
FINANCE MATTERS
-By Peter Hewett

Response to a Personal Finance Column Question

The first point that I would make is that significant additional information would be required to 
draft a comprehensive long-term financial plan.

Based on the information provided however I would like to highlight a few key points:

It is important to remember that each investment vehicle offers a unique set of risks and rewards 
and these need to be aligned to your risk tolerance and to you overall financial planning objectives. 

Although preference shares have historically offered lower levels of volatility, the changes to the 
Basil requirements for Tier 1 capital as well as general risk aversion that was exacerbated by the 
financial woes of ABIL, has created a situation where preference shares came under pressure from 
a valuation perspective. If however you owned a portfolio of prime linked, redeemable preference 
shares, your yield would have been secured and the capital volatility should not have been the 
key determinant of your investment decision. The banks, who’s have preference shares have been 
hardest hit by the regulatory changes, will be hard pressed from a reputational perspective to 
pay investors below par for their preference shares, especially taking account of the fact that any 
discount applied on redemption will be booked as a profit to the bank! There is thus a possible 
opportunity for investors at the moment.   

I would agree that allocating R2 Million to a retirement annuity and the balance to a cash 
investment is not an investment strategy and is doomed to failure. 

A retirement annuity contribution has significant tax advantages but the ultimate withdrawals from 
the living annuity or guaranteed annuity purchased with these funds are fully taxable. An allocation 
of a percentage of your overall asset base to this strategy does make sense but the allocation 
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amount will be guided by the term structure of your overall asset base and by devising a tax 
structure suited to your specific income needs over the longer term.

Living annuities do offer significant benefits in the sense that you receive a significant tax 
break on the contributions to retirement funds and once converted to a living annuity, 
you enjoy totally tax free investment returns inside the living annuity. The withdrawals are 
taxable but you are permitted to withdraw between 2,5% and 17,5% of your capital value 
as an income annually, which provides you with the flexibility to structure your income tax 
effectively by withdrawing lower levels of income from the living annuity in earlier years and 
using discretionary funds to generate the balance of your income requirement and then 
gradually changing this structure as you become older and start to benefit from age related 
tax deductions and exemptions. 

Guaranteed annuities (often available within living annuity products) can also form part 
of your income structure but I would generally caution any investor against purchasing 
a guaranteed annuity for life unless there were compelling factors that supported such 
a decision. Guaranteed annuities currently offer relatively low guarantee rates and once 
acquired, completely restrict your ability to adjust your retirement portfolio to changes 
in personal circumstances or market conditions. There is often good reason to allocate a 
small portion of your retirement portfolio to a guaranteed life annuity or even a fixed term 
guaranteed income plan, but this would normally be done purely to manage the risk and term 
structure of your overall portfolio. 

As far as your advice from your stock broker is concerned, I tend to agree with him. Equity 
markets are reasonably expensive at the moment by historic standards but the concept of 
moving to extremely low risk investments structures at retirement eludes me. People often 
hold very high levels of equity exposure during their work life of around 35 years and then 
suddenly dramatically reduce their risk (and related returns) for the next 35 to 40 years of 
retirement – this is nonsensical! Risk reduces with time and returns are positively correlated 
to risk, so why would a retiree intentionally damage their long-term investment future 
through such a strategy.  What is however very important is that your asset base must be 
structured to accommodate short, medium and long-term needs so that you are able to 
weather the volatility that your will be exposed to on your higher risk investments.     

As far as the proposal to move a large portion of your portfolio into cash is concerned, I would 
vehemently disagree. Cash returns are far too low and are completely eroded by inflation over 
time. Allocating an amount of cash to the new tax free savings products and an additional 
amount to a short-term cash investment to accommodate immediate or emergency needs is a 
very good (and necessary) strategy but the idea of allocating an amount to cash as part of an 
investment structure will be detrimental to you.

I note that you have no / or limited offshore exposure and that you have funds that are 
invested with various asset managers that could be restructured to provide geographical 
diversification. The overall investment structure presented in your note to the editor is also 
not / or doesn’t seem to be structured into an appropriate short, medium and long-term 
structure and from the information provided it would seem that effective tax structuring may 
also be required.     

Finally, on the allocation of your available cash, my proposal would be that you seek 
professional advice from a Certified Financial Planner registered with the Financial Planning 
Institute and that you have a comprehensive long-term financial plan drafted and that you 
manage this plan with that appointed individual on an ongoing basis.

Kind regards
Pete
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