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In this edition:

• Living annuities: understanding the issues
• 2013: another year like last year?
• SARS penalties

(n: immediate insight; receive knowledge by direct perception)

I N T U I T I O N



We understand Your Need for Financial Integrity

I N T U I T I O N
Market Insight from the Harvard House Group

In May of this year, the National Treasury 
Department released the first of a series 
of discussion papers on retirement 
reform. These reforms have far reaching 
consequences for both individuals 
and investment institutions. Treasury 
has invited comment from interested 
parties in respect of these proposals 
and, as always, this has created some 
lively debate in the local press.  Two of 
these articles have been quite scathing 
of the sale of Living Annuities, suggesting 

that they are almost entirely inappropriate for retirement 
investments, (Moneyweb, 21 October 2012 “Living Annuities 
Oversold - Research”, and Personal Finance 27 October 2012, 
“Living Annuity ‘Not your best first choice.’”)

In both these articles, research conducted by Momentum 
Employee Benefits actuaries Johann Swanepoel and Mayur 
Lodhia is extensively quoted. Overall their research suggests 
that retirees would be better off buying a guaranteed whole 
life annuity, rather than purchasing a living annuity, and 
consequently accepting the investment risk for their own 
funds. Both articles clearly imply that brokers sell these 
products because of ‘perverse commission incentives’.

Harvard House manages a large number of living annuities 
on behalf of clients. In almost every case the ‘perverse 
commission incentives’ referred to in these articles are set to 
zero for our clients. At the minimum, I trust that this sets the 
mind of each investor at ease that he/she is invested through 
a Living Annuity because it suits a financial plan, and does 
not feed some ‘perverse commission incentive’ offered to us 
from any insurance company.

By comparison, let’s consider the ‘perverse incentive’ that 
may have framed the research done by those two actuaries. 
Actuaries by their very nature are what I would call ‘statistical 
accountants’. This means that they make financial decisions 
based on statistical models of probability. What does this 
mean? Well in the world of employee benefits or pension 
funds, they calculate investment reserves required to meet the 
pension fund benefits based on expected investment returns 
and life expectancy. This is especially relevant in pension 
funds where the final benefit is calculated as a percentage 

of final salary and the number of years of completed service.  
When it comes to the purchase of guaranteed life annuities 
at retirement, the actuary calculates what should be offered 
as a starting income given the client’s age, life expectancy 
and assumed investment return, in order to ensure that 
the insurance company can sustain the income payments 
through all conditions.

With a guaranteed annuity, the capital sum is ultimately 
forfeited to the insurance company, which is probably our 
clients’ biggest motivation in deciding to purchase a living 
annuity. This is not pocketed by the company, but becomes 
part of the pension fund’s assets managed by the Fund for 
the benefit of the remaining pensioners. If the actuary has 
been conservative enough then the guaranteed annuity funds 
which are forfeited to the Fund should benefit the future 
stability of the fund. This is where the ‘perverse incentive’ 
arises. The insurance company’s profit from such annuities lies 
in the management of the assets of a fund. The more stable 
the fund is, the greater the probability that the fund can be 
safely geared for growth and since it is unlikely that the assets 
will ever leave the fund, the company has a captive income 
stream that becomes the mainstay of their profitability. Well 
done the actuaries! Queue here for bonuses…..

Unfortunately, when a client selects a living annuity over a 
guaranteed annuity, he eliminates the need for the actuarial 
expertise, because in essence the client makes the decision 
in respect of starting income, investment assumptions and 
expectation of longevity, not the actuary. This challenges the 
future of a very profitable revenue stream for insurers, and 
questions the need for the actuary who calculates employee 
benefits.

