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Tasks
The material provided in this guide is based on the following tasks, as
published in Government Gazette 33166 of 12 May 2010:
1

Establish and define a professional relationship with your client

2

Explain to a client the elements of personal financial planning

3

Gather information in order to conduct a basic needs analysis for a
client

4

Discuss planning strategies with the client

5

Interpret the financial situation

6

Understand the financial cycle of the client

7

Analyse and evaluate the client’s financial status as part of a basic
needs analysis

8

Determine a client’s income and capital needs in the event of death,
disability and dread disease

9

Discuss the impact of the investment planning environment on the
client’s existing investments

10

List and describe investment vehicle options and implications

15

Explain to a client the impact of his employee benefits on his
retirement plan

16

Discuss and identify business assurance needs with a business client

17

Recommend appropriate business assurance solutions and discuss the
impact of the proposed solutions with the client

18

Recommend appropriate investment vehicles at retirement

19

Determine a client’s income and capital needs at retirement

20

Explain the aspects that impact the liquidity of an estate

21

Analyse the client’s current retirement provision/plan

22

Develop and present a financial plan with recommendations and
alternatives

23

Implement the client’s financial plan and recommendations

24

Monitor the client’s financial plan and recommendations

25

Advise a client on the need, implications and basic content of a Will

Please note that any reference to:

•

masculine gender implies also the feminine

•

singular indicates also the plural, and vice versa.

6
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The knowledge and skill criteria as prescribed in the Board Notice published in
May 2010 were assigned to different chapters based on subject matter
content. The chapters are therefore not based on individual tasks.
VERY IMPORTANT:

The material is based on legislation for the tax-year

ending 29 February 2012.
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Glossary of Terms
Accrual system – A system for out of community of property marriages in
terms whereof the net increase in the respective estates during marriage is
shared upon dissolution.
Antenuptial contract (ANC) - A written agreement spouses must enter into
prior to marriage if they want to be married out of community of property.
Bequest – An asset left to an heir in a Will.
Bequest price – Money an heir must pay before receiving his inheritance.
Business cycle - The business cycle is the recurring but irregular up-and-down
movements in the economy.

The economy goes through phases of growth

(recovery) and decline (recession). These phases vary in intensity and length.
By representation
representation - A term used to describe how the estate of a person should
be divided.

A person who inherits by representation inherits as a part of a

group and steps into the place of the person who cannot inherit.

For

example: Mr T left his estate to his descendants by representation.
He had three sons (A, B and C). C predeceased him. C had a son (Mr T’s
grandson, D).

As C predeceased his father, Mr T, the grandson, D, is placed

in the same position as C would have been.

A, B and D will each inherit a

third of Mr T’s estate.
Capital gain – This is the difference between the actual cost of an asset (or the
value as at 1/10/2001) and the present value thereof.
Capital protection - Capital is protected if there is no loss to its value.

In

other words, the original investment amount is repaid to the investor at the
end of the term of the investment.
Community of property – This is a marital system in terms whereof spouses
do not keep their estates separate, but jointly administrate it.

Assets are

combined and co-owned 50/50, and liabilities are shared.

8
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Corporeal assets – Assets that are tangible, such as immovable property,
e.g. your home, and movable property, such as furniture, a stamp collection
and vehicles.
Currency - Currency is the money in circulation in a specific economy.
Deemed property – This is property that is considered to belong to the
deceased for estate duty purposes, despite the fact that he might not
physically control or own it.
Discretionary trust – A trust in terms whereof the trustees have total
discretion in respect of making payments to the trust beneficiaries.
Diversification - Spreading an investment portfolio over a whole range of
shares or bonds, or over a combination of asset classes.

This is done to

reduce the investor’s exposure to the risk of investing in one share or asset
class.
Donation – When you give something without receiving anything in return; a
gratuitous disposal.
Donations Tax – Tax (20%) that is paid on the value of the donation.
Estate duty – This is tax (at a rate of 20% on the dutiable estate of a
deceased person) that an estate may be liable to pay.
Executor – The person or institution appointed to wind up an estate.
Growth - Growth is an increase in the value of an asset.

If an investor

expects growth, the value of the investment at the end of the investment
term must be higher than the original capital invested.
Guardian
Guardian – A person who makes decisions and acts on behalf of minor
children.
Heirs – The persons who inherit your estate, after the legatees have received
their benefits.
Immovable property – Property that is fixed in a permanent position and
unable to move, such as land and buildings.

© INSETA– RE 7 Version 12a
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Income - Income is money earned from an investment, such as interest or
dividends.
Incorporeal assets

- Assets that are any intangible or ‘paper’ assets – for

example, shares, bonds and unit trusts – as well as limited rights to property,
such as usufructs (the right to use but not own an asset).
Inflation - Inflation is the increase in cost of goods and services, and the
resultant decrease in the purchasing power of money.
Inter vivos trust – A trust created during your lifetime.
Intestate - If you die without a valid Will.
Investment costs - Fees and other charges are payable when an investment is
made or becomes payable over the term of the investment. Examples include
commissions, advice fees and performance fees.
Legatee – A person or institution nominated to receive a particular benefit or
specific amount of money.
Liquidity - Liquidity indicates how readily and easily an asset may be turned
into cash with minimal capital loss. A liquid asset is an asset held in cash or
which can be readily turned into cash, such as a bank account or listed shares.
It must be noted that liquid assets subject to market fluctuations may not be
able to be turned into cash without capital loss. Whether a capital loss will
occur or not will depend on when the investor invested in the relevant asset
and the current market conditions.
Market timing - Market timing is an investment strategy based on forecasting
the direction of market prices. The idea is to invest when the market is low
and disinvest when the market is high.

There is little evidence that this

strategy can be applied consistently. It is only in hindsight that one can say
that the market was in fact at a low or high.
Net estate – This is everything you own (your assets) less anything you owe
(your liabilities).
NonNon-proprietary: Not pertaining to property or ownership. Clauses in a Will
that do not pertain to the distribution of assets are called non-proprietary
clauses.

10
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Out of community of property – A marital system in terms whereof each
spouse owns and manages his/her own estate.
Pooling - Pooling happens when people join and pool their funds to invest in
the financial markets together.

An example is a unit trust where many

investors join to invest in the stock market.
Public benefit organisation – This is a tax-exempt entity, religious, charitable
or educational institution of a public character and approved by SARS as such.
Rand cost averaging - Rand cost averaging is to invest a fixed amount of
money in the same investment at regular intervals. When the prices fall, a
fixed sum will buy more units, and when prices rise, fewer units are bought.
The result is that the average price paid over a period is lower.
Return - The profit an investment generates as a proportion of the value of
the assets used to generate it.
Risk - Risk is the possibility of loss.
RiskRisk-return ratio - This ratio is used to compare the expected returns of an
investment to the amount of risk undertaken to earn these returns. This ratio
is calculated mathematically by dividing the amount of profit the trader
expects to have made (i.e. the return) by the amount he stands to lose if the
price moves in the unexpected direction (i.e. the risk).

Generally, the higher

the expected returns, the higher the risk attached to the investment. Highrisk investments can thus mean higher returns, but also a greater risk of loss.
Securities - A security is a financial asset such as shares, bonds, debentures,
unit trusts and rights to money lent or deposited.
Tax - Tax is a levy by the government in order to finance the expenditure of
that government. Examples of tax in the investment planning arena include
Income Tax and Capital Gains Tax.
Term - Term relates to the period of an investment. It is the period before a
security expires or is redeemed.
Testator – The person who makes the Will.
Volatility - Volatility is the rate at which the value of an investment or market
moves up and down. If the price of a share moves up and down rapidly over

© INSETA– RE 7 Version 12a
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short time periods, it has high volatility. If the price almost never changes, it
has low volatility.
Will – The document in which you stipulate your wishes regarding the
distribution of your estate after your death.

12
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Chapter

1
An introduction to financial planning
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Understand investment planning, death and disability planning, retirement planning,
severe illness provision, short-term insurance needs and healthcare needs.
Describe the impact of the life cycle of an individual on the financial needs analysis
process.
Explain the principles of insurance including the concepts of insurable interest, insurable
risk, duty of disclosure, compensation, proximate cause, contribution, law of contract.

SKILLS CRITERIA
Discuss the importance and purpose of Risk Management.
Discuss the importance and purpose of Personal Financial Planning.
Identify the areas of risk to which the client is exposed, and determine the client’s need
for short-term insurance and healthcare insurance, long-term insurance cover.
Conduct a basic needs analysis for a client in terms of risk management.

© INSETA– RE 7 Version 12a
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Purpose
In this chapter we will consider what personal financial planning entails and
briefly discuss typical personal financial needs. Risk management for individuals
is also introduced, followed by a discussion of important insurance principles. As
insurance is the solution to many financial risks, a financial adviser should have
a good understanding of these and related legal principles. This chapter is then
concluded with brief discussions of the different financial planning areas that the
financial adviser may be expected to perform.

1.1

PERSONAL FINANCIAL PLANNING DEFINED

Personal financial planning focuses on the financial planning needs of the
private individual.

The primary objective of financial planning is to create

financial independence for clients at the various stages of their lives. Financial
independence produces a certain lifestyle, and it is the uniqueness of each
person’s desired or actual lifestyle that demands that a financial planner
consider issues affecting that person when conducting a financial planning
exercise.
Financial planning can be defined as the process of identifying, quantifying and
addressing the financial needs of a client.

1.2

TYPES OF FINANCIAL NEEDS

Financial needs can be broadly categorised into two groups:
1.

Wealth protection

2.

Wealth creation.

The categorisation is based on the client’s aim, whether it is to protect what he
already owns or earns, or whether it is to build up funds for a specific need.
1.2.1

Wealth protection

Wealth protection refers to a client’s need to protect himself, his family and his
assets against losses caused by unforeseen events.

14
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Protection of assets
Individuals need to protect themselves against the financial impact of damage,
loss or destruction of assets, for example:
•

cars, cellphones or household effects may be stolen.

•

a house can be destroyed by fire.

•

clients may face a claim when they damage other people’s assets, e.g.
from a car accident caused by the client.

A client may want to insure his assets against certain loss events by taking out
an insurance policy. With this type of insurance contract, the client would
receive a payout or reimbursement of the cost of replacing the asset and/or
repairing the damage that was caused in exchange for a set premium on the
policy.
The financial products available to address the need of the client to protect his
assets fall under short-term insurance. These products are governed by the
Short-term Insurance Act.
Death, disability and severe illness
Individuals need to protect themselves personally through insurance against a
number of unforeseen events.
Firstly, a client may die unexpectedly. Although all of us will die eventually, a
death at a young age can cause serious financial difficulty to loved ones who
remain behind. A person may have outstanding liabilities, such as a home loan
and other debts that need to be paid.
Furthermore, a client’s dependants, such as his spouse and children, may
require a regular income to maintain their standard of living. Also, whether a
client is young or old, there will always be costs involved in dying. These costs
could include funeral expenses, estate duty, executor’s fees and other estate
administration costs. It is important to provide sufficient cash to pay for these
liabilities in the event of death.
Secondly, a client may be temporarily or permanently disabled. This disability
may be so serious that he cannot return to work, which means that, unless he
has made provision for the event of disability, he will be without a regular
income. In addition, he may have high medical bills and he may need
assistance on a daily basis to perform basic tasks. In the event of disability, a

© INSETA– RE 7 Version 12a
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client will thus require sufficient capital to settle liabilities and to provide for a
regular income.
Thirdly, a client may suffer from a severe illness such as cancer, stroke or
heart attack. In these instances, he may need an amount of capital to pay
extraordinary medical costs or to pay someone to take care of him until he has
recovered.
All the protection needs discussed above can be addressed with life insurance
products. These products are regulated by the Long-term Insurance Act.
Health
Medical expenses have soared in South Africa. The problem is aggravated by
the fact that the services in public hospitals countrywide are currently not up to
standard.
Medical expenses can be split into two groups: major medical expenses, such
as hospitalisation and other costs related to surgery and severe ailments; and
day-to-day expenses, such as paying for medicine at the chemist or going to
the dentist. It may still be possible for people to provide for their day-to-day
expenses from their regular income, but major medical expenses can amount
to hundreds of thousands of Rands, even for one operation. These costs do not
only affect people who suffer from poor health, as anyone can unexpectedly
end up in a car accident, resulting in emergency surgery and hospitalisation.
The product that can address healthcare needs is a medical scheme, which is
regulated by the Medical Schemes Act.
1.2.2
1.2.2

Wealth creation

Wealth creation focuses on the need for the client to create new assets and to
add to the value of assets he has accumulated.

Wealth creation includes

saving for a particular goal or investing money (capital) which is already
available, and this is where existing funds are reinvested for growth or income.
Investment for growth
Clients need to save for a variety of reasons, for example:
•

for a new car or deposit on a house.

•

for a holiday.

16
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•

for children’s education.

•

for retirement.

When saving for a particular goal, the term and purpose of the saving is very
important and affects which type of investment product is chosen. A wide
range of financial products address the need for savings or investment. These
include:
•

sinking funds and endowments (Long-term Insurance Act).

•

unit trusts (Collective Investment Schemes Act).

•

bank products, such as fixed deposits (Banks Act).

•

pension funds, provident funds and retirement annuities (Pension
Funds Act).

Whilst each type of financial product has legislation applicable to that specific
product, the Income Tax Act is a widely applicable piece of legislation that
impacts on the provision of advice on all types of financial products.

The

financial adviser has to consider the tax implications for a client when analysing
the client’s needs and recommending solutions. A financial adviser is thus
expected to be familiar with basic Income Tax rules and principles. These will
be discussed in Chapter 3.
Once a suitable investment vehicle or financial product has been selected, the
investor also has to choose a specific investment portfolio within that vehicle.
The choice of portfolio depends on the client’s risk profile, as each of these
portfolios are made up of a different combination of asset classes, which will
affect the degree of risk it involves. Risk in this context refers to the possibility
that the performance of the investment portfolio will be lower than the investor
expected to earn.
It is thus also important for a financial planner to have a basic understanding
of how the economy operates, and to be able to read the economic indicators
which measure the state of the economy, as the economic cycles have a big
influence on how different investments are expected to perform.
Investment for income
If the client already has an amount of capital, i.e. a lump sum of money
available from which he wants to receive a regular income, then he will use
different investment vehicles, for example:

© INSETA– RE 7 Version 12a
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•

investing capital for a retirement fund at retirement.

•

investing a voluntary lump sum (such as the winnings at the lottery, an
inheritance or the proceeds of a maturing endowment/sinking fund) for
income for the rest of his life or for a specified term.

1.2.3

Wealth management

Wealth management is different from wealth creation. While the focus of
wealth creation is the accumulation of wealth through saving and investing, in
wealth management the client has already accumulated amounts of money
through investments and savings. Wealth management therefore involves the
financial adviser managing and monitoring investments to ensure that the
money is invested in such a way as to ensure that the growth is at the best
possible level, considering the investor’s risk profile and goals. Wealth
management also entails ensuring that the investments are structured in the
most cost- and tax-efficient manner.

1.3

THE LIFE CYCLE OF A CLIENT

The particular life stage of a client will influence his needs and the priority of
the different needs discussed. The type of planning to be provided by the
financial adviser or required by a client will thus depend on the life stage of the
particular client. The different life stages do not only depend on the client’s
age, but also on factors such as marital status and family situation.
Unforeseen events can also change the client’s financial situation drastically.
When considering the various stages, please note that the characteristics are
based on a general grouping and that, for various reasons, a particular client
may have totally different needs to that of his typical age group.
1.3.1

Single, 2020-25 years old

The priorities of individuals in this group usually centre on buying a car, a
flat/house and finding a good job. They often have very social lives and it may
be difficult to convince them to save for retirement. As they are part of a highrisk group, they should consider taking out insurance to provide cover in the
event of becoming disabled. They will also need short-term insurance cover for
their cars and flats, as well as for their household belongings. If they are fully
employed, they will probably join their employer’s pension/provident fund
which may provide certain cover such as life and disability benefits.

18
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As soon as a person can afford it, he should join a medical scheme to cover
medical expenses, especially expenses related to major medical events such as
surgery.
1.3.2

Married/coMarried/co-habiting, no children, 2525-30 years old

At this stage of a person’s life, the purchase of property is usually a top
priority. Obtaining a home loan/bond from the bank to finance this purchase is
important. The home loan provider will require the bondholder to take out
home owners’ short-term insurance cover for the actual building. Once a
property has been bought, life cover to settle the outstanding amount on the
bond in case of death of one partner should be taken out.

