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The next few years promise to be an exciting period in the South African regulatory environment.

2016 legislation boom - are you ready?

Protection of Personal Information Act
(POPI)

POPI refers to South Africa’s Protection of Personal Informa-
tion Act which seeks to regulate the processing of personal
information of individuals by companies. The purpose of
POPI is to ensure that the use of personal information is for
legitimate reasons, does not infringe upon a person’s right to
privacy and avoids the duplication of personal information.
The Act particularly affects the insurance industry because
the business of providing policy benefits to consumers relies
heavily on underwriting based on personal information. Some
of POPI's aims are to prevent data leakages and deter cyber
criminals who view insurers as tempting targets from whom
to steal personal information of individuals. POPI now also
requires companies, including insurers, to inform their cus-
tomers if their security systems have been breached and their
personal information potentially compromised.

Compliance with POPI is mostly an IT-driven issue for insur-
ance companies. Insurers may need to strengthen their exist-
ing security systems in order to prevent unauthorised persons
gaining access to them. Whilst implied consent is granted
by the customer during the underwriting process, insurers
are urged to re-look at their application forms and call cen-
tre scripting to state explicitly that the information provided
by the applicant will be used for underwriting purposes and
obtain customer consent for this. The consent must extend to
third parties such as binder-holders, outsourced service pro-
viders and reinsurers as they are likely to use this information.

Personal information generally means any informa-

tion relating to an identifiable, living natural person

or juristic person (companies, etc.) and includes, but

is not limited to: '

« Contact details: e-mail, telephone number, address
etc.

» Demographic information: age, gender, race, birth
date, ethnicity etc.

» History: employment, financial, educational, crimi-
nal and medical history

» Biometric information: blood type etc.

« Opinions of and about the person

« Private correspondence etc.

Processing means anything done with the personal
information, including collection, usage, storage, dis-
semination, modification or destruction (whether such
processing is automated or not).

POPI affects intermediaries as they too will be required to
obtain consent from their clients for any personal informa-
tion being provided to an insurer and any other relevant third
party. Legal action may be taken against intermediaries if
contravention of POPI is proven by a client.

1 POPI Compliance, What is POPI all about, 25 August 2015, https:/www.
popi-compliance.co.za/start-here/
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POPI aims to protect companies and customers from the dangers as-
sociated with personal information falling into the wrong hands.
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Insurers purchasing leads to conduct outbound selling of
products are required to ensure that any personal informa-
tion they purchase from third parties is fully compliant with
POPI as unsolicited communication is no longer permitted.
This essentially means that if insurers or third parties intend
to sell personal information to suppliers, all customers on that
database must have consented to their information being sold
to suppliers for marketing purposes.

Compliance with POPI will ultimately drive up costs for insur-
ers as they will have to take extra precautions with the chan-
nels from which information is obtained and how safely they
store it. A mandatory requirement of the Act for insurers is the
appointment of an Information Officer, who will be responsi-
ble for POPI compliance in the company.

Whilst the Act has been gazetted, it has not yet come into
effect pending an official date of commencement from the
Financial Services Board (FSB). It is comforting to note that
many large industry players are already taking the neces-
sary steps with their data containing personal information to
ensure compliance with POPI. Insurers and intermediaries
will have one year from the commencement date to ensure
that they comply with its requirements.

Once the Act has come into effect, the FSB will appoint an
official Regulator of POPI, responsible for the implemen-
tation and enforcement of the Act. Subsidiary regulations
addressing specific insurance industry-related issues, such as
the bypassing of certain POPI steps which may significantly
lengthen the process of placing a policy on the books, may
then be considered at a later stage.

Retail Distribution Review (RDR)

The South African Financial Services Board has followed
closely in the footsteps of the UK, USA and Australia by ini-
tiating the Retail Distribution Review (RDR). The RDR aims
to regulate financial advisors and financial intermediaries, as
defined in the Financial Advisory and Intermediaries Services
Act (FAIS), 2002, to ensure insurance and investment distri-
bution models are aligned to achieve and support the delivery
of Treating Customer Fairly (TCF) outcomes - which include
ensuring customers receive fair outcomes, prices and advice
when purchasing financial products.



The proposals are grouped around the following key issues
for greater transparency in the industry:

Proposals grouped around key issues

Proposals relating to types of
services provided by interme-
diaries

platforms, referrals, etc.