Let us consider an example, to determine if this guaranteed 
annuity is really so much better than a living annuity. Let us 
consider a hypothetical 65 year old with a 63 year old spouse 
and capital of R1 million to purchase a guaranteed annuity. 
We have considered the 4 major life assurers on the basis of 
a ‘Joint and Last Survivor’ annuity (where the income remains 
unchanged on the death of the first spouse) with an annual 
inflation escalation in the monthly income. The table on the 
top of the next page reflects the results:

livinG annuitiEs: undErstandinG tHE issuEs

Robin Gibson
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Now let us consider a client drawing on a living annuity 
with a starting income of R4,000 per month or a 5% per 
annum drawdown. ASISA (the Association for Savings and 
Investments SA) require living annuity service providers to 
place the following table in their income review schedules:

Bear in mind that this assumes a 6% per annum increase in 
income, then taking an annual income of 5%, and based on 
a real return of 1.5% p.a (7.5% return minus inflation of 6%), 
it will yield a scenario where the client’s income will start to 
decline in year 20 or in our example, at age 85. At a 4% real 
return (ie the 10% column in the table above), the decline will 
only start at age 99 (year 34).

Now let us consider some long term statistics for South African 
investors. I am going to use the period between 1965 – 1994, 
rather than the period from 1980 to the present, owing to the 
fact that if I had, I might be accused of skewing the analysis 
due to the strong equity market during the period 2004-
2007, and the extraordinary rally in bonds from 1998 through 
2010 as a result of a structural reduction in interest rates. 
(Bonds make money when interest rates decline.) My figures 
are sourced from a long term research document on South 
African investment returns, updated annually by JP Morgan 
Cazenove.

If we work on a weighting of 60% / 40% in equities and bonds 
respectively, then our results over the period indicate a 6% 
real return, or a real return in excess of inflation. The 60/40 
split also ensures that the investment is compliant with the 
Regulation 28 prudential guideline for investment of living 
annuity assets. If we assume that costs are 1.5% per annum, 
then the real return will drop to 4.5%. To get to the same 
nominal “Investment return per annum” in the ASISA table 
above, we then have to add their assumption for inflation, 
which is 6% per annum. This gives us an investment return of 
10.5% per annum.

Reverting back to the ASISA guideline table, this client could 
select a 5% income draw, enjoy an annual inflation increment, 
and still end up leaving a substantial inheritance for his 
heirs.  In practice however, we find that retirees (and we 
service more than 1,000 of them ranging from 55, to almost 
100, years of age) do not always take annual escalations in 
their income, especially as they reach their late 70’s and 
older. Why? As much as the costs of medical cover increase 
faster than inflation, other expenses contract (for example, 
meals out at night, second cars, clothing and travel) which 
moderates the inflationary impact whilst simultaneously 
seriously extending the life of the capital sum.

In our experience however, there are numerous other reasons 
for clients to choose the option of a living annuity besides 
just the desire to retain investment capital for their heirs. 
Most of these reasons are due to the desire for flexibility in 
the annuity income stream, as follows:

1. Tax planning: Many clients are entering into second 
careers as consultants on a part time basis. Many work 
until their early 70’s. The ability to adjust the income to 
suit circumstances is invaluable in managing their tax 
affairs and in allocating capital for investment.

2. Bridge financing: In some cases the ability to draw a 
higher level of income allows clients to delay maturity 
either on a performing investment, the sale of a 
property, or to protect an early termination penalty far 
higher than the capital risk in the annuity.

3. Inflation management: When purchasing a 
conventional guaranteed annuity, clients can elect to 
either take maximum income or an inflation linked 
annuity (in some cases the inflation option is not 
available and is limited to a fixed escalation rate.) There 
is no option to take less this year in order to further 
enhance the future years’ income levels, which a living 
annuity does offer.

Insurance company Starting income 
offered

(01/11/2012)

Starting income yield 
based on purchase 

price

Old Mutual R3,595 4.13%
Sanlam R3,477 4.17%
Momentum R3,599 4.27% 
Liberty Life R3,995 4.75%

Years before income will reduce investment return per annum 
(before inflation and after all fees)

2.5% 5.0% 7.5% 10.0% 12.5%
Annual 
income 
rate 
selected 
at 
inception 
(Draw 
down)

2.5% 21 30 50+ 50+ 50+
5.0% 11 14 19 33 50+
7.5% 6 8 10 13 22

10.0% 4 5 6 7 9
12.5% 2 3 3 4 5

15.0% 1 1 2 2 2
17.5% 1 1 1 1 1
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The end of the 
year is upon us – 
all too quickly it 
seems – and we 
have our usual 
series on seminars 
offering insight 
into our thoughts 
for the year that 
lies ahead. Many 
clients cannot 
attend these 

functions, so the following article is a summary of our 
expectations for 2013.