If one person is

financially dependent on the other, the breadwinner should take out additional
life cover. Disability insurance and severe illness cover remain a priority, as
does short-term insurance cover for all their belongings. Both partners should
ensure that they start saving for retirement, either in a retirement fund or
through alternative investment products.
1.3.3

Married/coMarried/co-habiting, with children, 3030-55 years old

As soon as the first child is born, a couple’s priorities change drastically. A
bigger family may necessitate buying a bigger car and a bigger house. At this
stage, sufficient life and disability insurance cover is needed to settle
outstanding liabilities, as well as to provide a regular income to maintain a
family’s lifestyle. With the soaring cost of education, it is advisable for parents
to start saving as soon as possible to avoid going into debt to pay for the
children’s college or university fees. Although it may feel as if there is not a
cent to spare for savings, it is essential to continue to make provision for
retirement. Short-term insurance to cover all assets should be maintained.
Medical scheme cover is indispensable during this stage of life. Most children
visit the doctor regularly, and one injury can cost a fortune in medical fees.
1.3.4

Divorce

Statistics show that two out of three marriages in South Africa will end in
divorce. Divorce not only has a severely negative emotional impact on the
partners involved, it could also have a severe impact on each partner’s
financial position. Prior to divorce, both partners contributed to the financial
well-being of the family and they became accustomed to a certain lifestyle.
After

divorce,

each

person

will

need

to

finance

their

own

separate

accommodation because one partner may have to pay the other out to stay on
in the family home. Maintenance payments can place a financial burden on the
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person who is ordered to pay. At the same time, if these payments are not
made, the other person and children may suffer hardship. In many cases,
divorce results in the parties having to liquidate investments or borrow money
to give effect to the terms of the divorce agreement or to set up a second
home.
Divorce could also affect levels of retirement provision as a court order can be
made in favour of one party against the value in the other party’s
pension/provident fund or retirement annuities.
1.3.5

Retrenchment

Statistics show that many South Africans will face retrenchment at least once
in their working lives. It is an event that can derail a person’s financial plan. If
a retrenched person finds another job relatively quickly, he may be in a better
position to invest his retrenchment package and preserve pension/provident
fund monies for retirement. However, he may also need to find new medical
scheme cover and perhaps replace group life cover with a personal life
insurance policy.
If the retrenched person cannot find a new job quickly, he would have to spend
his retrenchment package to survive and pay liabilities such as bond and car
instalments. If the retrenchment package is sufficient, it may be a good idea to
settle the bond. In any situation such as this where a person is short of cash,
that person will also struggle to continue to pay short-term insurance
premiums, medical scheme contributions and other existing insurance policies.
Retrenchment often results in policies being lapsed.
1.3.6

Retirement

Retirement brings a whole new stage of life. If a person followed a sound
financial plan in earlier years, he should not have major debts left at retirement
and also have accumulated enough money over the years to live on. The
retiree must decide how to invest this money to provide for a regular income
for the rest of his life. He will also need to carefully consider his medical
scheme options as good medical cover is important in one’s old age. Many
retirees downsize and move to a smaller house or into a retirement village.

20
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1.4

RISK MANAGEMENT

Clients are exposed to various risks every day, for example, the risk of being
injured in a motor vehicle accident, the risk of loss of personal belongings, the
risk of a business partner or key employee passing away, etc. All these events
will impact the client’s financial well-being negatively, unless it was planned for
properly. The role of the financial adviser is to address financial risks
appropriately. By applying the correct risk management principles and focusing
on the risks that his particular client is exposed to, the financial adviser is in a
position to develop the most appropriate financial plan (covering wealth
creation and wealth management aspects) for his client.
Let us first look at a definition of risk and the types of financial risks that a
client may be exposed to.
1.4
1.4.1

Risk defined

Risk is defined by Emmett and Therese Vaughan in Essentials of Risk
Management and Insurance as “a condition in which there is a possibility of an
adverse deviation from a desired outcome that is expected or hoped for”.
In other words, a person is exposed to a risk if he is hoping for or expecting a
certain outcome, but there is a chance that the outcome he is hoping for does
not materialise. A financial risk is where the result could be a financial loss.
1.4
1.4.2

Types of financial risks

Personal financial risks include risks associated with one’s family, property risk,
business risk, liability risk and investment risk. Let’s look at each risk in a bit
more detail.
Risks associated with one’s family
This involves the possibility of loss of income or assets as a result of the loss of
the ability to earn income. The client’s and/or family’s standard of living is thus
affected. This risk is realised in the case of premature death of an income
provider, sickness or disability and unemployment. It will also include loss of or
damage to personal property and personal liability risk.
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Property risks
Property risks are defined by three elements:
•

The individual’s or organisation’s ownership of an asset

•

The asset itself

•

The peril that can cause the damage, such as a fire, windstorm, flood
or theft.

Property risk exposes the owner to direct loss and indirect losses. Direct loss
is the loss of the asset, whilst indirect losses are the financial losses that
result due to the loss of the asset. Let’s look at an example: Jane’s motor
vehicle is stolen. Her direct loss would be the value of her motor vehicle.
The loss of the use of her car that leads to a loss in income is an indirect
loss.
Business risk
A business owner may suffer financial losses due to the death of a key
employee or partner.
Liability risk
This refers to the risk of being held legally liable for the unintentional or
intentional injury or damage to another person.
Investment risk
This is the risk that an investment may underperform or deteriorate in value.
1.4.3

The risk management process

As stated earlier, the financial adviser’s role is to develop a financial plan for
the client where the client’s financial risks are addressed appropriately.
Although it may not be possible to address all the risks that a client faces, it
is the role of the financial adviser to highlight the risks and implications to
the client, and then agree with the client how the risks will be handled. A risk
management process can be followed to do this.
The following is a summary of the process suggested in The South African
Financial Planning Handbook (M. Botha and Others, 2011).
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Step 1: Gather information and determine the objectives of the client
Obtain all relevant information about the client, which should include not only
financial information but also personal information and information about his
circumstances, for example, his goals and objectives for the future, stipulations
in his Last Will and Testament, whether he has existing agreements with other
parties, and so on.
It is really important to know your client and his circumstances, as this
information is required to establish the risks that the client is exposed to and
his financial needs. Knowing the client’s personal financial goals is of utmost
importance, as the possibility of non-achievement of those goals (a possibility
of an adverse deviation from a desired outcome that is expected or hoped for)
is a risk.
Step 2: Identify and establish risk management objectives (identification and
assessment of risk)
While obtaining information from the client, determine whether there is any
possibility that he may not achieve his pre-determined goals and interpret and
treat such possibility as a risk. In addition, the financial adviser should identify
all threats to the client so that they may be addressed in order to avoid
financial losses or hardship for the client.
The financial adviser should compile a risk inventory, i.e. list all identified risks
under each category of personal financial risk. Let’s look at an example (note
that this is not a comprehensive list of all risks):
Risk inventory for Jan (24)
Personal risk:
Loss of income due to disability
Loss of assets due to illness/injury
Property risk:
risk:
Loss of or damage to motor vehicle
Loss of or damage to personal property
Liability risk:
Liability due to motor vehicle ownership
Liability due to negligence related to private or professional activities
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Step 3: Analyse and evaluate the impact of risk (prioritise the risks)
In this step, the financial adviser must evaluate the identified risks in terms of
the impact of the loss and the probability that it will happen.
Keep in mind that events with a high probability of occurrence are considered
to be riskier than those events with a low probability of occurrence. In other
words: the higher the probability that an event will occur, the greater the
likelihood of a deviation from the outcome that is hoped for, and therefore the
greater the risk.

But one must also consider the impact of the loss.

The

aggregate of the probability and the impact will indicate the level of the risk.
Let’s look at Jan’s situation again.

Jan and his financial adviser rated the

Impact/Seriousness of the loss (Column A) and the Probability of the event
occurring (Column B). They have done so with reference to Jan’s personal
circumstances.
Risk inventory for Jan (24)

A

B

C

Seriousness

Probability

Level of Risk
(= A plus B)

Personal risk:
Loss of income due to disability

H

H

C

Loss of assets due to

M

M

I

H

H

C

M

M

I

H

M

I

L

L

U

illness/injury
Property risk:
Loss of or damage to motor
vehicle
Loss of or damage to personal
property
Liability risk:
Liability due to motor vehicle
ownership
Liability due to negligence
related to private or
professional activities
KEY for Column A and B:
H = High
M = Medium
L = Low
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On a scale of 0 to 5, a score of 5 out of 5 will be High, 3 out of 5 will be
Medium and 0 out of 5 will be Low.
KEY for Column C:
C = Critical
I = Important
U = Unimportant
The result in Column C is arrived at by adding the scores given in the previous
two columns:
•

A score of between 7 and 10 means that the risk is Critical.

•

A score of between 4 and 6 means that the risk is Important.

•

A score of between 0 and 3 means that the risk is Unimportant.

Critical means that the possible loss is so high that it could lead to bankruptcy.
Important means the client will have to borrow to continue with his activities.
Unimportant means that the exposure could be met without undue financial
strain.
Step 4:

Develop a risk management plan and consider risk handling

alternatives (design and implementation of the plan)
Risk management tools and techniques may include:
•

avoiding a risk altogether – usually by refraining from an activity that
could carry risk.

•

reducing the risk – take action to decrease the chance that a loss will
occur or to reduce the impact of the possible loss. An example is the
installation of an alarm system in your house to reduce the possibility
of theft.

•

transferring the financial consequences of risk – death or the loss of an
asset could ruin a person financially. Transfer the risk by taking out
life insurance or short-term insurance.

•

retention of a risk – when a client decides to carry the risk himself,
usually in terms of smaller risks. This is called self-insurance. One way
to do this is to accumulate a reserve fund to meet the losses, should
they occur. Accumulation of such a reserve fund carries an opportunity
cost for such funds to be available at the time of loss and must
therefore be highly liquid.
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Let’s see how Jan and his adviser decided to handle the risks that he is
exposed to:
Risk inventory for Jan (24)

A

B

C

Risk handling method

H

H

C

Transfer the risk by means of

Personal risk:
Loss of income due to
disability
Loss of assets due to

disability insurance
M

M

I

injury/illness

Transfer the risk of serious
injury/illness
injury/illness by means of a hospital
plan
Retain risk for dayday-toto-day medical
expenses

Property risk:
Loss of or damage to motor

H

H

C

vehicle
Loss of or damage to

Transfer risk by means of shortshort-term
insurance

M

M

I

personal property

Transfer risk by means of shortshort-term
insurance

Liability risk:
Liability due to motor vehicle H

M

I

ownership
Liability due to negligence

Transfer risk by means of shortshort-term
insurance

L

L

U

Retain the risk

related to private or
professional activities
Step 5: Implement the risk management plan
Jan’s financial adviser will implement the risk management plan by providing
cost-effective insurance options through suitable suppliers.
Step 6: Evaluation and review
Changed circumstances, such as getting married, a death in the family,
divorce, retrenchment and other changes in personal circumstances may
require a review of the risk management plan. The plan should thus be
regularly monitored.
The steps discussed above are similar to the known six-step financial planning
process (discussed in Chapter 2) and can be fitted easily into that process.
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1.4
1.4.4

The role of insurance

As self-insurance is in many instances not an option that will address client
risks sufficiently, insurance where the risk is shifted from the individual to a
group is used to address individual risks.

Insurance is defined in Webster’s

Third International Dictionary as “a means by which economic risk can be
reduced to all members of a large group by employing a system of equitable
contributions out of which losses are paid”.
Differently put, the risk is transferred to the insurer by way of an insurance
contract. For an insurance contract to come into existence, there must be an
insured, an insurer, a term specifying the risk that is being insured against,
and the amount of the risk being insured and insurable interest. In the next
section we will look at relevant aspects of the law of contract and insurance law
principles.

1.5

INSURANCE LAW, PRINCIPLES AND TERMS

1.5.1

Law of contract

The law of contract applies to insurance contracts, but also to the contractual
relationship entered into with a client. It is thus important that the financial
adviser understands the main elements of a contract.
For a contract to be valid, there must be five essential elements:
•

Consensus
Consensus means that there has been a meeting of the minds. Before
an agreement can be reached, both parties must know what the other
intends to do (perform) and agree to it. The one party will be making
an offer, and the other will be accepting that offer. Once the offer is
accepted, there is a contract.

•

Contractual capacity
Before a party can enter into a contract, he must have full capacity to
contract.

Generally, all persons 18 and older have full contractual

capacity. Minors (under 18) have limited capacity to contract and must
be assisted by their guardians. Parties that are insane do not have
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capacity to act, and any contracts must be entered into on their behalf
by their curators.
•

Physical and legal possibility
It must be possible to fulfil the contract. A contract that requires a
party to perform something illegal will not be enforceable.

•

Intention to contract
When the parties enter into a contract, they must have the serious
intention to enter into a contract. If an offer made by way of a joke is
accepted, it cannot be said that there is a valid contract.

•

Formalities
A contract can be entered into orally. Certain contracts, such as the
sale of land, however, must be reduced to writing.

As stated earlier, a legally binding contract will only exist where all the
essential elements are present. Under certain circumstances, a contract may
be defective despite all the elements being present. This will be the case when
the contract was entered into under duress, undue influence or where there
was misrepresentation by any one of the parties.
Misrepresentation is where a false statement of fact was made. In case of a
material misrepresentation, the aggrieved party may cancel the contract and
claim that both parties be restored to their original positions. This is the case
whether

the

misrepresentation

was

made

negligently,

intentionally

or

innocently. Where the aggrieved party can show that he has suffered financial
losses, and that the misrepresentation was negligent or intentional, the party
will be able to claim damages as well.
1.5.2

Insurable interest

For an insurance contract to come into being, an additional element, namely
that of insurable interest, must exist. Insurable interest exists where the
insured stands to lose financially should the object he wishes to insure be lost,
stolen or destroyed, or where the death or injury of a person will lead to
financial losses for the person wishing to enter into the contract of insurance.
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In the context of short-term insurance, the insurable interest could be a
building, trading stock, household goods, legal liability for injury, a ship, a
motor vehicle, etc.

The value of the insurable interest in the case of short-

term insurance is the actual replacement value of the object of insurance. With
regard to Short-term Insurance, this insurable interest must exist not only
when the policy is purchased, but also when the loss or damage occurs.
In the context of long-term insurance, the following are examples of insurable
interest:
•

Between spouses, life partners and engaged couples

•

Between child and parent

•

Between business partners

•

Where there is an employer-employee relationship

•

A creditor on the life of a debtor for the amount owing

•

A person who stands surety has an insurable interest in the life of the
debtor.

The value of the insurable interest is determined by conducting a risk analysis.
In certain instances, the amount of insurance cover that can be taken out is
limited by statute.

The Long-term Insurance Act limits the amount of cover

that can be taken out on the life of a child. R10 000 may be taken out on the
lives of unborn children and children under the age of 6.

R30 000 may be

taken out on the lives of children older than 6 but younger than 14.
The insurable interest for long-term insurance must be in existence at the time
of taking out the policy only.
1.5.3

Perils and hazards

A peril can be defined as a possible or chance happening which could cause a
loss. A hazard is a condition that increases the possibility of a loss occurring,
such as faulty wiring, potholes or leaky plumbing. The peril is the event such
as a fire or flood that could cause a loss.
1.5.4

Indemnity and nonnon-indemnity insurance

With indemnity insurance, the contract between the parties provides that the
insurer will indemnify the insured for material loss or damage suffered as the
result of the happening of the event (peril) insured against. The purpose of the
contract is to restore the insured to the same position as before the loss. The
amount to be paid is determined after the occurrence of the event by
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determining the extent of the loss or damage. Short-term insurance is
indemnity insurance.
With non-indemnity insurance, the sum payable is predetermined. Nonindemnity insurance generally relates to a person. Examples are life insurance,
personal accident and sickness insurance. The sum which the insured is
entitled to receive does not necessarily bear any relation to the actual loss
suffered by the insured.
1.5.5
1.5.5

Insurable risk

Not all risks are insurable. The risk insured against must be a definable,
unforeseen event or mishap that will lead to a financial loss. An insurance
company will also not take on a risk if it is not able to predict losses and
calculate a fair premium on the risk.
1.5.6
1.5.6

Duty of disclosure

A duty of good faith applies to all insurance contracts, requiring the parties to
be honest with each other in the course of their negotiation. Generally, the
insured knows more about the risk to be insured than the insurer. To rectify
this imbalance, the law compels disclosure of information between the parties.
To act in good faith entails that the parties must deal openly and honestly with
each other without suppressing material facts that may influence the judgment
of the other party.
We have seen earlier that a contract can be invalidated in case of
misrepresentation. The Long-term and Short-term Insurance Acts, however,
amended the common law principle so that the insurer cannot cancel the
contract in the case of any type of misrepresentation. The Act determines that
a policy contract may not be cancelled, nor will the obligation of the insurer be
excluded or limited or the obligations of the policyholder be increased, unless

the misrepresentation materially affects the assessment of risk.

