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This is a short paper designed to stimulate discussion on the practice of twisting and how this makes expense recovery more difficult to achieve.

Abstract:

Most risk business written in New Zealand is Yearly Renewable Term sold through intermediaries who receive commission of between one-and-a-half and two times the annual premium as commission. Underwriting and set-up costs may account for another one-third of the premium. There is also an additional new business strain from the need to establish solvency reserves that do not treat any policy as an asset. Thus, the persistency of this business is crucial for the recovery of acquisition costs.

Reinsurers will typically provide a rebate of the first annual risk premium. This still leaves a deficit of slightly more than one annual premium at the end of the first year. After providing for expected claims and renewal costs, there is between one-quarter and one-third of the renewal premium left to amortise the deferred acquisition cost. Allowing for interest, it may take at least five to seven years to break-even.

The practice of encouraging intermediaries to replace existing business has led to a spiral of higher lapses and retaliatory campaigns to acquire business from competitors. Some intermediaries not only find it easier to twist an existing case than to write a new case, but are rewarded with high initial commission from two or more companies on the same piece of business, that never stays around long enough for any company to recoup its initial costs. 

Raising prices to recover un-recouped costs from surviving policies will make it easier for the remaining policies to be shifted around the market, thus accelerating the spiral of declining profitability. Valuation assumptions may be inadequate as there is generally a lag before best-estimate experience assumptions are recalibrated. This may lead to restatement of embedded values after a period of rapid growth of new-business obtained by cannibalising business from competitors.

Quite often, shareholders have been asked to stump-up extra cash to keep Companies afloat. The bottom line has been neglected in the frenzy to acquire new business from whatever source. Having taught the advisers that it is easier to twist business, Companies are surprised when business twisted-in last-year is twisted-out next-year.

Distribution of individual life insurance in New Zealand

Unlike many developed markets, New Zealand is dominated by yearly renewable term. Every year, the premium changes in line with prevailing market rates at the current age. Apart from life cover for males in the 20s or early 30s, premiums tend to go up with increasing age.

The accepted wisdom is that savings and risk should be separated, rather than bundled up in a traditional endowment or whole of life assurance. The savings component should be in a transparent vehicle with low entry charges and ready liquidity, such a unit-trust. 

On the risk side, as you get older the need for cover may decline, so there is no need to commit yourself to a fixed amount of cover with a level-premium contract. A yearly renewable term offers low initial premiums and the flexibility to opt-out when insurance is no longer needed. A low initial premium leaves more money to be saved from a fixed amount set aside for cover and savings. A low initial premium helps reduce the strain on the family budget at the time when there are more mouths to feed and school fees to pay. 

The drawback from yearly renewable risk is that at older ages when the risk is higher, the cost becomes unaffordable. Most people do not claim on their policy. The insurance company collects the premiums when the chance of dying is relatively small. Later on, as the chance of dying becomes a probability rather than a possibility, the cost soars and eventually the cover is cancelled.

The predominant distribution channel is an adviser who is free to write business for various companies. Quite often the adviser is a sole-trader, however there are some partnerships and companies with sub-agents. This channel is not called independent because legislation prohibits the use of word “independent” if the intermediary receives a financial reward from the insurance company for placing business. 

Increasingly, groups of advisers are formed in order to maximise leverage in securing better commission terms, cheaper rates and wider definitions from competing life companies.

There is a significant tied-distribution channel that writes predominantly for their specific carrier. Many companies have developed application software tools and remuneration packages designed to lock-in advisers. For as long as the adviser or group of advisers remains tied to the same company, the persistency risk is limited to the policyholder changing adviser rather than the current adviser shifting the business around the market.

Every year with age-related stepped increases and indexation of benefits in line with inflation, the premium will increase. In the recent past, rate increases have sometimes been superimposed to address worsening experience particularly from disability income and more recently critical illness. The cumulative impact of rising rates provides an opportunity to shop around at each policy anniversary.

Typically the responsibility period for initial commission is 18 months, so the adviser has less interest in conserving business from the second renewal. The main factor mitigating the potential loss of business to a competitor is client inertia. 

Transfer terms to entice distributors

New Zealand has a relatively developed insurance market. Opinion is divided on whether there is room from substantial new growth. 

In the year ended 30 June 2004, in-force life insurance premiums excluding health grew by 5% to $ 1.04 billion to $ 1.09 billion (Investment, Savings and Insurance Association quoted by Good Returns on 21 September), whereas inflation was 2.4% (Statistics New Zealand). Real growth is less than the average age-related stepped increase.

The rapid contraction of the regular premium traditional unbundled savings market has put increasing pressure on Companies to expand their risk books. Growth in a sluggish market comes from increasing market share at the expense of competitors. Winning business from non-tied intermediaries means amongst other things making the process simpler.

There is some effort involved answering a long list of medical questions, providing a blood sample and visiting a doctor for an insurance medical. This is a necessary inconvenience for someone in good health taking out life insurance for the first time or increasing their cover. 

For someone already covered, answering intrusive health questions again, serving another waiting period, doing another medical or a repeat blood test may seem off-putting. From the client’s perspective, they are not applying for cover, they are applying for cheaper cover.

