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The Reserve Bank of New Zealand (“the Bank”) commends the Ministry of Business, 
Innovation and Employment (“MBIE”) for the initiative MBIE is taking in its review of the way 
in which financial advice is provided in New Zealand.  It is appropriate that MBIE, as the 
policy-making agency in the domain of market conduct, and the Financial Markets Authority 
(“FMA”), as the regulator and supervisor of the same domain, lead this work. 

Nonetheless, the Bank wishes to provide input to the review in so far as it relates to our area 
of regulatory interest.  There are aspects of the provision of advice which impact on the 
Bank’s prudential supervision objectives, as stated in the Insurance (Prudential Supervision) 
Act 2010 (IPSA), section 3(1): 

a) to promote the maintenance of a sound and efficient insurance sector; and 
b) to promote public confidence in the insurance sector.1 

Ultimately, the Bank believes that the objectives of IPSA will be furthered through either self-
regulation of distribution channels by the industry, or regulation by agencies of Government.  
Should the industry fail to adequately self-regulate, the Government may need to step in. 

Commission levels 

A number of economic activities in New Zealand are remunerated by commission, and 
commission is an appropriate way of incentivising sales provided that the interests of the 
client are considered, and the commission structures and levels do not threaten the viability 
of the companies offering them.  

There has been anecdotal reference over a long period of time to levels of commission 
payable on sale of individual life insurance policies in New Zealand being very high 
compared with similar markets overseas.  Whilst this contention stands to be confirmed by 
rigorous analysis2, it is nevertheless possible to comment on the impact of high commission 
rates on the objectives of IPSA. 

1. High commission rates may result in higher premium rates as insurers pass on 
costs.  This, in turn, lowers the proportion of the premium returned as claims, and 
erodes the efficiency of the insurance sector in providing the general public with risk 
reduction services.  

2. Alternatively, insurers may choose to absorb the costs of high commission rates, 
reducing their profitability and eroding their solvency position.

                                                           
1
 Note that the Bank interprets this objective as relating to the financial stability of the insurance sector   

2
 More rigorous analysis has been performed recently in Australia, contained in the FSI, Murray & Trowbridge 

reports.  This analysis indicated that commission levels in the Australian market are high by international 
standards.  It is widely acknowledged that levels of commission in New Zealand are higher again than those 
prevalent in Australia, and this relativity is of concern to the Bank. 
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3. Under the RBNZ solvency standards, capital may effectively be required to be set 
aside against the risk that policies will terminate early and that commission costs 
already incurred will not be recovered.  High commission rates increase the amount 
of such capital that life insurers must hold, decreasing their solvency margins and 
ratios, and making the insurance sector less sound than it otherwise may be. 

4. High commission rates present an elevated barrier to new entrants and hence to 
the efficiency of the sector.  This is because new entrants must finance 
commissions from external sources, rather than by using the profit released from in-
force business.  Where financing is unavailable they may need to artificially 
constrain their sales activity. 

The Bank is supportive of measures to lower commission levels by improving the functioning 
of the market. 

Commission structures 

Of equal concern to the overall level of commission payable are the structures that are used 
to deliver it. 

Front-loading 

Whilst creation of value for customers and shareholders often depends on the policy 
remaining in-force over the long term, high up-front commissions mean that advisers can 
extract most of the value attributable to them within the first year or two of the contract’s 
term.  Value for advisers as a group is therefore maximised by cancelling contracts once the 
initial commissions are vested and replacing them with new policies (“churning” the 
portfolio).   The impact of churning on the IPSA objectives can be characterised as follows: 

1. Insurer balance sheets will gradually be weakened and the sector become less 
sound if current levels of churn are not adequately priced into products (i.e. if policies 
do not stay in-force long enough to return a profit to insurers) 

2. The sector is less efficient as premium rates are higher than they would be in the 
absence of churn, making insurance less affordable and potentially leading to under-
insurance. 

3. Efficiency is also adversely affected by the potential loss of cover of pre-existing 
conditions on cancellation and re-issue. 

The Bank supports measures to reduce the degree of churning, such as 
1. Better alignment of the timing of advisor commissions, policyholder benefits and 

shareholder profits, to ensure all parties have a strong interest in keeping policies in-
force, 

2. Incentives  or requirements for advisors to provide on-going client service, and 
3. Mechanisms through which customers can seek redress for inappropriate sales. 

 

Volume bonuses 

A particular concern relates to remuneration that is linked to selling specific volumes of life 
insurance business for a single insurer.  These volume bonuses may be paid in cash, as 
“shadow shares”, as luxury items or as travel incentives.






