviser to work with, and ultimately, replace the 63-year-old. We have been unable to find one so far.

10. WHY THE RESISTANCE BY ADVISERS?
Advisers have no issue with disclosure of commission where commission creates an influence, and is detrimental to the consumers end benefit. With investment business, commission affects the end benefit. With risk insurance, it does not. 

Advisers generally run small businesses with staff numbers from 3 to 10. The Association of Financial Advisers estimate that there may be as many as five thousand (5000) such advisers, employing up to 15,000 people. Ten years ago there were over 12,000, employing up to 40,000. These businesses cannot stand another hurdle to jump over.

It is noted that other associations claim to represent advisers who write predominantly risk business. I am a member of the Association of Financial Advisers – an association which solely represents practitioners who write risk business.

It is also noted that the Financial Planning Association has argued that risk commission should be disclosed, and cites as an example, that if commission is not disclosed where insurance is bundled with an investment component, the commission can be distorted, or biased towards the risk component so as to avoid disclosure, and then artificially reduced on the investment.

This argument is troublesome for me, and causes me to have serious doubts about its motive. I would be disturbed if I thought that the Financial Planning Association was deliberately seeking to mislead this Committee, but what other conclusion can one draw? Where insurance is included in an investment product, such as a superannuation fund, the cost of the insurance is clearly stated in the prospectus and in the members’ regular statements. The commission paid to the adviser is just as irrelevant, and could not affect the end benefit. It would affect the end benefit of the investment if the premium charged for insurance was artificially higher. However, the consumer would still make its choice based upon cost, not commission.

Further, that the F.P.A should use this argument is disturbing because it is common knowledge to anyone with any serious experience in life insurance that 1) there are only a limited number of types of insurance and the premium costs are known and cannot be concealed, or 2) if traditional bundled contracts, the amount set as the premium cost has been mandated by the Australian Tax Office and can be calculated. The basic types of insurance are:

Term Insurance – The premium is quoted for a period of one year. It escalates over time as the insured gets older. The consumer compares premium.

Term Insurance Level Premium – This benefit is the same as Term Insurance but the premium is calculated across the life of the insured to create higher premiums when the insured is young, but lower premiums when the insured is older. The insured takes the risk that he/she will live long enough to benefit by the earlier years sacrifice, but still compares premium.

Group – This is where a group of people are insured automatically and is typical of the types of insurance held in superannuation funds. The premiums tend to be cheaper. The insured person (or member) gets a regular statement showing the amount deducted from his account to pay for cover. If the cost is too high, most groups allow for any member to discontinue insurance by giving notice. It is not possible to “load the premium” in order to artificially increase the commission without this being transparent to the client.

Bundled Contracts – This expression “bundled” refers to traditional whole of life or endowment policies where the cost of insurance is not stated or calculated separately from the investment component. Hardly any of these are sold anymore. However the Taxation Commissioner has made ruling with regards to such bundled policies, both whole of life policies and endowment policies as defined – see 267 (1).

If the cost of insurance is an allowable deduction, this is fixed as being 30% of the bundled premium (in respect of a whole of life) policy and 10% of the bundled premium in respect of an endowment policy. This is the only amount allowed under Section 279
, so the cost of insurance cannot be changed in order to hide it.

11. CONCLUSION

I urge this Committee to find, as similar Committees have found in the past. Namely:

1. Commission on risk business should not need to be disclosed.

2. Commission disclosure is detrimental to consumers.

3. Commission disclosure is detrimental to small businesses.

4. Commission disclosure is detrimental to Australia as a whole, in that it creates another hurdle for risk writers to overcome, will reduce the numbers of practitioners, will reduce access by consumers to qualified and experienced advisers and will simply increase reliance on an overloaded Social Security system.

There have been a number of enquiries into the matter of disclosure of risk commission. This is just another, and I daresay the same players or shareholders will submit the same hackney arguments. But the conclusion will be the same.

Consumers want to know – what do I get and what do I pay for it?

END OF SUBMISSION
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