Before we try and forecast what lies ahead, it is useful to 
look back and see how the past year has developed, relative 
to our expectations. This time last year, we highlighted a 
number of issues that might impact on the performance of 
your investments in 2012, namely the European Crisis, weak 
global growth, austerity measures and government cutbacks, 
and finally inflation. On top of these global factors, a weak 
rand and contagion from the rest of the world might further 
influence local investments. Our advice was to invest in 
equities and listed property that would beat inflation.

With only a month to go before the end of the year, that advice 
has proved to be sound, albeit that the good performance has 
come from a variety of factors. Equities and listed property 
have risen 17% and 24% respectively so far this year. Those 

are certainly inflation-beating returns.

It will come as no surprise to many clients that the list of 
issues at the start of 2012 is very similar to the list applicable 
to 2013. So has there been any progress in resolving some 
of the root causes of the current malaise? From our point of 
view, there has been progress in Europe – the ECB has become 
more proactive, so bond yields have fallen. Consequently, 
governments have been given time to implement policies to 
correct the severe debt levels which lie at the heart of the 
issue. At the same time, the IMF – the guru of international 
finance – has admitted that it may have offered incorrect 
advice. It has long pronounced the virtues of cutting 
spending to reduce debt, arguing that it has a small impact on 
economic growth. It now admits that the impact on growth is 
treble what it had previously assumed. That is an important 
acknowledgement, insofar as it widens the options available 
to governments as they seek a compromise between cutting 
debt but maintaining modest growth.

The other important development during 2012 was economic 
growth. By all measures, the US has exceeded expectations. 
Unemployment has fallen, the housing market is gaining 
traction with each passing month, and US corporates have 
exceeded profit expectations. On the other hand, China has 
been far weaker than expected, as the transition from export-
led growth to internal consumption takes a short-term toll on 
that economy. 

So what does 2013 hold in store? We highlight the following 

4. Diversity: Clients’ seldom own a living annuity in 
isolation to other investments, and often decisions 
on annuity incomes are made with reference to 
other investments and changing conditions in those 
environments.

5. Health planning: While we live in an age of incredible 
medical progress and longevity, this is not true for 
everyone. There are those for whom family health 
dictates that longevity is exceedingly unlikely. The 
ability to draw slightly more for health costs where 
longevity is less of a concern is often welcome.

In summary, living annuities definitely have their risks. 

However, the belief that they are sold for commission only 
is preposterous. (I am not protecting our ‘turf’ here. Harvard 
House has not taken an up-front commission on a living 
annuity for 8 years and seldom takes a trail fee either.) Possibly 
the most contentious issue is that many clients are forced to 
take higher incomes than they should, merely because they 
have insufficient retirement savings. Forcing them to buy a 
conventional annuity will not protect them in the least. The 
client will merely opt for the highest income he can receive 
and he will become as destitute as if he had drawn too highly 
on his living annuity, as the ravages of inflation decimate his 
buying power over the course of his retirement.

Michael Porter

2013: anotHEr yEar likE last yEar

Roy Lamb
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key points:
1. The US economy is facing a “fiscal cliff” before the year 

end – see box for a detailed explanation. How this is 
resolved will set the tone for 2013.

2. Europe is not expected to recover any time soon. It 
will be another difficult year, punctuated with the odd 
crisis that is not properly resolved, but rather endlessly 
delayed.

3. China has new leadership. We are not expecting a 
major change in policy, but a new team always wants 
to make its mark. We think that the deceleration is 
coming to and end, but caution that we don’t expect a 
sharp rise in growth, but rather hope for stability from 
here.

4. Given that we are well into QE3 from the US and 
UK alike, with The Bank of Japan and the ECB also 
throwing tons of cash at the various problems, we 
believe that inflation must manifest itself sooner or 
later. Consequently, investors should be as vigilant as 
ever with regard to inflation. On that note, we reiterate 
our dislike for global government bonds. 

The above factors are all global factors that are important 
in their own right, and which can also influence local 
investments. But on top of these factors, there are a couple 
of local issues that bear remembering.