Differently

put, the insurer cannot refuse to pay out a claim based on a client’s
misrepresentation unless it can show that the misrepresentation was material
to its assessment of the risk. Whether it was material or not will depend on
whether a reasonable, prudent person would consider that the particular
information should have been disclosed to the insurer so that the insurer could
form its own view as to the effect of such information on the assessment of the
relevant risk.
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The relevant Acts also provide that, even if a client has misrepresented his age,
the insurer will not be able to reject the claim (or invalidate the contract),
unless the client’s real age made him not eligible for benefits due to being over
the maximum age allowed at entry. The insurer is able to adjust the premiums
in case of a misrepresentation of age.
1.5.7
1.5.7

Compensation

One of the principles of insurance is that, when the insured has suffered a loss,
he should be placed in exactly the same financial position as he was before the
loss took place. Compensation is the amount that the insured will receive in
terms of his policy for the loss or damage experienced if the event was covered
in the contract. The insured will therefore only receive the compensation if he
was insured for the specific occurrence. In the context of short-term insurance,
the compensation will only be received in full if the insured was not underinsured.
If an insured person under-insures his assets, he is actually self-insuring to a
certain extent. Insurance companies apply the principle of Average to claims
where the insured has under-insured the assets. The result is that the
compensation paid is reduced in direct proportion to the amount of underinsurance.
Insurers need to receive the correct premiums for the full extent of their risk to
build up adequate risk pools from which claims are paid. If these risk pools are
insufficient, the short-term insurer will either cease to exist or will need to
increase premiums to such an extent that short-term insurance would become
unaffordable for most people.
To calculate a fair settlement of an insured’s claim relative to the premium that
he paid to the insurer, the Average formula is applied. Let’s look at an
example:
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The Average formula:
Settlement =

Total sum insured x Amount of claim
Actual value of insured item

E.g. If a house worth R500 000 is insured for R300 000 and a loss of R100 000
occurs, the claim settlement will be calculated as follows:
Settlement =

R300 000 x R100 000
R500 000

=

R60 000

60% of the claim is thus paid. The insured is considered to be his own insurer
for the remaining R40 000 of the loss sustained (the full loss of R100 000 less
the R60 000 paid by the insurer).
The Average principle only applies to contracts of indemnity (short-term
insurance) and does not apply to life insurance contracts.
1.5.8
1.5.8

Proximate cause

Proximate cause refers to the direct or dominant cause that resulted in a loss
which is covered by short-term insurance. For a loss to be paid under a shortterm insurance policy, it must have been caused by an insured event.

The

principle of proximate cause is related to, and is indeed about, the perils which
are stated to be covered in the policy.
Insured perils must be clearly defined in car insurance policies, for example,
fire, theft, carjacking, accidental damage. Proximate cause allows insurers to
issue policies for certain perils only, while there are other perils or causes that
they may decide to exclude. Insurance companies may also exclude certain
results. The number of different proximate causes or insured perils will be
taken into account when the insurance premium is calculated.
The proximate cause also indicates that the loss should have been the result of
an event which was not interrupted by another event. If another, independent
event is the cause of a loss, and this secondary event is not covered as an
insured peril, the insurance company cannot be held liable. Therefore, unless
the loss is proximately caused by an insured peril, the claim will not be paid.
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Let’s look at an example:
Furniture is thrown out of a burning house to stop the spread of the fire and it
is damaged in the process. The insured made a prima facie case that the
proximate cause of the damage was the fire. The insurer is obliged to
indemnify the insured for the loss that was proximately caused by an insured
peril.
1.5.9
1.5.9

Contribution

The general principle with indemnity insurance is that the insured cannot be
placed in a better position after instituting a claim.

An insured cannot, for

example, insure an item with two different short-term insurers and claim for a
loss from both.
It may occur, perhaps due to an oversight, that an item is insured with more
than one insurer. In such a case, the contribution condition is enforced at the
time that a loss occurs.

According to the contribution condition, each policy

provider should only be responsible for a rateable proportion of the loss in the
ratio that the insured sum, in their policy issued to the insured, bears to the
loss.
1.5.10
1.5.10 Excesses
Excesses apply to claims, known as the first cash amount which the claimant
has to pay on a claim. For example, the excess on a motor vehicle policy may
be a sum of R1 500. If the client had an accident and a claim of R8 000 was
approved, then he would have to pay the first R1 500 and the balance of the
claim to be paid would be R6 500.
Excesses are imposed for two reasons:
•

To avoid the insured putting in frequent, small claims which should be
borne by the insured because they are foreseeable losses – we all lose
little things from time to time.

•

To make the insured a co-insurer so that he bears a portion of the loss.
This, it is hoped, will encourage a responsible attitude to managing
risks and avoiding loss or damage.
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1.5.11
1.5.11 Subrogation
Subrogation is the right of one party to step into the ‘shoes’ of another party
and take up the latter’s legal rights against a third party.
For example, an insurance company pays a claim for damages to an insured
storekeeper for losses caused by a negligent contractor. The policy's
subrogation clause gives the insurer the right to be subrogated to, or take on
as its own, the storekeeper's claim and to sue the contractor for damages.

1.6

TYPES OF FINANCIAL PLANNING AREAS

As can be grasped from the discussion on different financial needs and risk
management, the financial planner may be expected to provide many different
types of financial planning services.

The different financial planning areas are

briefly stated below, and will be discussed in detail in chapters to follow in this
book.
1.6
1.6.1

Death and disability planning and providing
providing for dread disease

We have seen under the discussion on wealth protection that a client and his
family can suffer financially in the event of untimely death, temporary or
permanent disability or an illness like cancer or a stroke.
These events can be insured against by taking out non-indemnity insurance.
The relevant financial products are regulated by the Long-term Insurance Act
52 of 1998.
In Chapter 6 we will look at planning for these events in more detail.
1.6.2

Retirement planning

One of the most important wealth-creation goals is to accumulate sufficient
funds for retirement.

Retirement planning is about assisting a client with

establishing his retirement goals, analysing existing provisions made and
developing financial strategies during the client’s working years with the
objective of obtaining and maintaining financial security throughout his
retirement years.
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In Chapter 7 we will cover the retirement planning process and the funding of
retirement goals.
1.6
1.6.3

Business assurance

Many clients are business owners running their businesses either on their own
or in partnership with other business owners.

Specific needs of business

owners include, amongst others, the transfer of the business in the event of
the owner or co-owner’s death, protection against the loss of a key employee
due to death or disability and the retention of skilled employees.
In Chapter 8 we will discuss how a business client can plan for these needs by
making use of life assurance solutions.
1.6
1.6.4

Investment planning

Investment is the commitment of money to real and/or financial assets for a
given period to accumulate wealth over the long term. We have seen under
the discussion on wealth creation that clients may have different reasons for
investing. The specific reason or financial goal, and also the client’s attitude
towards risk, current financial position and tax status will determine the
appropriate investment plan for the specific client.

In order for a client to

achieve his investment objectives, the client (and adviser) must consider
various investment planning principles and economic indicators.
In Chapter 9 we will cover investment planning principles, relevant investment
planning, theoretical, tax and legal concepts, investment planning options and
the investment planning process that will enable the financial adviser to assist
the client.
1.6
1.6.5

Estate planning

Estate planning is about how a person’s assets are organised during his lifetime
and how the disposition of his assets is planned so as to ensure that he, his
family and other beneficiaries may enjoy the maximum benefit from his estate
after his death. This will, for example, include having a Last Will and Testament
in place, and minimising estate liabilities or the effect thereof in the event of
death. These aspects will be covered in Chapter 10.
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1.6.6 ShortShort-term planning
Short-term insurance is insurance where the insurer indemnifies the insured
for material loss or damage suffered as the result of the happening of the
event (peril) insured against.

Short-term insurance and typical contract

terms will be discussed in Chapter 11.
1.6.7 Healthcare planning
A risk that many clients are exposed to is the risk of financial ruin due to
medical expenses. It forms part of wealth protection and will be discussed in
Chapter 12.
Holistic financial planning services generally consist of all the generic
disciplines listed above.

Summary
Financial needs can be broadly categorised into wealth protection and wealth
creation.

Wealth protection is about a client’s need to protect himself, his

family and his assets against losses caused by unforeseen events. This will
include protection against the loss or destruction of assets in a fire or through
theft, the loss of income or assets due to death or disability, and the loss of
assets due to contracting a severe illness or experiencing other health
problems. Wealth creation focuses on the need for the client to create new
assets and to add to the value of assets he has accumulated. Wealth creation
includes saving for a particular goal or investing money (capital) which is
already available, and this is where existing funds are reinvested for growth or
income.
The financial needs of a particular client depend on his life stage - whether the
client is young and single, or married with no children, or married with
children, divorced, retrenched or retired.
Risk is a condition in which there is a possibility of an adverse deviation from a
desired outcome. When the adversity or loss involves a financial loss, it is
called a financial risk.
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Personal financial risks include:
•

risks associated with one’s family, which involves the possibility of loss
of income or assets as a result of the loss of the ability to earn income.

•

property risk, which consists of two distinct types of loss: direct loss
and indirect loss.

•

business risk, which indicates financial losses that a business could
suffer for various reasons, for example, the death or disability of a
skilled and experienced key business owner or employee.

•

liability risk, which refers to the risk of being held legally liable for the
unintentional injury of another person or damage to his property.

•

investment risk, which means the risk that an underlying investment
may under-perform or devalue.

Risk management is the identification, assessment and prioritisation of risks,
followed by the design and implementation of procedures that minimise the
occurrence of the loss or the financial impact of the losses that do occur.
The role of the financial adviser is to assist individuals in managing their risks.
The steps to be used are:
Step 1: Gather information and determine the objectives of the client
Step 2: Identify and establish risk management objectives
Step 3: Analyse and evaluate the impact of risk
Step 4: Develop a risk management plan and consider risk handling
alternatives. Risk management tools and techniques being considered during
this step are:
•

avoiding risks altogether.

•

reducing the risk.

•

transferring the financial consequences of risk by taking out life or
short-term insurance.

•
In

retention of a risk.
assisting clients or

investors in managing

their financial and risk

management needs and requirements, the following goals must be addressed:
•

An emergency fund (covering the risk of financial ruin due to incurring
unexpected expenses)

•

Sufficient life, disability and dread disease cover to provide income and
capital to the client and/or his dependants
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•

A comfortable retirement (covering the risk that one may outlive one’s
funds after retirement)

•

Provision for one’s health needs (covering the risk of financial ruin due
to huge medical expenses)

•

Insurance of one’s possessions (covering the risk of loss/destruction of
property)

•

Provision for children’s education.

Step 5: Implement the risk management plan
Step 6: Evaluate and review
Insurance law, principles and terms:
Insurance is defined as “a means by which economic risk can be reduced to all
members of a large group by employing a system of equitable contributions out
of which losses are paid”.
For an insurance contract to come into existence, there must be an insured, an
insurer, a term specifying the risk that is being insured against, and the
amount of the risk being insured and insurable interest.
Insurable interest is where the insured stands to lose financially should an
asset be lost/damaged or where the death or injury of a person will lead to
financial losses.
For a risk to be insured, the unforeseen event or mishap must be defined or
definable. It is known as the insured risk.
The duty of disclosure requires the parties to an insurance contract to disclose
material facts that may influence the judgment of the other party. The insurer
can refuse to pay out a claim based on a client’s misrepresentation if the
misrepresentation was material to its assessment of the risk.
A principle of insurance is that the insured should be placed in the same
financial position as he was in before the loss took place.
Insurance companies apply the principle of Average to claims where the
insured has under-insured the assets. The Average formula:
Settlement =

Total sum insured x Amount of claim
Actual value of insured item
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Proximate cause refers to the direct or dominant cause that resulted in a loss
which is covered by short-term insurance.
An insured cannot insure an item with two different short-term insurers and
claim for a loss from both. The contribution principle will apply.
An excess is the first cash amount which the claimant has to pay on a claim.
Subrogation gives the insurer the right to own the insured's claim and to sue
the negligent party for damages.
A hazard is a condition that increases the possibility of a loss occurring. A peril
is the event that causes a loss.
Indemnity insurance contracts indemnify the insured for material loss or
damage suffered as the result of the happening of the event (peril) insured
against.
With nonnon-indemnity insurance contracts,
contracts the sum payable is predetermined.
Financial planning areas
Different financial planning areas arise depending on the risks that the client is
exposed to:
•

Death and disability planning and providing for dread disease (Chapter
6)

•

Retirement planning (Chapter 7)

•

Business assurance (Chapter 8)

•

Investment planning (Chapter 9)

•

Estate planning (Chapter 10)

•

Short-term planning (Chapter 11)

•

Healthcare planning (Chapter 12).
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Self-Assessment Questions
Select the correct answer:
1.

Financial risk is...
a)

a peril or danger that can cause the loss of assets.

b)

a condition in which there is a possibility of an adverse
deviation from a desired outcome that is expected or hoped
for.

c)

where the result will be a financial loss if there is a chance that
an outcome that is hoped for does not materialise.

d)
2.

also known as non-indemnity events.

Sheridan insured his motor vehicle for R75 000, while the motor
vehicle is valued at R90 000. He was in an accident which caused
damage of R20 000. The policy document contains an Average clause.
a)

The settlement amount will be R16 667.

b)

The full loss of R20 000 will be paid, as the vehicle was insured
for more than that (R75 000).

c)

Sheridan will have to pay an excess amount.

d)

As the aim of indemnity insurance is to compensate the insured
for material loss or damage suffered and put him back in the
position that he was in before the accident, the damages of
R20 000 will be paid.

3.

Inus and Benade are co-shareholders in a small manufacturing
business. Inus took out life cover of R5 000 000 on Benade’s life two
years ago. Benade has now sold his shares to Sias. Benade
unexpectedly dies in a motor vehicle accident.
a)

The R5 000 000 life cover will not pay out to Inus as no
insurable interest existed between him and Benade at the time
of Benade’s death.
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b)

The R5 000 000 life cover will pay out to Sias.

c)

The R5 000 000 life cover will be paid to Benade’s estate.

d)

The R5 000 000 life cover will be paid to Inus.
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4.

Sonny (14) is a child-prodigy violin player. He wants to insure his life
against the possible loss of income for his family in the event of his
death.
a)

Sonny will be able to do so as the insured amount is less than
R30 000.

b)

Sonny will not be able to so as he has not reached age 21.

c)

Sonny will be able to take out life assurance with the
assistance and consent of his guardian.

d)

Sonny will be able to take out life assurance with the
assistance and consent of his guardian, but the insured amount
will be limited to R30 000.

5.

Jane’s Will contains a clause in terms whereof she leaves her house to
her sister, Shirley, on condition that she pays their other sister, Erin, a
bequest price of R500 000. Shirley took out a policy on Jane’s life to
fund the bequest price. Jane (45) passed away and it transpired that
Jane lied about her age in the application form.
a)

The policy will not pay out as there is no legally recognised
insurable interest between siblings.

b)

The policy will not pay out as Jane broke the duty of good faith
that exists between the parties to an insurance contract.

c)

Due to the provisions of the Long-term Insurance Act, the
insurer will not be able to reject the claim.

d)

The

policy

will

not

misrepresentation;

the

pay

out

aggrieved

as

there

party

was

may

material

cancel

the

contract and claim that both parties be restored to their
original

positions.

misrepresentation

This
was

made

is

the

case

negligently,

whether

the

intentionally

or

innocently. Where the aggrieved party can show that he has
suffered financial losses, and that the misrepresentation was
negligent or intentional, the party will be able to claim
damages as well.
6.

Elias entered into a short-term contract to cover his motor vehicle
against theft and damage. In terms of the contract, an excess of
R2 000 is imposed. When Elias entered into the contract, he failed to
disclose that two years earlier he had suffered a minor loss to his
motor vehicle while being insured by a second insurer. Elias was
allocated a six-year no claim bonus. A year later Elias’ motor vehicle
was damaged.
a)

Due to the non-disclosure of the previous damage, the excess
will become payable.
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b)

If a reasonable person would have considered the fact of the
previous damage reasonably relevant to the risk and its
assessment by an insurer, the non-disclosure will be viewed as
material.

c)

The insurer will always be able to successfully repudiate
liability due to the fact that non-disclosure took place.

d)
7.

Elias will have to repay the no claim bonus.

A risk management analysis has shown the risk of loss of income and
the risk of liability due to negligence relating to the client’s professional
activities to be critical. The risk management options available to the
client are:
a)

taking out long-term and short-term insurance.

b)

avoiding the risk, reducing the risk or self-insurance.

c)

avoiding the risk, taking actions to decrease the chance that a
loss will occur or to reduce the impact of the possible loss,
transferring the financial consequences of the risk, or retention
of the risk.

d)
8.

taking out life assurance, short-term insurance or self-insure.

A risk inventory compiled for a young married client includes the risk of
financial losses due to the death of an employee (Risk 1), and the risk
of loss of income due to death (Risk 2). The probability of Risk 1 was
rated a 4 out of 5, and the probability of Risk 2, 3 out of 5.

The

seriousness of Risk 1 was rated 2 out of 5 and the seriousness of Risk
2, 4 out of 5.
a)

It will be more important to address Risk 1 first because the
probability of that event occurring is the highest.

b)

The impact of Risk 1 is more severe, and should be addressed
first.

c)

As the probability of Risk 2 received a score of 3, it is viewed
as unimportant.

d)

The aggregate of the probability and impact will indicate the
level of the risk.