Services can be distinguished between services that are:
« Provided to the customer e.g. advice, financial planning, etc.
« Services that connect the product supplier and the customer e.g. sales execution, aggregated

« Services to the product supplier e.g. binder functions, outsourcing of functions, etc.

Standards will be set for each of these service channels.

Proposals relating to relation-
ships between product suppliers
and intermediaries

defined as follows:

advisors.

Product suppliers will be fully responsible for the advice given to their customers, which will be

» Advisors will be defined as independent financial advisors (IFAs), multi-tied advisors or tied

* In order to be defined as an IFA or tied advisor, intermediaries will have to meet specified

criteria.

» Multi-tied advisors: All those who do not fall into the former two categories.

Proposals relating to intermedi-
ary remuneration

These proposals will focus on addressing conflicts of interest, and ensuring that there is a distinct
link between the services provided by the intermediary and the remuneration received. It is also

important that there is a clear distinction between remuneration received upfront, and that re-

ceived for ongoing services.

Although the FSB recognises that the existing FAIS legisla-
tion seeks to regulate conflicts of interest, misconduct and
the manner in which advice is given, they believe that further,
more detailed interventions are needed to regulate potential
inappropriate selling of products based on the outcomes of
the review. The review aims to expand on the responsibili-
ties for fair outcomes to customers to include financial advi-
sors and intermediaries (at whom FAIS was directed) and also
product suppliers and other participants in the supply chain.

The FSB’s Retail Distribution Review 2014 indicated that dis-
tribution relationships and intermediary remuneration mod-
els are seen as the largest contributors to the poor outcomes
of current selling practices.

The proposals aim to:
® Limit the remuneration intermediaries can earn;
¢ Address conflicts of interest, and
¢ Increase customers’ understanding of the product and
the quality of advice they receive.

2 Source: KPMG South Africa in Financial Services, “Retail Distribution
Review — RDR", 21 May 2015, http://www.sablog.kpmg.co.za/2015/05/
retail-distribution-review-rdr/

RDR also aims to address the issue of the affordability of
advice for low-income customers via “low advice” distribu-
tion models.

The proposals relating to intermediary remuneration have
attracted a large amount of criticism from IFAs and tied advi-
sors in the industry. This is due to the removal of upfront com-
mission which is essentially the “bread and butter” of most
intermediaries who are viewed as small businesses them-
selves. Most incur huge costs when generating new business
leads, assessing their clients’ needs and providing advice on
suitable products. The upfront commission is a significant, if
not the only, form of income to fund the process required for
new product sales. Advisors will now have to charge specifi-
cally for the advice they give — this is a significant challenge as
consumers are generally unwilling to pay for advice upfront.
This cycle may negatively impact the advisor’s overall profita-
bility and may result in a mass exit of advisors from the indus-
try, as was seen in the UK where the number of investment
advisors dropped from 47,000 in 2010 to 32,000 in 20143.

3 FA News, Retail Distribution Review: well-run practices have ‘little to
fear’, Sanlam Investments, 25 August 2015, http://www.fanews.co.za/
article/abc-of-rdr-retail-distribution-review/1364
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RDR in the UK focussed only on investment products whilst
in South Africa, RDR regulation will be applied to the invest-
ment, risk and short-term insurance industries, making the
potential number of intermediaries put out of business signifi-
cantly larger than that observed in the UK.

The issue of financial sustainability has been on the lips of
advisors for some time now since RDR was first mentioned,
with many already adopting alternate methods of generat-
ing income and expanding into other lines of business. It is
believed by the FSB that well-run practices do not need to
panic. Practices should aim to build long-term funding mod-
els based on ongoing fees, negotiated with clients, which will
exhibit a long-term value proposition to customers and the
regulator. The RDR proposal paper was open for industry
comment and is currently under further review.

Solvency Assessment and Management
(SAM)

Out of all the legislative changes due to come into effect,
South African insurance companies have been predominantly
occupied over the last few years with preparing their firms
for the introduction and implementation of the SAM regula-
tory regime. The SAM project, adapted from the European
Solvency II directive, began in early 2009 as a joint venture
between the FSB and the South African insurance industry,
with the primary purpose of appropriately aligning insur-
ers’ economic capital requirements via a market consistent
approach. These economic capital requirements provide a
realistic but indicative minimum level of spare capital a com-
pany should hold to sufficiently reduce the risk of insolvency
and enhance financial soundness of the company. Previous
methods of assessing capital requirements did not involve
considering all the potential risks the company would be
exposed to.