1. The rand has weakened over the past few months. 
We think that there is more to come. This is not 
necessarily a negative, but it can influence the relative 
attractiveness of one investment over another. Last 
month, we showed a chart of our trade balance – 
dismal to say the least. We do not think that trend is 
over. So expect the rand to get worse before it gets 
better.

2. We have been concerned about the ability of consumers 
to keep on spending for some time. Anecdotally it 
might seem misplaced after a recent trip to the Liberty 
Mall where you can spend twenty minutes just trying 
to find an empty parking space. That said, however, 
the pressures continue to build. As the chart shows, 
incomes are not rising much faster than inflation – in 
contrast to the past few years. Together with increasing 
debt and relentless pressure on essential items (rates, 
electricity, medical and school fees), we feel that the 
day of reckoning is approaching.

3. This year South Africa received a timely reminder that 
one cannot rest on past laurels. Our national debt rating 
was downgraded, with the risk of further downgrades 

should conditions deteriorate. Government is walking 
a fine line – the percentage of the government’s budget 
spent on salaries is the highest amongst all emerging 
markets. We need to become more productive or our 
national debt will deteriorate further. After strong 
inflows of R80 billion into our local bonds from 
foreigners, we do not think that this will be repeated. 
As with global bonds, we are not particularly bullish on 
local bonds either.

Those are the issues, in our opinion, that require careful and 
ongoing analysis over the course of 2013, as they could easily 
influence the direction of investments in either direction. But 
it is not all bad news. In fact, far from it. Despite the general 
gloom, there are a number of bright spots.

1. The first is to understand the difference between the 
macro economy – the big picture issues – and the 
micro economy, which are the day-to-day activities 
of thousands of companies and individuals. As we 
have so often commented before, “companies are 
not countries.” There is little doubt that countries 
face tough times. But companies keep innovating new 
products and expanding into new territories. That is 
their “raise d’etre” and profits grow as a result. Profits 
might grow a little slower, but they still grow.

2. Africa is fast becoming the first choice expansion 
destination for global companies. It is the only 
continent that boasts the right demograhic profile 

salariEs as a % of national BudGEt
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“SA spends too much on salaries, and not enough on productive 
infrastructure.”
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(more young people than old) and competition is less 
severe than elsewhere. For South African companies, 
African expansion has become a strategic priority.

3. Despite the woes facing Europe, the world is still 
expected to experience an unprecedented level 
of urbanization and industrialization over the next 
decade. Europe may fade in consequence, but it will 
be replaced by emerging markets.

4. Shale gas has received bad press in SA, but the successful 
extraction of shale gas in the US has the potential to 
change the world as we know it – and that is not a glib 
statement. The International Energy Agency forecasts 
that the US might become the world’s largest exporter 
of oil by 2017 – just five years away. Importantly, the 
US could become energy self-sufficient in the next few 
years. That has implications for global politics. But from 
an investment point of view, it could revolutionise the 
US economy. Already gas prices in the US are a fraction 
of those in Europe. Costs are falling in the US, making 
manufacturing more efficient. Consequently, jobs are 
returning there from Asia. US consumers could also 
face reduced energy bills, with a resultant increase in 
cash available for consumption. We live in interesting 
times indeed.

Bringing all the points above together, our view is relatively 
unchanged from last year. We do not anticipate a recession 
in 2013, but rather positive but weak growth. Inflation is 
something to watch, but will probably not be a major issue 
until the end of the year or into 2014. Importantly, the 
search for income – a major theme over the past few years – 
remains firmly in place. Interest rates will remain low for the 

forseeable future, which will continue to place pressure on 
those who are retiring and who depend on their investments 
for income.

Finally, in positioning your investments, we believe that due 
consideration must be given to offshore investments. South 
African shares were once cheap relative to international 
peers. This is no longer the case. With an equal tax treatment 
for local and offshore investments, the two can now be easily 
compared. Whilst we do not think that offshore is the be-all 
and end-all, we do think that given the outlook for SA and the 
changes in valuations of equities over the past twelve years, 
that offshore investments are equally as attractive as local 
ones. Previously, local investments always trumped those 
offshore. The difference is now much more marginal.