9.

The risk that a client’s investment portfolio may under-perform:
a)

is classified as a wealth-protection need.

b)

is classified as a wealth-creation need and may be addressed
using products governed by the Short-term Insurance Act.

c)

may be addressed by planning for the impact of contracting a
dread disease.
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d)

may be addressed by investment planning and product
solutions governed by the Collective Investment Schemes Act,
Long-term Insurance Act and/or Pension Funds Act.

10.

A young unmarried client typically has the need for:
a)

life cover.

b)

disability cover.

c)

disability cover and short-term insurance.

d)

bond cover.
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Self-Assessment Answers
1.

c)

2.

a)

3.

d)

4.

c)

5.

c)

6.

b)

7.

c)

8.

d)

9.

d)

10.

c)
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Chapter

2
The financial planning process
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Describe how the FAIS General Code of Conduct is applied when providing financial advice
to a client.
Discuss the disclosures that should be made to clients, both upfront and ongoing.
Discuss the importance of cash management strategies, including but not limited to an
emergency fund, debt management, etc.
Discuss how the client’s financial statements/means statements are interpreted.
Discuss the relevance of disclosures, records of advice and the FAIS General Code of
Conduct when developing a financial planning report Step 5.
Discuss the reasons for reviewing and monitoring a financial plan, including but not limited
to:
•

changes in personal circumstances of the client.

•

changes in client goals and objectives.

•

changes in legislation.

•

introduction of new products and services.

SKILLS CRITERIA
Provide disclosures to clients.
Gather relevant information by completing a questionnaire/asking relevant questions
where applicable.
Determine the client’s risk profile (including age and affordability).
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Gather data in terms of capital and income requirements (excluding the resultant rate) in
order to define personal and financial goals of the client by determining:
•

the client’s ability to save.

•

the client’s attitude towards debt.

•

the client’s assets and liabilities, cash flow, income, net worth and budget.

•

the client’s tax position.

Adjust recommendations in accordance with changes in the client’s life cycle and personal
circumstances.
Rebalance portfolios as required in order to meet the client’s changing needs.
Produce a comprehensive and understandable financial planning report for a client.
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Purpose
In this chapter we will review the Six-Step financial planning process to be
employed by financial advisers.

2.1

THE SIX-STEP FINANCIAL PLANNING PROCESS

As discussed in Chapter 1, financial planning is the process of identifying,
quantifying and addressing the needs of a client, as well as the process of
performing regular reviews of the client’s financial plan.
In terms of Section 2 of the FAIS General Code of Conduct, a financial adviser
has a general duty to, at all times, render financial services honestly, fairly,
with due skill, care and diligence, and in the interests of the client and the
integrity of the financial services industry. When a financial adviser has thus
taken on a client, the financial adviser has a particular duty of care towards
that client. Following a standardised process (the Six-Step financial planning
process) diligently when giving financial advice to clients assists the financial
adviser to render a professional service and exercise his duty of care towards
his client.

In addition, many of the other FAIS requirements will have been

met in the process.
The Six-Step financial planning process is an internationally acceptable process
that has the objective of achieving a globally accepted benchmark. The process
is also prescribed by the Financial Planning Institute. The financial planning
process consists of six main steps that will be discussed in more detail below:

2.2

STEP

1:

ESTABLISH,

DEFINE

AND

AGREE

ON

THE

RELATIONSHIP

During this step, the financial adviser and the client need to agree on the
nature and scope of their relationship. The financial planner needs to explain to
the client what services and products he can offer and how he wants to be paid
for the services.

It is also important for the financial planner to inform the

client of the financial planning process steps that he will take in rendering the
financial service to the client.
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The planner also needs to make the necessary disclosures to the client as
required by legislation. He must, for example, tell the client about himself and
his experience, and provide an outline of the products and services he is
authorised to deal with. See the textbox below for more detail:
The FAIS General Code of Conduct requires that a financial services provider or
representative provides the client with the following information at the
‘“earliest reasonable opportunity”:
•

Full business and trade names, registration number (if any), postal and
physical addresses, telephone and, where applicable, cellular phone
number, and internet and e-mail addresses, in respect of the relevant
business carried on, as well as the names and contact details of
appropriate contact persons or offices.

•

Concise details of the legal and contractual status of the provider as
regards

the

relevant

product

supplier

(or,

in

the

case

of

a

representative, as regards the relevant provider and product supplier),
to be provided in a manner which can reasonably be expected to make
it clear to the client which entity accepts responsibility for the actions
of the provider or representative in the rendering of the financial
service involved, and the extent to which the client will have to accept
such responsibility.
•

Names and contact details of the relevant compliance department or,
in the case of a representative, such detail concerning the provider to
which the representative is contracted.

•

Details of the financial services which the provider is authorised to
provide in terms of the relevant licence and of any conditions or
restrictions applicable thereto.

•

Whether the provider holds suitable guarantees or professional
indemnity or fidelity insurance cover or not.

•

Whether a representative of a financial services provider is rendering
services.

•

The existence of a specific exemption that the Registrar may have
granted to the financial services provider. This includes any exemption
granted by the Act.

When the information is provided orally, the financial planner must confirm it in
writing to the client within 30 days.
The client needs to communicate his requirements to the planner and he needs
to ensure that he understands what the planner can offer. The planner has to
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decide whether he can meet the needs of the client with his competencies,
knowledge and skills, and the services that he is authorised to render. Taking
on a client if you are not qualified to render him the services he requires is a
waste of time, and will negatively impact the credibility of the adviser.
The roles of both the client and financial planner and the scope of the
engagement must be clarified during this step. The following aspects should
be covered:
•

The

parties

to

the

agreement

and,

if

applicable,

their

legal

relationships.
•

The services offered by the financial planner.

•

Arrangements concerning any fees and/or commissions payable.

•

Information on existing conflicts of interests and agreement to disclose
subsequent conflicts of interests when they arise.

•

Duration of the engagement and procedures on how and when it may
be terminated.

•

The responsibilities of both the client and the financial planner.

•

Procedures for resolving any claims and complaints against the
financial planner.

•

How and when the client’s financial plan will be implemented and
reviewed.

The client and the financial planner may decide to document their agreement
to avoid any possible misunderstandings. Once the relationship has been
defined, the adviser can move on to Step 2.

2.3

STEP 2: GATHER CLIENT INFORMATION

The financial adviser needs to gather all the relevant information from the
client that could assist him in analysing the client’s situation. This information
will include personal details such as marital status, income and age as well as
information on the client’s assets and liabilities and his financial objectives and
priorities. This information is of a highly personal nature and must be regarded
as strictly confidential. It is important that the financial adviser also confirms
with the client that the information will be handled as such. The FAIS General
Code of Conduct specifically provides that a financial adviser may not disclose
any confidential information obtained unless the client provides written consent
or where the disclosure of the information is required in the public interest or
under any law.
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If a client does not supply all the necessary information to the financial
planner, a full personal needs analysis will not be possible. In such a case, the
planner would need to ensure that the client is aware of the implications of an
incomplete analysis. The FAIS General Code of Conduct deals with the situation
where a client does not provide all information and provides that the adviser
must ensure that the client understands that a full analysis in respect of the
client cannot be undertaken and that there may be limitations on the
appropriateness of the advice provided; and the client should take particular
care to consider on his own whether the advice is appropriate considering the
client’s objectives, financial situation and particular needs.
Many advisers have tried to use the section to argue that a client may thus
waive the right to a financial needs analysis.

In the matter between Alan

Robert Stephenson versus Nedbank Limited (Case No: FOC/540/05/KZN/(1)),
decided in 2005, the FAIS Ombud held that the client may not waive the
benefit of having a needs analysis done before being advised by a financial
adviser. Section 21 of the FAIS Code provides that no provider may request or
induce, in any manner, a client to waive any right or benefit conferred on the
client by the Code, and he may also not recognise, accept or act on such
waiver by the client. The waiver is in fact null and void. The Ombud confirmed
in this case that the rationale behind the FAIS Act and various codes is to
ensure the protection of the consumer and to uphold the integrity of the
financial services industry. He also illustrated that, had an analysis been
conducted, the complainant’s need to use funds within a short space of time
would have been taken into account, and that the client would not have
suffered the loss – the costs attendant to disinvesting in a unit trust
investment.
2.3.1

The types of information required

The information required to perform the financial needs analysis includes
information

to

identify

the

client’s

personal

and

financial

objectives,

quantitative data and qualitative data that will give an indication of the client’s
values and attitudes towards money, and previous financial product and
financial planning experiences.
The information can be gathered by completing a questionnaire and/or by
asking relevant questions.

The more successful you are in gathering the

necessary data and information, the better and more relevant your advice will
be. There is a skill in asking questions. The type of information gathered will
depend on how questions are asked. Open questions (as opposed to closed
questions) will allow for a more detailed response.
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Information to be gathered includes:
•

personal details of the client, including date of birth and marital status.

•

details of dependants.

•

income and expenses.

The income and expenditure account will also give the financial planner a fairly
good idea of how the client manages his budget and his ability to save. The
client’s cash flow will be determined by the difference between his income and
expenses.
The best way to determine the client’s objectives (in the event of death,
disability and retirement, for example) is for the client to draw up a monthly
expenditure account or budget. When considering the income objectives (on
retirement, death or disability), the client must decide whether a particular
expense will increase, decrease or disappear in the event of his retirement,
death or disability. The total amount of expenses can then be regarded as the
client’s after-tax income objective.
•

Assets and liabilities
When gathering details regarding the client’s assets, one will note that
certain assets can be used to earn an income, and others not. Details
of assets such as the house, motor vehicles, personal effects and cash
on hand are necessary information for estate planning purposes, but
these assets cannot be used for investment planning purposes.

The

assets are sometimes referred to as fundamental assets. Investment
assets, such as shares, fixed interest-bearing investments, etc., will be
used for investment planning purposes.
When gathering asset details, market values, base cost values (where
relevant for CGT purposes) and ownership must be clarified.
The client may have liabilities against assets (such as bonds) or
unsecured, short-term debt, such as overdrafts, loans and accounts.
The interest rates payable on these debts must be established.
The difference between the client’s total assets and total liabilities will
give an indication of the client’s net worth.
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•

All insurance policies and retirement funds
Full details: ownership, benefits, proceeds, beneficiary nominations,
etc., will be required. These benefits represent existing provision made
towards goals.

•

Details of the provisions of the client’s Last Will and Testament
This will be required not only to establish possible estate liabilities, but
also to see how and whether dependants may benefit from the client’s
estate.

•

The client’s preferences in terms of taking risk, etc.
Risk profiling will be discussed in detail in Chapter 9 on Investments.
For purposes of this chapter, it is sufficient to know that the financial
adviser has to gather enough information to be in a position to
determine the client’s risk profile.
quantitative

information

such

as

This will include not only

the client’s

time

horizon

and

affordability, but also qualitative information such as the client’s
financial experience, financial literacy and sophistication, tolerance
towards risk, lifestyle issues, health, etc.
•

Details of medical scheme membership

•

The client’s tax situation

•

Financial objectives, needs and priorities.

2.4

STEP 3: ANALYSING THE CLIENT’S FINANCIAL SITUATION

To analyse means to investigate, dissect, consider and evaluate. An analysis of
the client’s financial situation entails a process of determining what provision
the client has in place for each of his financial needs, and then determining
whether the current provision is sufficient to meet the client’s needs and
objectives.
This step thus entails the quantification of the client’s financial needs. A capital
needs analysis must, for example, be conducted to establish the actual capital
amount needed to meet the client’s and/or his family’s needs in the event of
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his death, disability, retirement and specific savings. The total value required
for each of these needs must be calculated and then compared to what the
client has in place.
For investment planning, the analysis will also include a study of the client’s
current investment portfolio in terms of liquidity, term, risk and taxation.
2.4.1
2.4.1

Cash management

Many clients do not live within their financial means and do not know why they
are constantly overdrawn. The solution is to take the time to itemise their
spending and clearly understand what they are spending their money on. A
detailed income and expenses analysis will show the unnecessary spend on
take-aways, dinners out, music, entertainment, electronic and fashion goods.
By doing a budget, the client is forced to think about how much money will be
spent on specific areas, and items are prioritised according to importance. The
idea with a budgeting exercise is to instil financial discipline.
A cash flow analysis will show the client whether he is living within his means
or not, and whether there are surplus funds available for investment. The
income and expenditure detail gathered in the previous step will be used for
this analysis. The client’s age, lifestyle, occupation and life-cycle stage will
impact on cash available. The position may change (for example, when the
children grow up and leave the house). The cash flow analysis should therefore
be reviewed over time.
In South Africa, household debt as a percentage of disposable income is 80%
of disposable income. The average South African is thus using most of his
disposable income to pay off debt. A big problem is that many people believe
that wealth lies in driving the latest expensive motor vehicle and keeping up a
certain lifestyle as opposed to building real wealth through savings.

A client

can be indebted for other reasons too, such as unexpected medical expenses or
retrenchment. Once indebted, however, a debt management plan should be
put in place. If lifestyle was or is the cause of excessive debt, a budgeting
exercise where unnecessary spend is curbed should be put in place.
A financial adviser can also assist by analysing existing debt, repayment terms
and interest payable. Debt management strategies could include paying off the
debt with the highest interest rates first, transferring the more expensive debt
to one with a lower interest rate, consolidating debt, liquidating investments to
pay off debt and paying additional cash into mortgage bonds. The interest rate
payable will guide the client as to whether surplus funds should be used to
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settle debt or whether it would be more useful to invest the funds. In most
cases it is preferable to settle debt first. If, however, the after-tax return that
can be earned is higher than the interest rate paid, the client may choose to
invest the funds available.
The problem with excessive spending and debt is that nothing is left for
investment or retirement planning. Clients should be assisted in formulating
clear goals and plans as opposed to just living from one salary cheque to the
next.
Clients should also have an emergency fund in place to cover sudden and
unexpected expenses, such a motor vehicle breaking down or an appliance
packing up.

The size of the fund (normally between 3 and 6 months’ living

expenses) will depend on the client’s particular circumstance. The funds should
be invested in a highly liquid, low-risk investment such as a bank or money
market account. Having an emergency fund in place will avoid the need to go
into debt in case of an emergency, and might eliminate the need for certain
types of short-term insurance.
2.4.2.

The capital needs analysis

Certain financial planning areas require the financial adviser to perform a
capital needs analysis. In this section, will we look at what a capital needs
analysis is and how it is performed.
The purpose of a capital needs analysis is to determine whether there is a
shortfall or surplus between the client’s requirements and his current
provisions. The process can be illustrated as follows:
CLIENT’S REQUIREMENT (NEED)

LESS
CLIENT’S EXISTING PROVISION

EQUALS
SHORTFALL OR SURPLUS
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Establishing the client’s requirement entails the quantification of the client’s
financial needs. In other words, a calculation to establish the actual capital
amount needed to meet the client’s and/or his family’s needs in the event of
the client’s death, disability or retirement must be performed.
The existing provision could be any investments, insurance or assets set aside
or taken out to cover the specific need.
Where the result of the analysis is that of a surplus, the client has made more
than sufficient provision to cover his particular requirement. Where the result is
that of a shortfall, the financial planner must investigate and propose
alternative solutions to address the shortfall.
Steps in conducting the capital needs analysis
The basic steps in the process of conducting a capital needs analysis are:
1.

Determine the income objective.

2.

Deduct income already provided for.

3.

Determine the shortfall or surplus in income.

4.

Convert the income shortfall to a capital amount.

5.

Add other liabilities and capital requirements.

6.

Deduct any capital amounts available.

7.

Determine the shortfall or surplus.

Step 1: Determine the income objective
The client needs to consider his own or his dependants’ income requirement in
the event of death, disability and retirement. This amount needs to be stated
as a monthly amount and is then converted to an annual amount by
multiplying the monthly need by 12.
The income objective established by using a monthly expenditure amount will
give a more accurate after-tax need. Where a percentage of salary or current
income is used to determine the client’s need, the estimated need will be a
pre-tax need.
Step 2: Deduct income already provided for
In this step, the income amounts (if any) that will be available or become
payable in the event of death, disability and retirement must be deducted.
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This will include:
•

pension income payable by retirement funds upon retirement.

•

widow’s or orphan’s pension payable by retirement funds on death.

•

disability income benefits payable by retirement funds or disability
protection plans.

•

income amounts payable by group life cover schemes.

•

rental, business or other income that will be available after retirement,
death or disability.