The SAM Framework implementation is based on a three-pil-
lared approach which addresses solvency capital adequacy
requirements, risk management and governance require-
ments, and reporting and disclosure requirements.

Pillar I: Quantitative Requirements
Pillar I comprises the technical calculation of reserves, assets
and required capital in order to determine the solvency of the
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company. These calculations essentially consider the availa-
ble capital the company has versus the amount of capital they
are required to hold, in case a risk event happens, in order
to retain solvency. They aim to capture the various risk types
inherent in an insurer’s business. The capital requirements
are divided into two categories: solvency capital requirements
(SCR) and minimum capital requirements (MCR).

The SCR is a target level of capital that should be maintained
after taking into account identified risk events. Stressing of
risks is done in isolation for all identified risks and insurers
will be required to inform the FSB in the event that they have
insufficient funds to cover the SCR.

SCR consists of the following sub-risk modules, to name a
few, which are stressed during the process of calculating the
capital required:

Market Risk Default Risk

Underwriting Risk Interest Rate Risk

Equity Risk Expense Risk

Mortality and

L Risk
apse Ris Longevity Risks

Intangible Assets

Pandemic Risks
Risks

Operational Risks




The MCR represents the lowest level of required solvency
capital. If the insurer’s capital falls below the MCR, policy-
holders would be exposed to an insupportable level of risk
and the insurer may be required to discontinue operation.

Pillar 1l: Qualitative Requirements

Pillar IT of SAM addresses risk management and governance
under SAM principles in the company. Own Risk Solvency
Assessment (ORSA) is a principle-based report that must be
submitted by each insurer demonstrating how SAM is being
used to manage risks and how SAM-oriented thinking is
embedded into their business practices. The aim of ORSA is
to encourage SAM requirements to be a part of the decision-
making process and a part of the risk management framework
of a company as well as sufficiently indicate the insurer’s own
risk appetite.

Pillar 11l: Reporting and Disclosure Requirements
This pillar deals with reporting the results of Pillar I and Pil-
lar II exercises through reporting templates with the goal of
creating transparency and supporting regulatory objectives.
Insurers are required to describe potential risks and how cur-
rent risks are being effectively managed.

The Road Ahead

The FSB has issued three quantitative and two qualitative
impact studies that assess the impacts of the proposals devel-
oped and effectiveness of the reflection of risks. This was fol-
lowed by the commencement of the parallel run during 2015

where companies are required to submit according to both
the previous solvency reporting requirements and the new
SAM reporting standards.

Although there have been questions around the complexity
and tediousness of the process for companies to prepare for
SAM, this regulation aims to improve overall business prac-
tices. The SAM Economic Impact study was also carried out
considering the potential economic impacts of the implemen-
tation of SAM. The study found that SAM is expected to lead
to better risk management, a more stable financial sector and
will facilitate the access to insurance for lower income groups.

Whilst legislative timelines have been delayed to mid-2016
due to the pending passing of the Insurance Bill, the phased
implementation approach will continue into the first half of
2016, with the requirement that all insurers must fully comply
with SAM reporting requirements as at their 2016 financial
year-end.

The Insurance Bill

The Insurance Bill has been in development for the past five
years and will provide a consolidated legal framework for
the prudential supervision of insurance businesses in South
Africa that is in line with international standards.

The Bill is also designed to replace those sections of the Long-
Term Insurance Act and the Short-term Insurance Act that

The Insurance Bill will provide a globally aligned legal framework that closes the gap for local insurers that operate abroad.
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deal with prudential supervision in particular.

The objectives of the Bill, stated in the Memorandum on the
Objects of the Insurance Bill 4 include:
1.Enhancing access to insurance via the introduction of a
micro-insurance regulatory framework;
2.Enhancement of the financial services sector and the
protection of policyholders through: the introduction
of the SAM regime (discussed above), a framework for
group insurance supervision and enhancing reinsurance
arrangements;
3. Alignment with international standards in accordance
with South Africa’s G20 commitments.