A simplified acceptance process for transferred business is one less objection for an intermediary. Small things can make a big difference in a highly competitive market. 

Too bad that a competitor will not recover their acquisition costs on business that transfers. This business helps meet the sales target of the acquiring company.

Reduced underwriting

Typically, limits are placed on underwriting concessions to limit the potential strain from early claims. For example, business must have been accepted at standard rates of premium, so that sub-standard lives do not get cheaper rates without having first undergone screening. 

Acceptance by the original life office must have been made within the past few years, so that the original acceptance still has some credibility. Acceptance will have been based on full screening of the original life, not a previous acceptance. The cost of medical reports for the acquiring office was borne the original accepting office.

A signed declaration of health will remove those seriously ill from the pool of transferred lives. Reduced even perfunctory questions rather than no questions at all will prevent the worst cases from being transferred. Too bad that a competitor will be left with a greater proportion of sub-standard lives.

The amount insured may be capped to limit the non-underwritten exposure on any one life. Large sum assured discounts and reinsurance support on large cases being reserved for underwritten cases with recent medical evidence.

A lot of effort appears to be made to ensure that the transferred business does not generate a large mortality strain. It seems that not quite as much thought is given to whether an expense strain will emerge.

The Prisoners dilemma

At the industry level, greater twisting will inevitably reduce profitability. At the company level, it would seem that profitability is compromised if your business is replaced not when you replace someone else’s business.

If all life offices do not offer concessions on transferred business, then the persistency of business for all players will improve, leading to greater profitability all round.

If one office breaks ranks and offers transfer terms, then its market share will improve at the expense of the other players.

Hang tight or all hang separately

Although market share of new business will improve as a result of predatory campaigns, the long-term profitability may not improve. 

Other players may respond with their own predatory campaigns to hold onto market-share. 

Most importantly, intermediary behaviour may be altered by predatory campaigns. 

Agency risk

A thriving market is one in which new business means new customers for the industry or increased coverage for existing customers. The intermediary is constantly looking to get referrals and prospect for new customers.

A stagnant market has a significant proportion of new business arising from replacing cover that existing customers already had in place somewhere else.

The predatory campaign provides a signal to the intermediaries that it is acceptable to twist existing business. The intermediary is no longer expected to continually look for new prospective customers. The Life Office encourage intermediaries to approach existing customers with a value proposition to transfer cover away from some other insurer.

Intermediary initial remuneration of one-and-a-half to twice the first annual premium, with a relatively short commission responsibility period, creates a divergent financial interest. Maximising commission earned by the intermediary is inconsistent with maximising profits for the Life Office.

Once an intermediary has tasted the enhanced commission from what is sometimes an easier sale process, the process of shifting existing clients around the market can become established. Where necessary, the full medical tests are undertaken and sold to the client as a free medical check-up.

Example of cash flows

By way of example, consider life cover of $ 400,000 on a male non-smoker aged 35.

Assume the pure expected mortality risk is a function of non-Maori NZ 2000-02 Life Table: 

10% in year 1, 20% in year 2 and 33% from year 3 onwards.

Assume the retail premium charged is 60% of base mortality table plus a policy fee of $ 60, payable monthly. The first year premium is $ 331.20 ($ 27.60 per month).

Assume that the initial commission is 170% of the retail premium, with full commission recovery in the first 8 months and a pro-rata commission recovery up to the first 18 months. A profit is made on very early lapses.

Assume that office expenses are $ 150 in the first year. Assume that renewal commission and renewal costs comprise the policy fee and 7.5% of subsequent premiums.

The discounted cash flows over 30 years and time to break-even are:




12.5% uniform lapse rate in all years



    Interest rate
   Discounted Cash Flow
Time to break-even


5.0 %

$ 395.07

6 years and 5 months



7.5 %

$ 252.83

7 years and 4 months


          10.0 %

$ 151.14

8 years and 7 months


          12.5 %

$   75.45

10 years and 11 months




15% uniform lapse rate in all years



    Interest rate
   Discounted Cash Flow
Time to break-even


5.0 %

$ 258.17

6 years and 11 months



7.5 %

$ 156.53

8 years and 2 months


          10.0 %

$   81.11

10 years and 2 months


          12.5 %

$   38.43

15 years and 2 months




17.5% uniform lapse rate in all years



    Interest rate
   Discounted Cash Flow
Time to break-even


5.0 %

$ 163.89

7 years and 8 months



7.5 %

$   88.28

9 years and 5 months


          10.0 %

$   30.23

13 years and 4 months


          12.5 %

$ (15.80)

more than 30 years

The calibration of pricing assumptions to the New Zealand population mortality table may need to vary with age. Thus, for a 45 year-old male non-smoker the retail premium may be closer to 75% rather than 60% of the population mortality with a proportionate increase in the expected cost of claims.

Nevertheless, it takes a long time to break-even. The present value of future cash flows is reduced with higher lapses. Incentives to procure existing business from competitors could increase the probability of future twisting leading to an ultimate loss in profitability.