Remember that this amount must also reflect the annual income that will be
available. The income available can only be deducted if the income will escalate
at the same rate as the income need. If the available income is not escalating
at the same rate, it will have to be capitalised and considered as capital
available.
Step 3: Determine the shortfall or surplus in income
By deducting the income already provided for (Step 2) from the income
objective (Step 1), it will be established whether there will be an income
shortfall upon death, disability or retirement.
When determining whether there is an income shortfall or not, it is important
to check that pre-tax income available is deducted from a need stated in pretax terms. Alternatively, where the need is stated in after-tax terms, the aftertax income available must be deducted.
Step 4: Convert the income shortfall to a capital amount
In this step, the capital amount required to provide the income shortfall must
be established. The conversion of the income shortfall to a capital amount can
be done either by using conversion tables or a financial calculator. In this
module, we will look at how a financial calculator is used.
When converting the income shortfall to the capital amount required, the
following factors must be considered:
Inflation
Inflation results in the reduction of the buying power of money. The income
need will therefore escalate at a rate at least equal to inflation for the client
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and/or dependants to maintain their standard of living. The capital amount
required must therefore be sufficient in size to provide an escalating income.
Investment return
The capital needs analysis requires the planner to make an assumption of an
investment return that will be earned on the funds invested. The higher the
assumed growth rate, the smaller the capital amount required to produce a
particular income will be. It is important, however, to be realistic in your
assumptions to ensure that sufficient capital is provided to meet the client’s
and/or dependants’ needs.
Term
This is the term for which the income is required. The longer the term for which
the income is required, the higher the amount of capital required will be.
In the event of planning for death, the term depends on the age of the
dependants and until when income must be provided for that particular
dependant. For example, if a client wants to ensure that his 45-year-old wife
with an assumed mortality age of 80 will be taken care of for the rest of her
life, the term will be 35.
For disability planning, the current age of the client is important, as it
determines for how many years disability income will be required.
For retirement, the period between the retirement age and the client’s
expected mortality age is important. The younger the client is at retirement,
the longer the term, and the higher the amount of capital required.
Step 5: Add other liabilities and capital requirements
requirements
In the event of death, retirement and disability, a number of liabilities must be
settled. Cash will be required to settle:
•

outstanding debts, such as bonds or amounts owed on motor vehicles.

•

estate liabilities such as estate duty and executor’s fees in the event of
death.

•

specific capital expenses, such as new motor vehicles or adjustments
to his house or car in the event of disability.

The amount of this capital need is added to the capital established in Step 4.
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Step 6: Deduct any capital amounts available
This step entails the deduction of capital amounts that become available in the
event of death, disability or retirement. Examples of these could be:
•

lump sums from life or disability cover.

•

retirement fund lump sums.

•

investments such as unit trusts.

•

assets that must be sold in the event of death, disability and
retirement.

It should be noted that the liquidation of certain assets and/or payment of
certain lump sums will lead to taxation, the impact of which should be
considered.
Step 7: Determine the shortfall or surplus
The final step is to compare the total capital required against the total amount
of capital available to establish whether there is a shortfall or surplus. If there
is a shortfall, the shortfall amount is an indication of the amount of life cover
needed or disability cover needed or additional capital required to retire
comfortably.
An example of a basic capital needs analysis
In the chapters on the different financial planning areas, the calculations will be
looked at in more detail.

The following is a basic illustration of the steps

discussed above.
John (40) wants to make sure that there will be sufficient funds in the event of
his death to provide for his wife, Alice (40), until she turns 80. He wants her to
enjoy a pre-tax income of R96 000 per annum.

His pension fund will pay a

widow’s pension of R60 000 (before tax) per annum. The total estate liabilities
in the event of his death are estimated to be R200 000. The total amount of
life cover available on his death is R500 000.
Rates and assumptions:
Inflation is assumed to be 5%, and John believes that an investment return of
7% will be achievable over the period of investment.
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Determine the income objective

R

96 000

Deduct income already provided for

R

60 000

Determine the income shortfall

R

36 000

Convert the income shortfall to a capital

R1 020 517

amount (this amount was calculated
using a financial calculator)
Add other liabilities and capital

R

200 000

requirements
R1 220 517
Deduct any capital amounts available

R

500 000

Determine the shortfall or surplus

R

720 517

John therefore requires additional life cover in the amount of R720 517 in order
to ensure that his objectives in the event of his death will be met.
We have now seen, under the discussion on cash management and capital
needs analysis, how the client’s financial statements or means statements
(cash flow and balance sheet) are interpreted against his financial goals. What
is also important to note is that part of this analysis must include an analysis of
the client’s existing insurance portfolio. Aspects such as the structure of the
product, the amount of the premium in relation to the cover, the risk
associated with the product, costs and whether the product will assist the client
with achieving his goals must be covered. Also note that, where product
replacement is being considered, the financial adviser will have to properly
analyse and compare the product to be terminated against the replacement
product to establish whether and how the replacement will be in the interests
of the client. (See the disclosures to be made in Step 4 in 2.5 below and forms
required in Step 5 in 2.6 below.)
The different financial planning areas that may need to be analysed will depend
on the needs of the particular client but will generally include: risk
management (capital needs in the event of death, disability and dread disease;
short-term and health needs), investment planning, retirement planning,
estate planning and business assurance planning. The analyses required for
these areas will be discussed in the relevant chapters later in this module.
The analysis of the client’s current financial situation and evaluating it
against the client’s goals and objectives will show areas that need to be
addressed. The next step would be to make recommendations based on the
result of the analysis.
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2.5

STEP

4:

MAKE

RECOMMENDATIONS

ON

POSSIBLE

SOLUTIONS

Once the financial adviser has analysed the client’s situation against the
background of the stated objectives, he needs to consider the possible
solutions to the problems that were uncovered. The financial adviser has to
explain the advantages and disadvantages of each possible solution to the
client so that the client can make an informed decision. The details of the
needs analysis and the planner’s recommendations should be presented in a
written report to the client.
Aspects that should be covered in Step 4:
•

Clarify assumptions used and risks involved.

•

Different

options

and

the

reason

for

the

particular

solution

recommended and how it will address the client’s objective.
•

Prioritisation and timing of solutions offered.

•

Affordability issues and the impact on the client’s current cash flow
position.

One of the most important parts of the FAIS General Code of Conduct is on
the furnishing of advice. Section 8 of the Code requires that the provider:
•

conducts an analysis based on the information obtained from the
client in order to identify financial products that will be appropriate to
the client’s needs and risk profile. (This we have done in Step 3.)

•

provides written motivations as to why a specific financial product is
recommended to the client.

•

ensures that the client understands the advice and that he is in a
position to make an informed decision.

The

financial

adviser

should

thus

compile

a

comprehensive

BUT

understandable financial planning report for the client. It must be explained
using clear language, considering the client’s financial experience and
education.
Section 3 of the FAIS General Code of Conduct determines specific duties,
representations and information provided to a client:
Representations made and information provided to a client must:
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•

be factually correct.

•

be provided in plain language, avoid uncertainty or confusion and
must not be misleading.

•

be adequate and appropriate in terms of the particular financial
service and the level of knowledge of the client.

•

be provided timeously so that the client has sufficient time to make
an informed decision about the proposed transaction.

•

where provided in writing, be in a clear and readable print size,
spacing and format

•

as regards all amounts, sums, values, charges, fees, remuneration
or monetary obligations mentioned, be reflected in specific monetary
terms.

•

include information on the existence of any personal interest in the
relevant service or any other potential conflicts of interests.

The information may be provided orally and at the client’s request then be
confirmed in writing within a reasonable time.
In terms of legislation and good practice, the planner must ensure that he
keeps adequate records of any advice given to clients.

The records must

reflect the basis on which the advice was given and must include:
•

a brief summary of the information and material on which the advice
was based.

•

the financial products considered.

•

the financial products recommended, as well as an explanation of
why the products selected are likely to satisfy the client’s identified
needs and objectives.

In general, Section 3 of the FAIS General Code of Conduct also determines
that the provider must have appropriate procedures and systems in place to:
•

record any verbal and written communications relating to a financial
service to a client.

•

store

and

retrieve

such

records

and

any

other

material

documentation relating to the client or financial service rendered to
the client.
•

keep such client records and documentation safe from destruction
and keep them for a period of five years after the rendering of the
financial advice.
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Advisers do not have to keep the records themselves, but they must be
available for inspection within seven days of request. Records may be kept in
electronic or recorded format, but must be accessible and it must be possible
to reduce them to written or printed format.
There are also various disclosures that must be made in respect of product
suppliers and the financial products and services offered.
The information that should be disclosed in respect of the product supplier is
determined by Section 4 of the FAIS General Code of Conduct:
•

Name, address and contact numbers

•

Information about the contractual relationship between the FSP and
the product supplier, and whether the FSP has other relationships with
other product suppliers

•

Contact details of the compliance department

•

Information about the complaints procedure of the product supplier

•

Information about any restrictions and conditions the supplier has in
respect of the products marketed by the FSP

•

Where applicable, the fact that the provider directly or indirectly holds
more than 10% of the relevant product supplier’s shares, or has any
equivalent substantial financial interest in the product supplier

•

Whether, during the preceding 12-month period, it received more than
30% of total remuneration, including commission, from the product
supplier.

The following information must be disclosed in respect of the financial product
or service:
•

Name, class or type of financial product concerned

•

Nature and extent of benefits to be provided, including
o

details of the manner in which such benefits are calculated and
the manner in which they will be paid.

o

in the case of an investment product, concise details of the
manner in which the value of the investment is determined,
including concise details of any underlying assets or other
financial instruments.

•

Separate disclosure of any charges and fees including the amount and
frequency thereof, so that the client can determine the net investment
amount
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•

On request, information concerning the past investment performance
of the product, including a warning that past performances are not
necessarily indicative of future performances

•

Any anticipated or contractual escalations, increases or additions

•

The nature, extent and frequency of any incentive, remuneration,
consideration,

commission,

fee

or

brokerages

(“valuable

consideration”) which will or may become payable to the provider
•

Concise details of any special terms or conditions, exclusions of
liability, waiting periods, loadings, penalties, excesses, restrictions or
circumstances in which benefits will not be provided

•

Any guaranteed minimum benefits or other guarantees

•

The extent to which the product is readily realisable or the funds
concerned are accessible

•

Any restrictions on or penalties for early termination of or withdrawal
from the product

•

Material tax considerations

•

Whether cooling-off rights are offered and procedures for the exercise
of such rights

•

Any material investment or other risks associated with the product

•

In the case of an insurance product with premium escalation, the
amount of the increased premium for the first five years and thereafter
on a five-year basis, but not exceeding twenty years.

When the information on products and product suppliers is provided orally, the
financial planner must confirm it in writing within 30 days.
When the replacement of a product is recommended, the financial adviser must
consider that the FAIS General Code of Conduct requires the following
disclosures:
•

The actual and potential financial implications, costs and consequences
of such a replacement, including full details of fees and charges in
respect of the replacement product

•

Special terms and conditions, exclusions of liability, waiting periods,
loadings, penalties, excesses, restrictions or circumstances in which
benefits will not be provided

•

The impact of age and health changes on the premium payable

•

Differences between the tax implications of the replacement product
and the terminated product

•

Material differences between the investment risk of the replacement
product and the terminated product

© INSETA– RE 7 Version 12a

63

•

Penalties or unrecovered expenses deductible due to termination of the
terminated product

•

To what extent the replacement product is readily realisable or the
relevant funds accessible, compared to the terminated product

•

Vested rights, minimum guaranteed benefits or other guarantees or
benefits which will be lost as a result of the replacement

2.6

STEP 5: IMPLEMENT RECOMMENDATIONS

A needs analysis may reveal that a client needs to implement a number of
different financial products to reach his objectives and cover his needs.
However, he may not be able to afford to follow all the recommendations made
by the planner. In this case, the various solutions will be prioritised and
implemented as and when they can be managed. A detailed budget could also
identify areas where the client can save money, e.g. by consolidating debt or
cutting down on credit card purchases. Also, if a client cannot afford to
implement the chosen solutions, he may need to reconsider his objectives.
Although the financial planner can make recommendations on the most
important needs, prioritisation ultimately remains a personal choice which the
client has to make.
Other clients may be able to go ahead with implementing solutions as
recommended straight away. Either way, once a client has decided on a
particular product and provider to address a certain financial need or objective,
the necessary forms must be completed or instructions should be given to
implement that solution.
It may happen that the client elects to conclude a transaction that differs from
that recommended by the financial adviser, or the client may elect not to follow
the advice furnished. In that case, the financial adviser must highlight the risks
to the client.
At this stage, the client and, where applicable, the source of funds for new
investments over a certain limit, will have to be identified and verified in terms
of the provisions of the Financial Intelligence Centre Act.
In terms of the FAIS General Code of Conduct (section 7), a financial adviser
must, when submitting any transaction, confirm with the client that all material
facts are accurately and properly disclosed, and that the accuracy and
completeness of all information provided by or on behalf of the client are the
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client’s own responsibility. No provider may, in the course of the rendering of
a financial service, request a client to sign any written or printed form unless
all required details have already been inserted.
It may happen that the financial adviser recommends that a current product be
replaced with a new product. It should be noted that, in terms of the ASISA
Standard on Replacements , the members acknowledge that it may be contrary
to the interests of a policyholder to terminate an existing policy and then to
effect a new policy in its place. No client may be advised to effect a
replacement without comprehensive disclosure and analysis of:
•

the potential consequences of the replacement, including but not
limited to any duplicated costs and any lost benefits.

•

the extent to which the replacement is appropriate to the policyholder’s
needs.

•

the differences between the replaced and replacement policies.

•

any appropriate alternatives to effecting a replacement, including the
possibility of varying the existing policy in order to provide for changed
requirements or circumstances.

The Standard on Replacements requires the adviser to complete a Replacement
Policy Advice Record.

2.7

STEP

6:

REVIEW

THE

CLIENT’S

FINANCIAL

SITUATION

REGULARLY

The financial planning process is a combined effort on the part of both the
financial planner and client who collaborate in an effort to attain the client’s set
financial goals.
Clients’ circumstances change regularly and so do their needs at different
stages of their lives. People lose their jobs, they get promoted at work, new
babies are born, and they get married or divorced and so on. Also, legislation
changes and new products are developed, both of which can impact on existing
financial arrangements as well as options for the future. A financial plan must
therefore be reviewed regularly to ensure that it still addresses the current
needs of the client in the best way. This will include reviewing the client’s
insurance and investment portfolio, and making adjustments to meet the
client’s adjusted needs and risk profile.
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The financial planner and the client have to agree on the time frame for review.
This is very often set at once a year. At an annual review session (or other
time frame as agreed), the entire process (steps 1- 5) should be repeated with
updated personal information as supplied by the client.

Summary
The Six-Step financial planning process, an internationally acceptable and
professional process, consists of six main steps:
STEP 1: Establish,
Establish, define and agree on the relationship
The financial adviser and client agree on the nature and scope of their
relationship. The financial adviser must make the necessary disclosures about
himself, his experience, and the products and services he is able to provide.
STEP 2: Gather
Gather client information
The financial adviser needs to gather all the relevant information from the
client that could assist him in analysing the client’s situation.
STEP 3: Analysing
Analysing the client’s financial situation
This step entails an analysis of the client’s means statements, and the
quantification of the client’s financial needs and current product holdings
against the client’s financial goals and objectives.
STEP 4: Make
Make recommendations on possible solutions
The financial adviser should provide the client with a written financial plan that
contains a summary of the information and material on which the advice was
based, the financial products considered and recommended, as well as an
explanation of why the products selected are likely to satisfy the client’s
identified needs and objectives. Various disclosures must also be made during
this step.
STEP 5: Implement
Implement recommendations
Once a client had decided on a particular product and provider to address a
certain financial need or objective, the necessary forms must be completed or
instructions should be given to implement that solution.
STEP 6: Review
Review the client’s financial situation regularly
As a client’s circumstances change, new product solutions are developed or
legislation changes, a financial plan must be reviewed regularly to ensure that
it still addresses the current needs of the client in the best way.
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Self-Assessment Questions
1.

Choose the most correct statement:
a)

A financial adviser must above all do what the client wants as
he has a duty of care towards the client.

b)

Once a financial adviser has taken on a client, he must address
all his financial needs.

c)

It is accepted practice to establish whether the client wishes to
waive his right to a financial needs analysis upfront.

d)

A financial adviser must act in the interests of the client, as
well as the integrity of the financial services industry.

2.

The first step of the financial planning process requires that:
a)

a financial adviser hold professional indemnity or fidelity
insurance cover.

b)

there is an upfront discussion of how the financial adviser is
remunerated.

3.

c)

the client’s means statements be analysed.

d)

the financial adviser’s identity number be disclosed.

When gathering information
a)

regarding assets, the financial adviser only has to concern
himself with the client’s fundamental assets.

b)

the focus is on completing a checklist with quantitative data.

c)

the information must be kept confidential at all times.

d)

details regarding the client’s financial objectives, needs and
priorities must be established.

4.

Clients who say that they cannot afford to save
a)

should be avoided.

b)

should be urged to draft a detailed income and expenses
statement.

5.

c)

should be sent for debt counselling.

d)

should analyse their net worth.

