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Enhancing TPD sustainability

in Australia

The role of financial controls

Bindu George

he sustainability of total and permanent disability

(TPD) insurance has emerged as an important

issue in Australia’s financial landscape. Amid

mounting financial pressures, the relevance

and viability of TPD benefits is currently under

scrutiny. As work environments change, medical
advancements continue, and economic conditions shift, we should
carefully analyse whether the current TPD benefit amounts are truly
serving their intended purpose at the time of claim.

Key regulatory and industry bodies such as the Australian
Prudential Regulation Authority (APRA),! the Australian Securities
and Investment Commission (ASIC),’ the Actuaries Institute,’
and the Australasian Life Underwriting and Claims Association
(ALUCA)*have stressed the importance of robust financial controls
in maintaining the viability of TPD insurance.

This paper explores the central role that financial controls play in
ensuring that TPD benefits remain relevant and sustainable, drawing
on insights and recommendations from these leading institutions.

The sustainability challenge of TPD in Australia
Since the 1960s, TPD insurance has been a cornerstone of Australia’s

financial safety net, providing crucial support to individuals unable
to work due to severe disabilities.

Traditionally, TPD benefits are designed to provide a lump sum
which can be used at the recipient’s discretion. The retail TPD in-
surance amounts are calculated based on estimated future income
loss and are intended to cover expenses such as debt, living costs,
home modifications, and rehabilitation.

A primary concern in TPD insurance today is the provision of
benefits that exceed the necessary replacement of estimated future
income loss. In 2022, the industry recorded its first loss for individual
lump sum payments in many years.

APRA has been actively reviewing TPD insurance to address
sustainability issues within the industry.® Similarly, ASIC has high-
lighted ongoing gaps, despite the progress in strengthening the TPD
safety net.” The Actuaries Institute’s Disability Insurance Taskforce
has also urged life insurers to consider the interaction between lump
sum and income protection benefits.®

In July 2024, ALUCA published a consultation paper addressing
the ongoing sustainability of TPD insurance. The paper identified
five key challenges:

* the attraction and finality of a large lump sum
e over-insurance especially when combined with other solutions
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 the subjectivity and difficulty in determining the per-
manency of a condition

¢ management of occupation

¢ and the constraints on TPD product evolution.’
Excessive benefits play a major role in the

sustainability issues facing TPD insurance. This

requires a comprehensive re-evaluation of the current

benefit structures to secure the long-term viability of

TPD insurance within the financial system.

Decoding today’s TPD benefit
calculations

TPD policies typically align with the policyholder’s
working life, usually up to the age of 65, resulting in a
policy term ranging from 20 to 40 years, depending on
when the policy is taken out. The underwriting formula
for calculating the appropriate amount of TPD cover
primarily relies on an age-dependent multiple of the in-
sured’s gross annual income.

The rationale behind determining the suitable income
multiple is straightforward: it considers the future
earning potential based on the number of active working
years remaining and assumes that the individual’s income
will remain stable. Most insurers further consider any
mortgage and future educational expenses for dependent
children. The TPD cover is further adjusted for inflation
and added as an optional rider to the policy. Generally,
the TPD benefit is calculated using gross annual income,
without accounting for personal income tax.

While this method is generally well-founded, it has some
potential gaps. The following example underscores the
shortcomings of current financial underwriting methods.

Let us examine a case study of a 35-year-old applicant
with an annual income of $80,000 seecking TPD
insurance. Table 1 outlines the underwriting calculation
for TPD.

Table 1. Example of an underwriting calculation
for TPD

e Annual gross income:  $80,000 (including
superannuation)
* Age: 35

* Income multiple: 25 (as a reflection of industry average
for this age group)

The applicant is seeking TPD cover of $2.2 million,
accompanied by a statement of advice outlining ‘other
needs’, including a $500,000 mortgage and $100,000
for future educational expenses for three dependent
children.

Calculation

e Maximum TPD cover based on income multiple: $2
million

* TPD cover was offered for $2.2 million in this instance
considering the income multiple and other needs as per
the statement of advice.

Figure 1. TPD: Cover amount versus need
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Figure 1 illustrates the trajectory of TPD cover of $2.2
million from the above example in relation to indexation
and wage inflation. It is important to note that the need
for insurance follows a different pathway as the years re-
maining until age 65 decrease, along with the reduction
in mortgage obligations.

There is a significant disconnect between the benefit
that will be made available at older ages for this applicant
and the actual expected need at these ages.