Enhancing access to insurance

A regulated and well-operating micro-insurance market is
vital to our South African market as it allows low-income
households to gain access to insurance that is appropri-
ate to their needs and financially affordable. This will have
positive effects on economic growth and will reduce income
inequalities.

The Bill gives effect to the National Treasury’s Micro-insur-
ance Policy by supporting the development of the micro-
insurance industry through balancing lower regulatory
requirements for providers and ensuring customer protection
measures are in place.

Enhancing financial soundness of insurers

The Memorandum of the Bill indicates that many insurance
providers in the industry are currently operating within a
group structure, however, previous legislation does not allow
for group insurance supervision. Insurance groups ben-
efit from the pooling and diversification of risk, intra-group
financing and cohesive governance structures.

Although there are benefits, being part of a group also pre-
sents an array of risks to an insurer such as direct or indirect
exposure to risks of other entities within the group and con-
flicts of interest. The Bill thus introduces a new group-wide
supervision regime for insurers that allows protection for pol-
icyholders and beneficiaries against risks emerging from an
insurance group.

4 http://www.treasury.gov.za/public%20comments/Draftinsurance-
Bill2015/Annexure%20B.pdf
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Reinsurers play a crucial role in the global insurance industry
as they improve the overall stability of the insurance markets.
However, in order to achieve their goals, reinsurers must be
able to meet their commitments to insurers when they occur.
It is therefore significantly important to have a prudential
framework which protects the financial position of insurers
from potential non-performance by reinsurers, especially
reinsurers operating outside of South Africa.

Previous laws may have inadvertently allowed some regula-
tory arbitrage, resulting in an unbalanced playing field for
insurers. The Bill will facilitate a new reinsurance regula-
tory framework that allows wider recognition of reinsurance,
through the use of classifications under branches and subsid-
iaries, and recognition of the risks involved in different rein-
surance structures.

Alignment with international standards

It is critical that local regulation is aligned with international
regulatory standards since more and more insurers are oper-
ating globally but are regulated locally. South African regula-
tors also regularly work closely with international regulators.
This also improves the ease with which local insurers operate
in other countries. The Insurance Bill aims to address gaps
in and align the regulatory framework for insurance in South
Africa to the International Association of Insurance Supervi-
sion’s Insurance Core Principles.

Twin Peaks Legislation

The Insurance Bill will also facilitate a smooth transition into
the Twin Peaks model of financial regulation (which origi-
nated in the UK).

In an attempt to address a perceived “non-compliance cul-
ture” in the financial industry (as indicated in the KPMG Twin
Peaks publication®), the Twin Peaks model will see the forma-
tion of two regulators, namely the prudential regulator, form-
ing part of the South African Reserve Bank (SARB) and the
market conduct regulator, forming part of the restructured
FSB.

5  https://www.kpmg.com/ZA/en/IssuesAndInsights/ArticlesPublications/
Financial-Services/Documents/KPMG%20Twin%20peaks.pdf
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The FSB’s Twin Peaks Implementation Committee stated that
prudential regulation and supervision will focus on maintain-
ing and enhancing the safety and financial stability of compa-
nies in order to meet their obligations to customers. The mar-
ket conduct regulator will focus on ensuring that consumers
of financial products and services are protected against fraud,

ill-informed advice and market abuse.

This will complement the prudential regulation and supervi-
sion by the SARB. Both the SARB and FSB will base their reg-
ulatory frameworks on the same set of principles with varying
degrees of importance placed onto each principle.

It is likely that the Insurance Bill as well as the Twin Peaks
legislation will incur additional costs to the insurer. However,
these costs are believed to be offset by improvements to the
insurance industry, resulting in a safer financial system and
improved economy.

The envisaged date of implementation of the Insurance Bill is
the 1st of January 2017, with industry players having already
begun with the development of processes and systems to
meet the requirements of the Bill.

ety

Adequate preparation for and solid understanding of the regulatory changes will position insurers to meet the needs of both consumers and regula-

tors.
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Conclusion

POPI, RDR, SAM and the Insurance Bill, amongst other regu-
latory changes, aim to improve our local regulation regime
and bring it in line with international standards. Although
these changes come with significant investments of time and
money, it is important that the industry works in collabora-
tion to support the regulators’ intentions to protect public
interests.
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