When performing a capital needs analysis
a)

the monthly pension payable to a widow must be deducted
from the client’s annual income objective in the event of death.

b)

a lower assumed growth rate will result in a reduced capital
requirement.
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c)

the assumed inflation rate will impact on the capital required in
the event of death, disability or retirement.

d)
6.

it is never necessary to consider the impact of tax.

Making recommendations consists of
a)

providing the client with a financial plan.

b)

providing the client with product quotations.

c)

providing

the

client

with

product

and

product

supplier

disclosures.
d)
7.

offering one solution to all financial needs.

When making product disclosures
a)

it is not necessary to disclose details of the underlying assets
of an investment product.

b)

it is not necessary to disclose cooling-off rights as such rights
are contained in the FAIS and Long-term Insurance Act.

c)

liquidity aspects relating to the products offered must be
disclosed.

d)

the disclosures must be made in writing within 7 days of them
being made orally.

8.

9.

A client’s financial plan should be reviewed
a)

only when the client contacts the financial adviser.

b)

when a product provided launches a new product range

c)

as per the agreement with the client, say once a year, only.

d)

only when the client is interested in purchasing a new product.

The implementation of recommendations
a)

is the full responsibility of the financial adviser.

b)

may be done by asking the client to sign the necessary, but
blank, product application forms.

c)

may require the involvement of another professional if the
financial

adviser

is

not

competent

to

implement

some

recommendations.
d)
10.

may never include the replacement of a product.

Choose the correct statement:
a)

When advice consists of transferring funds from a bank account
to a money market account, it is not necessary to make any
disclosures regarding risk or costs, as these products are
virtually the same.
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b)

When motivating a product solution recommended, it is
sufficient to only refer to the better returns offered.

c)

All financial plans must include an estate planning component.

d)

When the financial plan recommended is amended after
presenting the original to the client, the amendments must be
recorded and kept as part of the client advice record.
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Self-Assessment Answers
1.

d)

2.

b)

3.

d)

4.

b)

5.

c)

6.

a)

7.

c)

8.

c)

9.

c)

10.

d)
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Chapter

3
Income Tax
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Describe the tax implications for the client when analysing and evaluating the client’s
capital and income requirements (in accordance with the Income Tax Act, 1962) including
but not limited to:
•

Fringe benefits

•

Accruals from annuities

•

Lump sums from termination of employment

•

Dividends and interest

•

Contributions

•

Donations

•

Deductions

•

Exemptions and exclusions

•

SITE and PAYE

•

Capital Gains Tax.

Describe the transfer duty implications for the client when analysing and evaluating
proposed investment options (in accordance with the Transfer Duty Act, 1949).

SKILLS CRITERIA
Analyse Income Tax implications and calculate tax-efficient solutions (by performing basic
tax calculations).
Determine the tax-deductible contribution to the various retirement funds.
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Purpose
Governments need revenue to implement their development goals. They can
raise funds in different ways i.e. by attracting foreign direct investments from
overseas investors, borrowing money on international capital markets and
levying a range of taxes on companies and individuals. In this chapter we will
look at the most important taxes affecting individual taxpayers.

3.1

INCOME TAX FOR INDIVIDUALS

3.1.1

Calculating the tax liability of a natural person

Income Tax is due by a taxpayer on his taxable income. In order to establish
an individual’s tax liability, one must determine the individual’s taxable income.
The Income Tax rate as per the tables for natural persons is applied and the
relevant rebates are deducted to calculate the final tax liability.
The first step is to calculate the taxpayer’s taxable income. The following steps
are used to do so:
GROSS INCOME

xxx

(E.g. salary, travel allowance, trade or business income,
commission income, local and foreign interest, local and foreign
dividends, fringe benefits such as the use of a company car, lowinterest loans, etc.)
LESS EXEMPTIONS

xxx

(E.g. interest and dividends up to certain limits, capital portion of
voluntary purchase annuities, etc.)
INCOME

xxx

LESS DEDUCTIONS

xxx

(E.g. expenses in the production of business or trade income,
travel expenses, pension fund contributions, retirement annuity
fund contributions, medical expenses, etc.)
ADD TAXABLE CAPITAL GAIN

xxx

TAXABLE INCOME

XXX

We will now look at each of the steps individually.
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3.1.2

Gross income

Gross income defined
Gross income is defined in section 1 of the Income Tax Act, and means in the
case of any resident, the total amount, in cash or otherwise, received by or
accrued in favour of such resident during such year of assessment, but
excluding receipts or accruals of a capital nature. In the case of a non-resident,
the total amount in cash or otherwise received by or accrued in favour of such
person from a source within or deemed to be within the Republic during such
year of assessment, but excluding receipts or accruals of a capital nature.
Important aspects contained in the definition above are:
•

South African residents are taxed on their worldwide income.

•

It is not only receipts or accruals of money that could fall into gross
income.

•

When income accrues (i.e. becomes due to the taxpayer), it is included
in gross income.

•

Receipts or accruals of a capital nature do not form part of ‘gross
income’. For example, Mr Hendricks sells his holiday home in Durban
for R1 500 000. Generally, the R1 500 000 will not be included in gross
income. Receipts or accruals of a capital nature that are not included in
gross income may be subject to Capital Gains Tax (CGT) and taxed at a
much lower effective rate of tax. The distinction between accruals of a
capital or income nature is thus important. Generally, an income
receipt is income that arises from a trade or business, or personal
effort (work), or the monies earned by using or letting capital. It may
differ from situation to situation. One person may own property
purchased for investment purposes. The property will be capital in
nature (and the rental income ‘earned income’). Another person may
own property purchased with speculative intentions. Profits earned on
the sale for this person will be income.

Note that section 9C of the Income Tax Act provides that the income from the
sale of a share held for more than three years is deemed to be of a capital
nature. This means that any amount accruing to the taxpayer as a result of
the sale will be subject to CGT if the shares were held for longer than 3 years.
CGT will be discussed in paragraph 3.3.
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Gross income – specific inclusions
The definition of gross income further specifically includes certain types of
income. Specific inclusions relevant for this chapter include:
•

annuities – pension, living annuities, compulsory and voluntary
annuities are thus all included under gross income.

•

amounts received in respect of services rendered – for example, a
performance bonus or reward.

•

Lump-sum benefits received as compensation for loss of office.

•

Lump-sum benefits received from pension, provident and retirement
annuity funds. (Note that these lump-sum benefits are taxed according
to their own tax tables. See paragraph 3.2 for more detail.)

•

fringe benefits – the ‘cash equivalent’ of a benefit provided by the
employer to the employee is included in the employee’s gross income.
The Seventh Schedule provides guidelines for the determination of the
cash equivalent of the following benefits: the acquisition of an asset at
less than actual value; the right to use any asset; the private use of a
motor vehicle; meals and refreshments; residential accommodation;
free or cheap services; interest-free or low-interest loans; subsidies in
respect of loans; payment of an employee’s debt or release from
obligation to pay debt; benefits granted to relatives of employees.

Fringe benefits – how to establish
establish the ‘cash equivalent’
Some common fringe benefits will be discussed below:
The acquisition of an asset at less than actual value
Generally, the cash equivalent will be the market value of the asset on the date
that it is acquired by the employee, less consideration paid by the employee.
An exception is where the employer acquired the asset with the purpose of
disposing it to the employee.

In that case, the cost of the asset to the

employer is used, unless the employer had prior use of the asset. For trading
stock, the lower of cost or market value is used. Where the asset is given to
the employee for long service or bravery, the value is reduced by R5 000.
Long service is defined as an initial unbroken period of 15 years or subsequent
unbroken period of 10 years.
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Let’s look at an example:
Hannes purchases an old welding machine from his employer for R1 000. His
employer bought it for R5 000, but it has a current market value of R2 000. In
addition, his employer purchased a television set to give to Hannes for loyal
service. The market value of the television was R3 000 on the day they gave it
to Hannes. The employer paid R3 500 for the set.
televisionin its box to hand it over to Hannes.

The employer kept the

Hannes has been with the

employer for five years.
The value of the benefits:
Welding machine: R2 000 less R1 000 = R1 000
Television = R3 500
The private use of a companycompany-owned motor vehicle
The monthly taxable value of employer-provided motor vehicles is up to 3.5%
of the determined value of the motor vehicle. Where the vehicle is subject to a
maintenance plan, the rate is reduced to 3.25%. The rate for the use of second
or additional company vehicles is currently 4.0%. The determined value will
be:
•

the original cost thereof to the employer (excluding any finance charge
or interest payable by the employer but including VAT - the inclusion of
VAT is a recent change to bring the calculations in line with the
travelling allowance arrangement) or

•

where the motor vehicle was held by the employer under a lease
agreement, the value equals the retail market value on the date the
employer first obtained the right of use of the vehicle, or

•

where the employee obtains the right of use of the motor vehicle 12
months or more after the employer first acquired the vehicle or the use
thereof, the determined value is reduced by 15% for each completed
month.

The starting point for the calculation assumes that all operating expenses are
incurred by the employer. Given this assumption, on assessment employees
are entitled to reduce the fringe benefit calculation for fuel and maintenance
expenses, and insurance and licence fees incurred by employees. Employees
can obtain a reduction only if proof of actual business kilometre usage is
provided. This reduction is determined by simply applying the ratio of business
use over total use to the annual aggregate amount of the monthly fringe
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benefit.

For instance, if a comparison of kilometres driven shows that the

vehicle was used 30 per cent for business use (out of total use), the annual
amount of the fringe benefit is then reduced by 30 per cent.
Employees may additionally obtain a reduction relating to private use if the full

costs are borne by the employee. Where an employee bears all insurance and
licensing costs, the employee can obtain an additional reduction for the private
element of the costs (the business element already being allowed by virtue of
the across-the-board reduction). This reduction is determined by simply using
a ratio of private use over total use as applied against the actual insurance and
licensing costs borne. If an employee bears all maintenance costs, the
employee can obtain an additional reduction for the private element of the
actual costs (the business element already being allowed by virtue of the
across-the-board reduction). This reduction is determined by simply using a
ratio of private use over total use as applied against the actual maintenance
costs borne. If an employee bears all the costs of fuel for private use of the
vehicle, the employee can obtain an additional reduction for the private
element of the costs (the business element already being reduced by virtue of
the across-the-board reduction). This reduction is based on cost per kilometre
published by the Minister of Finance for purposes of claims against car
allowances multiplied by total private kilometres driven.
Let’s look at an example
example:
xample:
An employer purchases a vehicle for sole use by an employee at a cost of
R300 000 (including VAT). The employee maintains a log book indicating a
total of 40 000 kilometres travelled, of which 10 000 are business kilometres.
The employer covers all costs.
The starting point for the calculation of the equivalent value is:
3.5% x the determined value x 12
= R300 000 x 3.5% x 12
= R126 000
This is the annual gross value of the fringe benefit. On assessment, the
taxpayer may be entitled to a reduction. Where it is proved to the satisfaction
of the Commissioner that accurate records of distances travelled for business
purposes in such vehicle are kept, a reduction for business travel becomes
available. Using the facts above (10 000 kilometres for business use), the
business use reduction calculation is as follows:
R126 000 x 10 000kms/40 000kms
= R31 500
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The net fringe benefit, after providing for the business use reduction, is thus:
R126 000 less R31 500
= R94 500
Where the employee bears the cost, a further reduction becomes available.
Let’s assume the employee pays for fuel for private travel. In considering the
fuel payment by the employee, the fringe benefit is further reduced as follows:
Fuel cost component (private kilometres) R0.857 x 30 000 kilometres = R25
710.
The net fringe benefit, after taking into account the business-use reduction and
the fuel borne by the employee, is R68 790 (R126 000 – R31 500 – R25 710).
Travel allowances
Employers often provide their employees with a travel allowance to meet the
cost of business-related car travel expenses. Where a travel allowance is
granted to an employee in addition to employer-provided vehicle, the car
allowance will be taxed in full without any reduction for business travel.
Where the employer provided the travel allowance only, taxpayers may claim
costs against the travel allowance as long as they have maintained travel log
books showing business travel.
The costs to be deducted from the allowance may be based on:
•

actual costs: i.e. running and maintenance costs, licence fees,
insurance, lease payments, wear and tear, etc. OR

•

deemed costs as established from the following table published by
SARS (for tax year ending 29 February 2012):

Where the value of the vehicle—

Fixed Cost

Fuel Cost

Maintenance
Cost

R
does not exceed R60 000
exceeds R60 000 but does not
exceed R120 000
exceeds R120 000 but does not
exceed R180 000
exceeds R180 000 but does not
exceed R240 000
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c/km

c/km

19 492

64.6

26.4

38 726

68.0

29.2

52 594

71.3

31.9

66 440

77.7

35.0

77

Where the value of the vehicle—

Fixed Cost

Fuel Cost

Maintenance
Cost

R
exceeds R240 000 but does not
exceed R300 000
exceeds R300 000 but does not
exceed R360 000
exceeds R360 000 but does not
exceed R420 000
exceeds R420 000 but does not
exceed R480 000
exceeds R480 000

c/km

c/km

79 185

87.0

44.7

91 873

93.9

54.2

105 809

100.9

65.8

119 683

113.1

67.6

119 683

113.1

67.6

"Value" in relation to a motor vehicle used by the recipient of an allowance
means:
a)

Where that motor vehicle was acquired by that recipient under a bona
fide agreement of sale or exchange concluded by parties dealing at
arm's length, the original cost thereof to him, including any sales tax or
Value-Added Tax but excluding any finance charge or interest payable
by him in respect of the acquisition thereof.

b)

Where that motor vehicle is held by that recipient under a lease
contemplated in paragraph (b) of the definition of "instalment credit
agreement" in section 1 of the Value-Added Tax Act, 1991; or was held
by him under such a lease and the ownership thereof was acquired by
him on the termination of the lease, the cash value thereof as
contemplated in the definition of "cash value" in section 1 of the ValueAdded Tax Act

c)

In any other case, the market value of that motor vehicle at the time
when that recipient first obtained the vehicle or the right of use
thereof, plus an amount equal to the sales tax or Value-Added Tax
which would have been payable in respect of the purchase of the
vehicle had it been purchased by the recipient at that time at a price
equal to that market value.

The fixed cost is calculated by dividing the fixed cost value by the total distance
in kilometres (for both private and business purposes) shown to have been
travelled in the vehicle during the year of assessment. Where the vehicle has
been used for business purposes for less than a full year, the fixed cost must
be an amount which bears to the fixed cost the same ratio as the period of use
for business purposes bears to 365 days.
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Let’s look at an example:
example:
Mr Bond received a travel allowance of R1 000 per month from his employer
for the 2011/2012 tax year. He travelled 20 000 kilometres in total for the
year. Only 5 500 of the total kilometres were for private purposes. The
determined value of his vehicle is R100 000. According to his records, his
expenses for the year were R60 000.
The possible travel deduction calculated in terms of the actual cost method will
be:
14 500/20 000 x R60 000 = R43 500
The possible travel deduction calculated using the table above will be:

Fixed cost: R38 726/20 000 x 100

193.63c

Fuel cost

68c

Maintenance cost
Total cost per kilometre (in cents)

29.2c
290.83c

The deduction: 14 500 x R2.9083 = R42 170.35
The actual cost method would thus be more advantageous to Mr Bond. Note,
however, that his travel allowance is only R1 000 per month, that is R12 000
per annum. The actual deduction cannot exceed the allowance received and
will thus be limited to R12 000.
Travel allowance and company car subject to Employee’s Tax
80% of an employee’s travel allowance is subject to Employees’ Tax. This
means that the employer must, when calculating how much tax to withhold,
include 80% of the travel allowance in the taxable amount on which the
monthly tax liability is calculated.
The same goes for company cars, and thus 80% of the 3.5% value of the
company car (effectively 2.8% per month) is subject to Employee’s Tax.
This inclusion does not impact the calculation of deductions available against
the travel allowance or company car fringe benefit.
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If the employee can show, on assessment, deductions greater than 20%
assumed tax free, the employer would have ‘overpaid’ tax and should receive a
refund.
Residential accommodation
The value of this benefit formula:
(A – B) x C/100 x D/12
A = the remuneration derived by the employee from his employer during the
preceding year of assessment.
B = R54 200
The rebate is not available where:
•

the employer is a private company and the employee or his spouse
controls the company or is one of the persons controlling the company
or where

•

the employee, his spouse or minor child owns or has some right to
acquire the property.

C = a quantity of 17
OR where the accommodation consists of a house, flat or apartment consisting
of at least four rooms, 18 if either furnishing or power is supplied, 19 if such
accommodation is furnished and power or fuel is supplied by the employer.
D = the number of months in relation to a year of assessment during which the
employee was entitled to occupation of such accommodation OR the total
amount of the rentals payable for such accommodation by the employer or
associated institution in relation to the employee and any other expenditure
defrayed by the employer or associated institution in respect of such
accommodation.
No taxable benefit arises where the employee is provided with accommodation
away from his normal place of residence for purposes of performing his duties.