Key challenges in TPD benefit
structures

This case study highlights the significant need to reas-
sess current benefit structures.

The fundamental principle of insurance is to indem-
nify, or restore, the insured to their pre-loss financial
position, not to provide a financial windfall. Designing
TPD payouts to replace lost future income rather than to
enrich claimants is vital for the financial sustainability of
the insurance system.

Key considerations include the use of current income
multiples, potential overlaps with other disability ben-
efits, the impact of annual indexation, and the effects
of personal income taxation. Addressing these factors
is crucial to ensure benefits accurately replace future
income loss. These measures will, in turn, support the
long-term sustainability of TPD products.

Need for cover

Traditional methodologies assume that the need for in-
surance remains stable over the policy term, typically
spanning 20 to 40 years. However, the need for cover is
higher in the early years due to expected career progres-
sion, home purchases, and family needs, and decreases
in later years. Our current approach, which is based on
the number of active working years remaining, does not
account for this ‘life cycle need’, leading to an overesti-
mation of the need for cover later in the policy term.

Wage progression
Insurers use income multiples based on the assumption
of stable income progression, which heavily relies on
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TPD benefits

are generally not
considered taxable
income, making

TPD claim payouts
tax~free. Howeuver,

the calculation at the
underwriting stage uses
pre-tax income rather
than post-tax income.

overall economic stability. However, these assumptions
can be adversely impacted by external factors such as
recessions. Over the past decade, the average annual
wage inflation in Australia has generally ranged between
2% and 3%.!%" There have been fluctuations, especially
in the mid-2010s, when wage growth was around 1%.2
More recently, wage growth has picked up, with annual
increases around 4% in the last few years.!* Therefore,
the assumption that income will remain stable has led
to shortcomings in the use of current income multiples.

Overlap with other disability benefits

Many individuals hold both TPD and long-term income
protection through retail policies and superannuation.
Receiving benefits from both can result in substantial
payouts.'* The availability of overlapping benefits may
encourage claims, increasing the financial burden on
insurers and potentially leading to higher premiums for
policyholders.

Impact of annual indexation

While annual indexation helps keep the cover amount
aligned with inflation, it also causes the cover amount to
increase over time, potentially resulting in a windfall at
the time of a claim. This escalation can lead to significant
premium increases, making the policy progressively less
affordable and potentially unsustainable in the long run.

Effects of taxation

It is quite common for the impact of taxation to be
overlooked in calculations, which can significantly
affect the overall financial outcome. TPD benefits
are generally not considered taxable income, making
TPD claim payouts tax-free. However, the calculation
at the underwriting stage uses pre-tax income rather
than post-tax income. This approach can lead to an
overestimation of the actual income replacement needed,
as the policyholder’s net income (after tax) is what they
realistically need to replace their lost future income.

Future-proofing TPD insurance:
Essential financial considerations
The sustainability of TPD products relies on striking a
delicate balance between affordability for consumers and
the financial viability of insurance providers. By revising
benefit structures and implementing robust financial
underwriting practices, the long-term sustainability of
TPD insurance can be significantly enhanced.
Innovation in TPD insurance products is crucial for
maintaining this sustainability.

Re-evaluate income multiples

* Adjust income multiples to reflect realistic income
progression and economic conditions.

* Incorporate a more realistic model to respond to the
changing need for cover over the policy term, for example
by introducing negative indexation at later stages.

Address overlapping benefits

* Implement stricter guidelines to manage the overlap
between TPD and other disability benefits.

* Consider setting a cap on the TPD coverage to pre-
vent excessive claims that could lead to financial gain
instead of compensating for the actual loss.

Refine annual indexation

¢ Balance indexation to keep pace with inflation without
causing excessive increases in cover amounts.

e Regularly review and adjust indexation rates to ensure
they remain appropriate and sustainable.

Incorporate tax considerations

¢ Ensure consistent treatment of tax impacts at both the
benefit calculation and the claim stages.

e Use post-tax (net) income for benefit calculations to
accurately reflect the policyholder’s financial needs
and ensure benefit amounts align with the income
required to replace estimated future income loss.

Now is the time to act

Insurers have a unique opportunity to promote
sustainability and resilience through their expertise in risk
management. By committing to long-term sustainability,
insurers can ensure that everyone is protected against
life’s uncertainties. This dedication will guarantee that
TPD insurance continues to provide essential financial
protection to Australians in need. Fs
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