Crystal ball gazing seldom offers 20/20 vision. However, 
2013 promises to be another interesting year, for all sorts 
of reasons. Whilst the world remains as uncertain and 
unpredictable as ever, we do see pockets of opportunity, and 
believe that returns from shares and listed property of 10%-
12% are possible for 2013. That might not sound stellar. But 
these are hardly the best of times. Yet relative to inflation of 
6%-7%, it is solid. Under the circumstances, we think those 
returns are attractive. 
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“Profits still grow, even when GDP growth is muted.”

Picks for 2013 Puts for 2013
Standard Bank Selected Retailers
Exxaro Resources Remgro
Nampak Construction
Rand Hedges The platinum sector

Understanding the “Fiscal Cliff”

With the year- end fast approaching, and the US elections 
done and dusted, government and investors alike are 
focussing their attention on the next economic hurdle 
which is known as the ‘fiscal cliff’. As there has been plenty 
of press comment surrounding this term and what the 
implications are for markets around the globe, we thought 
that it would be useful to refresh our clients’ minds as to 
what exactly this ‘fiscal cliff’ is all about. 
The cliff refers to tax cuts implemented during the Bush 
presidency that expire at the end of December, coupled 
with automatic cuts in government spending agreed in 
August 2011 when the US was negotiating an increase 
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Have you ever submitted your nil 
income tax return late, only to discover 
that SARS has automatically charged 
you a penalty of R250 per month since 
the missed deadline? To add insult 
to injury, SARS then charges interest 
on the penalty if it in turn is not paid 
by the due date.We are all aware that 
SARS is taking non-compliance with tax 
laws very seriously. The introduction 
of the new Tax Administration Act 
highlights this zero tolerance.  There 

are three types of SARS penalties, namely Administrative 
penalties, Understatement penalties and Criminal Offence 
penalties.  In this month’s article, we will take a closer look at 
Administrative penalties.

Administrative penalties comprise “fixed amount-based” and 
“percentage-based” penalties.  

A fixed amount-based penalty is charged when a taxpayer has 
not complied with an administrative obligation.  Examples 
would include, amongst other things, not filing a return on 
time, not registering as a taxpayer when required to do so, 
not retaining records in their original form or in an authorised 
manner or for the prescribed period.  The amount of this 
penalty is determined by a fixed amount penalty table.  It 

can range from R250 per month to R16 000 per month and 
depends on the amount of the taxpayer’s taxable income or 
assessed loss for the preceding year of assessment.  

A percentage-based penalty is imposed when an amount 
of tax was not paid as and when required under a tax Act.  
Examples include a 10% penalty for the late or non-payment 
of provisional tax and a 10% penalty for late payment of VAT 
or PAYE, UIF & SDL. 

 So how will you know if SARS has imposed an Administrative 
penalty?  You will receive a penalty assessment notice 
from SARS, stating the date by which the penalty must be 
paid.  If you get one, the good news is that you may apply 
to SARS to remit the Administrative non-compliance penalty.  
The application must be done on the prescribed form (a 
Remittance Request) and must be submitted to SARS before 
the date by which the penalty must be paid. If you submit this 
remittance request to SARS then you do not need to pay the 
penalty until SARS informs you of their decision.   SARS are 
obviously determined to ensure that everyone remembers to 
submit their tax returns on time and also that everyone pays 
what is due before the deadline!

Look out for next month’s Intuition tax article when we look at 
the Understatement penalty in more detail.

sars pEnaltiEs

to their national debt ceiling. Tax changes include: 2% tax 
increase for employees; the end of certain tax breaks for 
businesses; shifts in the alternative minimum tax; the 
expiration of tax cuts from the 2001-2003 era and the 
implementation of new taxes related to Obama’s health 
care law. On the other side, spending cuts are expected 
to affect over 1,000 government programs – including the 
defence budget and Medicare.

To put these measures into perspective, the combination of 
higher taxes and lower government spending would reduce 
the budget deficit by an estimated $560bn. This might 
sound impressive, but the flipside is that if implemented as 
is, they could reduce US GDP growth by 3% in 2013, which 
would push the US economy into recession. Bear in mind 
that the US only grew at 1.8% over the last year. It is also 

predicted that unemployment in the US would increase by 
1%, with roughly 2-million jobs being lost. This at a time 
when the unemployment rate is already high, albeit off 
its weakest level. Looking at all these facts it is hard not to 
become rather despondent and ask how this obstacle is 
going to be overcome.  Unfortunately there is no clear cut 
answer. Most likely, Us politicians will reach a compromise 
that makes a start towards achieving the goals, but takes 
cognisance of the state of the economy. Unfortunately, last 
year’s deal on the debt ceiling was only reached an hour 
before the deadline, which created huge uncertainty in the 
markets. Markets do not like uncertainty, so any delay in a 
deal might see a volatile end to the year. Hopefully that will 
galvanise the politicians into action. Time will tell.