80

© INSETA– RE 7 version 12a

Let’s look at an example:
John had the use of a furnished eight-roomed house for the entire year of
assessment. His employer also paid the electricity bills (total value of R10 918)
for the entire year of assessment. His remuneration for the previous year of
assessment was R120 000. The employee does not control the employer’s
company and has no pre-emptive rights in respect of the house. What is the
value of the benefit in the current year of assessment?
(A – B) x C/100 x D/12
= (R120 000 – R54 200) x 19/100 x 12/12
= R12 502
Interest
nterestrest-free or lowlow-interest loans
The value of the benefit is calculated as the difference between the interest
which the employee actually pays and the official interest rate as published by
SARS. From 1 March 2011 the official rate is 100 basis points above the repo
rate.
There is no taxable benefit on casual loans which in aggregate do not exceed
R3 000 or loans granted to enable an employee to further his own studies.
Let’s look at an example:
Nadia’s employer granted her a loan of R100 000 on 1 March 2011 at an
interest rate of 5%.

Interest at the official rate of interest would have

amounted to R7 583. The cash equivalent of this benefit for the 2011/2012
tax year is:
Interest at the official interest rate:
Less interest paid at 5%

R7 583
R100 000 x 5%

Cash equivalent to be included in gross

R5 000
R2 583

income
To conclude, we have seen that the ‘gross income’ of a taxpayer is the total
amount, in cash or otherwise, that accrued to him or that he received
(excluding amounts of a capital nature), as well as amounts specifically
included by the Act, such as fringe benefits discussed above.

© INSETA– RE 7 Version 12a

81

3.1.3

Exempt income

Once gross income has been determined, exempt income is deducted to arrive
at income. The most important exemptions are discussed below:
Interest and dividends
Interest earned for the 2011/2012 tax year by any natural person under 65
years of age, up to R22 800 per annum, and persons 65 and older, up to
R33 000 per annum, are exempt from taxation. Foreign interest and foreign
dividends are only exempt up to R3 700 out of the total exemption.
The exemption for foreign interest and dividends forms part of the local
interest exemption.

If an individual, say, under the age of 65 uses his full

R3 700 exemption in respect of foreign dividends, only R19 000 (R22 800 less
R3 700) will be available in respect of any local interest.
Interest is exempt where earned by non-residents who are physically absent
from South Africa for 183 days or more per annum and who are not carrying
on business in South Africa.
Currently, South African dividends received by or accrued to a taxpayer are
exempt from tax in the taxpayer’s hands, as the tax known as Secondary Tax
on Companies (STC) of 10% is paid by the company that declares the
dividends (or distributes profits in the case of a close corporation).
STC is in the process of being phased out and will be replaced by Dividend Tax
in line with international practice. After the introduction of this tax, dividends
will be taxed at shareholder level. A 10% final withholding rate of tax will then
apply.
Capital element of voluntary purchase annuities
As we have seen earlier, annuities are included in gross income. The capital
portion of a voluntary purchase annuity under an annuity contract will be
exempt from taxation in the hands of the purchaser or his spouse or surviving
spouse, or the deceased/insolvent estate of the purchaser.
The following requirements must be met before the exemption applies:
•

There must be an agreement between an insurer and a purchaser
(natural person).
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•

The purchaser will pay a lump sum for the annuity.

•

The annuity will be paid until the death of the annuitant or the expiry
of a specified term.

•

The annuity must be payable to the purchaser or his deceased or
insolvent estate or spouse or surviving spouse.

•

No amounts will be payable other than by way of an annuity.

•

This section excludes annuities received from pension, provident and
retirement annuity funds.

These annuities are known as compulsory

annuities.
The capital element of the annuity is determined in accordance with the
following formula:
Y = A/B x C
Where:
Y = the exempt portion (capital portion)
A = the amount of the total cash considerations given by the purchaser
B = the total expected return of all the annuities to be paid (where the annuity
is a temporary life annuity, the total expected return must be calculated using
the Life Expectancy Tables based on the age last birthday)
C = the annual amount of the annuity.
Let’s look at an example:
A male aged 66 buys a temporary life annuity for R70 000.

He receives an

annuity of R8 000 per annum. His life expectancy is 13.131 years. The total
expected return of all the annuities is R8 000 x 13.131 = R105 048.
The capital element:
R70 000/R105 048 x R8 000 = R5 331
The taxable portion of the annuity: R8 000 less R5 331 = R2 669.
Commutation or termination of a voluntary purchase annuity:
The commuted value of a purchased annuity is defined as an annuity and
therefore included in gross income. A portion will be exempt and is calculated
using the following formula:
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X=A–D
Where:
X = the exempt portion
A = the lump sum originally paid under the annuity contract
D = the sum of all previously exempt portions of the annuities received
under the annuity contract, prior to the commutation.
Let’s look at an example:
A taxpayer purchases a temporary life annuity for R50 000. The annual annuity
is R7 000 of which the capital element is R4 000. After three years, the
taxpayer commutes the annuity and receives a commuted value of R41 000.
The exempt portion of the annuity will be calculated as follows:
Exemption: X = A – D (D = R4 000 x 3)
= R50 000 – R12 000
= R38 000
The taxable portion of the annuity will be:
Commuted value less exemption
= R41 000 – R38 000
= R3 000
3.1.4

Deductions

Once the income of a taxpayer has been determined, he may deduct allowable
deductions to arrive at his taxable income.
General deduction formula
The Income Tax Act provides that:
•

expenditure and losses

•

actually incurred

•

during the year of assessment

•

in the production of income

•

and not of a capital nature
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are deductible for Income Tax purposes. This general deduction will be used
by individuals that carry on their own businesses. Where an individual does
not carry on a business and derives his income by way of passive
investments or from employment, the deductions available are limited.
The Act also allows for specific deductions, such as:
•

deductions in respect of domestic premises BUT only if and in respect
of that part that is occupied for the purposes of trade, AND his
income is derived mainly from commission or other variable
payments which are based on the taxpayer’s work performance and
his duties are mainly performed from that part of the home.

•

contributions to pension funds, subject to limits.

•

contributions to retirement annuity funds, subject to limits.

•

legal fees (if linked to income-producing activities and not of a
capital nature).

•

bad debts (in respect of amounts which have been included in the
taxpayer’s income).

•

doubtful debts.

•

wear and tear on machinery, plant, implements, utensils and articles
owned and used by the taxpayer for purpose of his trade.

•

donations to public benefit organisations, subject to limits.

•

medical scheme contributions and expenses, subject to limits.

•

Contributions to income replacement policies (disability)

RetirementRetirement-funding versus
versus nonnon-retirement funding income
income
Before we discuss some of these deductions in more detail, it is necessary to
analyse the concept of retirementretirement-funding income (also referred to as
pensionable income).
Retirement-funding income is that part of an employee’s remuneration on
which his contributions to a pension or provident fund are based and
calculated. That part of an employee’s remuneration that is not taken into
account for contributions to a pension or a provident fund is known as nonretirement-funding income (also referred to as non-pensionable income).
The distinction between retirement funding and non-retirement funding
remuneration is important when calculating the amount of a taxpayer’s
contribution to a retirement annuity fund that he may deduct for Income Tax
purposes.
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If an employee is not a member of either a pension or provident fund, then
all his income will be regarded as non-retirement funding.
Let’s look at an example:
Paul works for Bratt’s (Pty) Ltd and earns the following income:
Salary

R400 000

Car allowance

R 80 000

Commission

R 25 000

Rental income

R 56 000

Local dividends

R 50 000

Local interest

R 30 000

Paul and his employer contribute 7.5% of his salary to the Increase Quickly
Pension Fund. The portion of Paul’s remuneration on which the contributions to
the pension fund are based is his salary of R400 000. Therefore, Paul’s
retirement funding remuneration for the current year of assessment is
R400 000.

Paul’s non-retirement funding remuneration consists of the

following:
Car allowance

R80 000

Commission

R25 000

Rental income

R56 000

Local dividends

R50 000

Local interest

R30 000

Let’s assume that Paul did not belong to a pension or a provident fund, and
that his company did not provide any retirement fund benefits. In that case,
all his income would have been non-retirement funding.
If Paul was a sole proprietor earning taxable income of R600 000, all his
income would be non-retirement funding. It would not be possible for him (as
a sole proprietor) to be a member of a pension or provident fund, because
there is no employer-employee relationship.
Current and arrear contributions to pension funds
In practice, it is compulsory for employees to join their employer’s pension
fund (or provident fund).
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‘retirement-funding employment’ and deducted from the employees’ salaries.
The employee may deduct these contributions, subject to certain limitations.
The deduction of current contributions to pension funds is currently limited to
the greater of:
•

R1 750, or

•

7.5% of remuneration derived from retirement-funding employment.

Disallowed portions may not be carried forward to the next year of
assessment, but will be taken into account as a deduction when calculating
the taxable portion of the lump-sum benefit payable when the member ceases
to be a member of the fund.
The deduction for arrear contributions to pension funds is limited to R1 800
per annum and any excess may be carried forward to the next year of
assessment.
Let’s look at an example:
Ezekiel Ndlovu earns a salary of R80 000 and a non-retirement funding bonus
of R5 000. He is a member of his employer’s pension fund.

He contributed

R6 400 in respect of current contributions and R2 000 in respect of past
contributions to the fund. How much will Ezekiel be able to deduct in respect
of pension fund contributions?
Ezekiel’s deduction will be:
Current contributions
R 1 750 or
7.5% of R80 000 = R6 000
Therefore R6 000 of the R6 400 contribution will be deductible from tax. The
disallowed portion of R400 cannot be carried forward to the new tax year, but
will be recorded and taken into account as a deduction when calculating the
taxable portion of the lump-sum benefit on exit from the fund.
Arrear contributions
The deduction is limited to R1 800.
The difference of R200 (R2 000 less R1 800) will be carried forward to the next
year.
The total deduction allowed will be R6 000 plus R1 800 = R7 800.
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In the 2012 Budget Speech the following changes have been proposed:
•

Individual member taxpayer deductions for pension, provident and
retirement annuity funds are to be consolidated with the following
caps: Contribution deductions will be capped at 22.5% of the higher
of employment or taxable income and with a maximum rand amount
of R250 000 for those below age 45 and 27.5 per cent with a
maximum rand amount of R300 000 for those above 45. These
contribution limits will include the risk benefit and administration cost
component of the contributions. Any employer contributions that
have been fringe benefit taxed will be included in these caps.

[Proposed effective date: 1 March 2014]
•

Minimum monetary threshold: Low income earners will be entitled to
deduct R20 000 even in cases where their contributions do not
warrant this when applying the deduction scales. For example where
a taxpayer's taxable income is R80 000, in the normal course of
events the taxpayer would be entitled to a total deduction of R18 000
(R80 000 x 22.5%). The minimum deduction referred to above would
allow this taxpayer a deduction of R20 000 if he in fact contributed an
amount of R20 000 to retirement funds in total. [Proposed effective

date: 1 March 2014]
•

Contributions not deducted: Where a contribution is not deductible
(i.e. over 22.5%) in any year of assessment, these may be rolled
over in all retirement funds for later use (e.g. at retirement against
the lump sum or against the annuity income). Previously disallowed
contributions were allowed against retirement lump sums in all cases
and against annuity income only in the case of retirement annuity
funds. [Proposed effective date: 1 March 2014] (Budget Stop Press

2012 Old Mutual)
Contributions to provident funds
Employee contributions to provident funds may not be deducted from an
employee’s taxable income. It will, however, be taken into account when the
taxpayer retires.
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Let’s look at an example:
Ezekiel Ndlovu earns a salary of R80 000 and a non-retirement funding bonus
of R5 000. He is a member of his employer’s provident fund. He contributed
R6 400 in respect of current contributions and R2 000 in respect of past
contributions to the fund. How much will Ezekiel be able to deduct in respect
of provident fund contributions?
Ezekiel will not be able to deduct any portion of the contributions (current and
past) as contributions to a provident fund are not deductible. When he ceases
to be a member of the provident fund, his contributions will be taken into
account to determine the tax-free portions of any lump sum received from the
fund.
It is important to remember that even though the contributions are not
deductible his salary is still retirement funding income.
Current and arrear contributions to retirement annuity funds
Taxpayers join retirement annuity funds by entering into a contract with the
fund on an individual basis and contributions are therefore not linked to
employment. The reason for joining such a fund is either to supplement
retirement funding in addition to belonging to a pension or provident fund or
because the taxpayer does not belong to a pension or provident fund.
The actual current contributions to retirement annuity funds are limited to the
greater of:
•

15% of income from non-retirement-funding employment sources after
setting off any assessed loss and deducting admissible deductions and
allowances other than those allowed in terms of expenditure incurred
by a lessor of land let for farming purposes, in respect of soil erosion
works, donations and medical expenses (i.e. taxable non-retirementfunding income).

•

R3 500 less deductions allowed in respect of current contributions to
pension funds.

•

R1 750.

Disallowed portions may be carried forward to the next year of assessment.
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Arrear contributions to retirement annuity funds are limited to R1 800 per
annum and any excess disallowed may be carried forward to the next year of
assessment.
Let’s look at an example:
Bettina works for Glasco (Pty) Ltd and is 30 years old. She is a member of the
company’s pension fund and contributes 7.5% of her basic salary to the
company’s pension fund:

an amount ofR15 000 per annum. Bettina has

earned the following amounts during the year of assessment ending 29
February 2012:
Basic salary

R200 000

Bonus

R50 000

Local dividends

R30 000

Local interest

R25 000

Bettina’s contribution to her pension fund is based on her basic salary and this
salary is therefore her retirement funding income.
The next step is to establish the taxable portion of her non-retirement funding
income (NRFI):
NRFI item

Amount

Exemption or deduction Taxable NRFI
relating to NRFI

Bonus

R50 000

R0

R50 000

Local dividends

R30 000

R30 000

R0

Local interest

R25 000

R22 800

R2 200

R105 000

R52 00

R52 200

TOTAL

Bettina’s taxable non-retirement-funding income for the year of assessment
ending 29 February 2012 is therefore R52 700.
The calculation to determine what deductible amount Bettina would be able to
contribute to a retirement annuity fund:
15% of R52 200 = R7 830
or
R3 500 less R15 000 = R0
or
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R1 750
Bettina will thus be able to enjoy a deduction for retirement annuity
contributions of up to R7 830 for the current year of assessment.
Let’s look at another example:
Ezekiel Ndlovu earns a non-retirement funding salary of R80 000 and a nonretirement funding bonus of R5 000. He contributed R6 400 in respect of
current contributions and R2 000 in respect of past contributions to a
retirement annuity fund.

Ezekiel did not earn any other income during the

current year and he also does not have any other allowable deductions against
his income. How much will Ezekiel be able to deduct in respect of retirement
annuity fund contributions?
Ezekiel’s deduction will be limited to the greater of:
15% of R85 000 = R12 750
or
R3 500 less 0 = R3 500
or
R1 750
The greater amount is R12 750, but the deduction is limited to the actual
current contribution made. He may therefore only deduct his full contribution
of R6 400.
The deduction for arrear contributions is limited to R1 800. The difference of
R200 (R2 000 less R1 800) will be carried forward to the following year of
assessment.
Another example:
Brian (55) earns the following amounts for the 2011/2012 tax year:
Salary (retirement funding)

R600 000

Bonus (non-retirement funding)

R50 000

Local interest

R30 000

Local dividends

R20 000

TOTAL
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R700 000
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He makes the maximum tax-deductible contribution to the pension fund of
which he is a member.
NRFI item

Amount

Exemption or deduction

Taxable NRFI

relating to NRFI
Bonus

R50 000

R0

R50 000

Local dividends

R20 000

R20 000

R0

Local interest

R30 000

R22 800

R7 200

R100 000

R42 8 00

R57 200

TOTAL

His maximum tax-deductible retirement annuity contribution will be the greater
of:
15% of taxable non-retirement funding income
= 15% of R57 200
= R8 580
Or
R3 500 less (7.5% of R600 000)
= R3 500 less R45 000
= R0
Or
R1 750
Brian can therefore contribute R8 580 per annum to a retirement annuity and
deduct this amount from his taxable income.
Donations to public benefit organisations (PBOs)
Donations to approved PBOs may be deducted from the taxpayer’s taxable
income, provided that the taxpayer is issued with an S18A receipt from the
PBO.
The deduction is limited to 10% of the taxpayer’s taxable income before the
deduction of a claim in respect of any donation or medical expenses, but
inclusive of taxable capital gains. It is important to note that, when the
taxpayer has a possible deduction for donations to a PBO and a possible
deduction for medical expenditure, the possible deduction for a donation to a
PBO should be calculated first.
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Let’s look at an example:
During the 2011/2012 tax-year Jessy Albana (32) earned taxable income of
R200 000 before the deduction for any donations or medical expenses.