Shelly Moreno
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Disclaimer:
The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty) Ltd , Harvard 
House Financial Services Trust, and Harvard House, Chartered Accountants (collectively known as the Harvard House Group), do not warrant its completeness 
or accuracy.  Opinions, estimates and assumptions constitute our judgment as of the date hereof and are subject to change without notice.  Past performance 
is not indicative of future results.  This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who 
wishes to invest with the Company should seek additional advice from an authorized representative of the firm. The Company accepts no liability whatsoever 
for any loss or damages whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of this newsletter. The contents of this newsletter 
does not constitute advice as contemplated in the Financial Advisory and Intermediary Services Act (FAIS) of 2002.
 
The Harvard House unit trusts are registered under the Metropolitan Collective Investments Schemes license.  Custodian: Standard Executors & Trustees:  Tel 
(021) 401-2286.  Collective Investments are generally medium to long term investments. The value of participating interests may go down as well as up and 
past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and can engage in script lending.  Forward pricing is 
used. Commission and incentives may be paid and if so, are included in the overall cost.  This fund may be closed to new investors.  Collective Investment  prices 
are calculated on a Net Asset Value basis and auditor’s fees, bank charges, trustee and RSC levies are levied against the portfolio. The portfolio manager may 
borrow up to 10% of portfolio NAV to bridge insufficient liquidity.   Metropolitan Collective Investments is a member of the ACI and is an authorised Financial 
Services Provider.  Should you have any further queries or complaints regarding the suite of units trusts offered by The Harvard House Group please contact:  
Metropolitan Collective Investments Ltd Call Centre, Tel:  0860 100 279, Fax:  (021) 940 5885, PO Box 925 Bellville, 7535 Email:  metunit@metropolitan.co.za.  
If your complaint has not been resolved to your satisfaction, kindly contact our Complaints Resolution Committee, Tel:  (021) 940 5880, Fax:  (021) 940 6205, 
Email:  emoruck@metropolitan.co.za.  For your information, the FAIS ombudsman provides an independent and objective advisory service.  Should you not be 
satisfied with the outcome of a complaint handled by Metropolitan, please write to, The Ombudsman, PO Box 74571, Lynnwoodridge, 0040.  Telephone (012) 
470 9080/99.  Fax (012) 348 3447.  Email:  info@faisombud.co.za
 
Harvard House Investment Management (Pty) Ltd is an authorized financial services provider in terms of the FAIS Act (2002); Licence no: 675  
Harvard House Financial Services Trust is an authorized financial services provider in terms of the FAIS Act (2002); Licence no: 7758 

For more information on the range of products and services offered by Harvard House Investment Management 
and its associated companies (including Harvard House, Chartered Accountants), or for any financial advice, 
please contact the Company at:
Harvard House     Tel:  +27 (0) 33 330 2164
3 Harvard Street PO Box 235   Fax:  +27 (0) 33 330 2617   
Howick 3290  Howick 3290   E-mail:  admin@hhgroup.co.za
South Africa  South Africa   Website: www.hhgroup.co.za    

Treasury has recently issued a number of discussion documents regarding reform to the retirement industry. Given that 
the proposals as they stand at present will impact both current and prospective retirees, our January presentation aims to 
shed some light on the proposed changes, and how they may impact on your circumstances. 

Space is limited so please book to avoid 
disappointment.

insiGHt sEminar: kZn midlands & JoHannEsBurG 

Natal Midlands Johannesburg
Topic: Retirement Reform: How Treasury wants to control your wallet!
Date: 29th of January 2013 n/a
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

n/a

Time: 5.30pm for 6pm n/a
RSVP: Cathy Maitin-Casalis on 033 330 2164 or cathym@hhgroup.co.za