She

had a taxable capital gain of R100 000. She had medical expenses of R72 000.
Jessy does not belong to a medical scheme. She also donated R22 000 to a
PBO.
Jessy’s deduction in respect of her donation is calculated as follows:
Taxable income (before any deductions

R200 000

for medical expenditure and donations)
Taxable capital gain

R100 000
R300 000

Her allowance is limited to 10% of R300 000 = R30 000
Therefore Jessy can deduct the full amount of R22 000.
Jessy’s medical expense deduction can now be calculated as discussed below
This deduction for donations to PBOs should not be confused with the
exemption of R100 000 when calculating Donations Tax.

Donations Tax is a

separate tax and does not form part of the calculation of a taxpayer’s taxable
income. It will be discussed separately below.
Medical and disability expenses
Medical expenses that are allowed as deductions from taxable income include
contributions made by the taxpayer to a medical scheme registered under the
Medical Schemes Act in respect of the taxpayer, his spouse or dependants,
and amounts paid by the taxpayer for medical attention which were not
recovered from a medical scheme.

The medical scheme may be one

registered in South Africa or any scheme registered under similar provisions
elsewhere in the world.
The deductions can be divided into three categories:
•

Taxpayers 65 and older - they may claim all qualifying expenditure.

•

Taxpayers under 65, where the taxpayer or the taxpayer’s spouse or
child is a person with a disability. Disability is now viewed as an
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impairment to the body or mind that results in a moderate to severe
limitation on a person’s ability to perform daily functions.

A person

may also now be diagnosed as permanently or temporarily disabled.
Claims by people with impairments that do not result in a moderate to
severe limitation on a person’s ability to perform daily functions will
still be subject to limitations. They may claim expenses related to
their impairment only to the extent thatsuch expenses exceed 7.5% of
their taxable income.

To claim the qualifying expenses in full, a

person with a disability must obtain a confirmation of his disability
from a registered health practitioner. People with disabilities can claim
expenses, medical or otherwise, that enable them to function more
fully in their daily lives. The expense must also be necessary for the
alleviation of the restrictions on a person’s ability to perform daily
functions.
•

Other taxpayers under 65 - they may deduct monthly contributions to
medical schemes up to R670 for each of the first two dependants on
their medical scheme and R410 for each additional dependant.

In

addition, they can claim a deduction for medical scheme contributions
above the caps and any other medical expenses limited to the amount
which exceeds 7.5% of taxable income (excluding retirement fund
lump sums).
So, the deduction is split into two parts:
•

The basic deduction for contributions to a medical scheme.
limits above.

See the

The balance of the contributions that could not be

deducted under the basic deduction because it exceeds the capped
amount plus other medical expenses that could not be claimed from
the medical scheme. These expenses will be deductible to the extent
that they exceed 7.5% of the taxpayer’s taxable income before the
deduction in respect of medical expenses but inclusive of capital gains.
Let’s look at an example where the taxpayer is a member of a medical scheme:
scheme:
John is a member of a medical scheme. His wife and two children are
dependants on the scheme. The basic deduction will thus be limited to:
R720 x 2 + R440 x 2 = R2 320 per month.
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Let’s look at an example where the taxpayer is not a member of a medical
scheme:
During the 2011/2012 tax-year Joe (47) has a taxable income of R300 000
before the deduction for medical expenses. He also has a taxable capital gain
of R50 000. He had an operation which cost R100 000. This expense was not
covered by a medical scheme.
His deduction for medical expenses will thus be calculated as follows:
Taxable income before medical

R300 000

expenses:
Plus taxable gain
Taxable income

R50 000
R350 000

The deduction for medical expenses is the amount that exceeds 7.5% of
taxable income before the deduction for medical expenses but inclusive of
capital gains:
7.5% of R350 000 = R26 250
Allowable deduction = R100 000 – R26 250
= R73 750

Let’s look at an example where the taxpayer is a member of a medical scheme,
and had medical expenses not covered by the scheme:
scheme:
Winston (43) is a member of a medical scheme. His wife and three children are
dependants on his medical scheme and the monthly premium is R4 000.
During the 2011/2012 tax-year Winston has earned taxable income before the
deduction for medical expenses of R200 000. He has also made a taxable gain
of R75 000. He had other medical expenses of R60 000 which he could not
claim from his medical scheme.
Winston’s deduction for medical expenses will be calculated as follows:
1.

The deduction for medical scheme contributions:

((R720 x 2) + (R440 x 3)) x 12 = R33 120
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His

actual

contributions

amounted

to

R48 000.

Only

R33 120

of

the

contributions will be deductible under this first leg. The additional R14 880
must now be added to the other medical expenses.
The next step is to establish whether these excess contributions and other
medical expenses will be deductible.
2.

The deduction for other medical expenses:

Total other medical expenses: R60 000 plus R14 880 = R74 880
The deduction for other medical expenses is the amount that exceeds 7.5% of
taxable income before the deduction for medical expenses but inclusive of
capital gains. The capped amounts are deducted to arrive at the taxable
income amount on which the 7.5% must be applied:
7.5% of (R200 000 plus R75 000 less R33 120) = R18 141
The allowable deduction = R74 880 – R18 141 = R56 739
Winston can thus only deduct R56 739 of the other medical expenses of R74
880.
Once all the deductions have been considered, the taxable income is calculated
for the relevant taxpayer. In the next paragraph we will look at how the tax
liability is calculated on this amount.
3.1.5

Calculating the tax liability

Different Income Tax rates apply to natural persons, corporate taxpayers
(companies and close corporations) and trusts. The tax rates and tables are
reviewed every year.
The current tax rate for companies is 28%. This is unless the company is a
personal service provider company or a foreign resident company which earns
income from a source in South Africa, in which case the tax rate will be 33%.
Special sliding scales are also available for companies that qualify as small
business corporations or micro businesses.
Trusts are taxed at 40%, unless the trust qualifies as a special trust. A ‘special
trust’ is a trust created solely for the benefit of a person with a mental illness
or a serious physical disability. Special trusts are taxed in terms of the same
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tax tables as individuals, but are not entitled to the primary rebate. Other
trusts are also not entitled to the primary rebate and also not the interest
exemption available to individuals.
The tax rates for the year of assessment ending 29 February 2012 for
individuals and special trusts are:
Taxable income

Rates of tax

R 0 - R150 000

18% of each R1

R150 001 - R235 000

R 27 000 + 25% of the amount over R150 000

R235 001 - R325 000

R 48 250 + 30% of the amount over R235 000

R325 001 - R455 000

R 75 250 + 35% of the amount over R325 000

R455 001 - R580 000

R120 750 + 38% of the amount over R455 000

R580 001 and above

R168 250 + 40% of the amount over R580 000

All taxpayers who are natural persons are entitled to certain rebates. These
are amounts that may be deducted from tax payable and are determined
according to the age of the taxpayer (section 6). The rebates for the tax
period ending 29 February 2012 are:
Rebate

Amount

Total rebate

Primary rebate (all taxpayers)

R10 755

R10 755

Secondary rebate (taxpayers 65 years and

R6 012

R16 767

R2 000

R18 767

older)
Tertiary rebate (taxpayers 75 years and older)

These rebates are not available to either normal or special trusts, or
companies. Rebates still apply in the year of death according to the age the
taxpayer would have reached during that year. Where the period of
assessment is less than 12 months, the rebate is reduced proportionately.
Example:
A taxpayer aged 46 with a taxable income of R279 520 has a tax liability of:
R48 250 + 30% of the amount above R235 000
=

R48 250 + 30% of (R279 520 - R235 000)

=

R48 250 + 30% of R44 520

=

R48 250 + R13 356

=

R58 806

Less the primary rebate of R10 755, the total tax payable is R48 051.
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3.2

TAXATION OF LUMP-SUM WITHDRAWAL BENEFITS

When a member of a pension or provident fund resigns from his employment,
he will become entitled (subject to the rules of the fund) to elect one of the
following three options in respect of his accumulated fund benefit:
•

A deferred pension; i.e. to leave the benefit in the fund and choose to
receive a deferred retirement benefit at normal retirement age; or

•

To transfer all or some of the benefits to another approved
retirement fund; or

•

To make a cash withdrawal in respect of all or some of the benefits.

We will now examine the income tax implications of each option in greater
detail.
Deferred pensions
Where a deferred pension (provided that it is allowed in terms of the rules of
the fund) is elected, no tax will be payable until the benefit is paid at normal
retirement date.
Transfers to other approved retirement
retirement funds
Paragraph 6 of the Second Schedule to the Income Tax Act makes provision
for the following transfers to be tax-free:
1.

From a pension fund to any other pension fund or retirement annuity
fund

2.

From a provident fund to any other pension fund, provident fund or
retirement annuity fund

3.

From a retirement annuity fund to any other retirement annuity fund

4.

From a pension fund to a pension preservation fund and from a
provident fund to a provident preservation fund

5.

From a pension preservation fund to a retirement annuity fund (from
1 March 2012)

6.

From a provident fund to a pension preservation fund (from 1 March
2012)

7.

From a provident preservation fund to a pension preservation fund or
a retirement annuity fund (from 1 March 2012)

It is important to remember that a transfer from a pension fund to a
provident fund will be subject to income tax as if it were a withdrawal benefit.
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Cash withdrawals
That part of a benefit from a pension fund or a provident fund, which is taken
as a cash benefit or lump sum, may be subject to income tax.
The following tax table is applicable to the taxation of such a lump-sum
withdrawal benefit.
Table for retirement fund lump-sum withdrawal benefits
Taxable income from lump sum

Rate of tax

benefits
Not exceeding R22 500

0% of taxable income

Exceeding R22 500, but not

18% of taxable income exceeding R22

exceeding R600 000

500

Exceeding R600 000, but not

R103 950 plus 27% of taxable income

exceeding R900 000

exceeding R600 000

Exceeding R900 000

R184 950 plus 36% of taxable income
exceeding R900 000

It is important to note the wording in the table. You will notice that the first
column refers to taxable income from lump-sum benefits. One, therefore, has
to determine the taxable portion of the lump-sum benefit before applying the
table.
Steps to determine the taxable portion of the lump-sum benefit
1.

Identify the lump sum/s

2.

Deduct any allowable deductions

In terms of paragraph 6 of the Second Schedule of the Income Tax Act, the
following deductions are allowed against lump-sum withdrawal benefits:
•

Members’ contributions which were disallowed as deductions;

•

An amount transferred into the fund from a Government Pension
Fund to a private sector fund as represents the tax-free portion, i.e.
the pre-1998 amounts transferred from public sector funds;

•

Amounts transferred from pension funds to provident funds, which
were taxed upon transfer (refer above under Transfer to Other
Approved Funds);

•

Unclaimed benefits transferred to preservation funds and taxed prior
to transfer.
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Once the deductions have been made from the available lump-sum benefit/s
one is left with the taxable portion of the lump sum to which one can then, as a
third step, apply the tax table above.
To calculate the tax in respect of a withdrawal lump sum one will, therefore,
follow the following three steps:
Steps to calculate the tax liability in respect of withdrawal lump sum benefit/s
1.

Identify the lump sum/s

2.

Deduct any allowable deductions

3.

Apply the withdrawal tax table

Example 1
Anna (35) resigned from her employment and became entitled to a
withdrawal benefit of R350 000 from her provident fund. Her contributions
of R150 000 were disallowed as a deduction for income tax purposes.
Samantha has not previously received any withdrawal benefits from any
approved retirement funds. Samantha has elected to take this full amount
as a cash lump sum.
Calculate Anna’s tax liability in respect of this withdrawal benefit.
Answer:
We will apply the three steps above:
Step 1: Identify the lump sum
The fund Anna is withdrawing from is a provident fund. She is entitled to
(and has indicated that she will take) the full benefit of R350 000 in the
form of a lump sum.
Step 2: Deduct any allowable deductions
Anna’s member’s contributions, which did not previously qualify for a
deduction, will qualify.

Taxable portion of withdrawal benefit is thus:
Lump sum – member’s contributions previously disallowed as a deduction
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=

R350 000 – R150 000

=

R200 000

Step 3: Apply the withdrawal tax table
18% of taxable income exceeding R22 500
18% x (R200 000 – R22 500)
18% x R177 500
R31 950
Anna’s tax liability in respect of the withdrawal lump sum will be R31 950.
Example 2
Jenna has recently resigned from her employment when she received a
better job offer. The full benefit in her pension fund is R400 000. Jenna has
decided to transfer R300 000 of the benefit to a retirement annuity and take
the balance of R100 000 as a cash lump sum.
Calculate Jenna’s tax liability in respect of the withdrawal lump sum.
Answer:
Step 1: Identify the lump sum
The fund Jenna is withdrawing from is a pension fund. She is entitled to the
full benefit of R400 000, but will only take R100 000 in the form of a lump
sum. The balance of R300 000 is transferred to the retirement annuity.
Full benefit – amount transferred to retirement annuity fund
=

R400 000 – R300 000

=

R100 000

Step 2: Deduct any allowable deductions
None in terms of paragraph 6.

Taxable portion of withdrawal benefit is, therefore:
Lump sum identified in Step 1:
=

R100 000
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Step 3: Apply the withdrawal tax table
18% of taxable income exceeding R22 500
18% x (R100 000 – R22 500)
18% x R77 500
R13 950
Jenna’s tax liability in respect of the withdrawal lump sum will be R13 950.

3.3

TAXATION OF LUMP-SUM RETIREMENT BENEFITS

When a member of a retirement fund reaches retirement age the accumulated
benefit in the fund will become available as a retirement benefit. The benefit
may be accessed in the following ways only:
1.

Pension fund, pension preservation fund and retirement annuity fund:
a maximum of 1/3 of the total retirement benefit may be accessed by
the retiring member in the form of a lump sum benefit; the balance
must be used to purchase a compulsory purchase annuity (either a
living or a guaranteed/life annuity).
Remember that the retiring member does not have to take the 1/3 as a
lump sum but may take any amount up to 1/3 as a lump sum. Thus
the member may in fact choose to use the full benefit to purchase a
compulsory annuity if he so wishes.

2.

Provident fund, provident preservation fund:
The retiring member may access the full retirement benefit from these
funds in the form of a lump sum benefit

When calculating the tax liability in respect of any lump-sum portions taken as
indicated above, the following table must be applied:
Table for retirement, death and retrenchment benefits
Taxable portion of lump sum benefit

Rates of tax

R0 – R315 000

0%

R315 001 – R630 000

18% of the amount over R315 000

R630 001 – R945 000

R56 700 + 27% of the amount over
R630 000

R945 001 +

R141 750 + 36% of the amount over
R945 000
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The steps in calculating the tax liability in the case of a lump-sum retirement
benefit are the same as those used in the case of lump-sum withdrawal
benefits.
Remember that it important to note the wording in the table. As above, one
has to determine the taxable portion of the lump-sum benefit before applying
the table.
Steps to determine the taxable portion of the lump sum benefit
1.

Identify the lump sum/s.

2.

Deduct any allowable deductions.

Paragraph 5 of the Second Schedule provides for the deductions in respect of
lump sum retirement benefits as follows:
•

Members’

contributions

which

were

previously

disallowed

as

deductions;
•

Withdrawal

amount

(“minimum

individual

divorce

withdrawal”)

transferred into the fund in terms of an election under section
37D(4)(b)(ii) of the Pension Funds Act – i.e. where the member was
allocated a portion of the pension interest in an ex-spouse’s
retirement fund and elected to transfer that portion to the current
fund;
•

Withdrawal benefit deemed to have accrued to the taxpayer (only if it
was taxed – e.g. transfer from a pension fund to a provident fund);

•

Amount transferred to a preservation fund as an unclaimed benefit
and was taxed prior to such transfer;

•

Amount transferred from a Government Pension Fund to a private
sector fund as represents the tax-free portion (pre-1 March 1998 pro
rata portion).

Once the deductions have been made from the available lump-sum benefit/s,
one is left with the taxable portion of the lump sum to which one can then, as a
third step, apply the tax table applicable to retirement above.
To calculate the tax in respect of a retirement lump sum, one will therefore
follow the following three steps:
Step to calculate the tax liability in respect of retirement lump sum benefit/s
1.

Identify the lump sum/s.
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2.

Deduct any allowable deductions.

3.

Apply the retirement/death/retrenchment tax table.

Example
Dave retired from his pension fund on 30 November 2011. He has worked for
the same company for 45 years and has not previously received a retirement
benefit or a withdrawal benefit from any other approved retirement fund.
Dave’s fund value at retirement was R3 000 000. Dave contributed an
amount of R55 000 to the pension fund that he could not previously claim as
a deduction.
Calculate how much income tax Dave will have to pay on his retirement lump
sum if he takes the maximum amount as a cash lump sum.
Answer:
We will apply the three steps above:
Step 1: Identify the lump sum
The fund Dave is retiring from is a pension fund. He is entitled to 1/3 of the
benefit in the form of a lump sum, i.e. R3 000 000/3 = R1 000 000.
Step 2: Deduct any allowable deductions
Dave’s member’s contributions, which did not previously qualify for a
deduction, will qualify.

Taxable portion of retirement benefit is thus:
Lump sum – member’s contributions previously disallowed as a deduction
=

R1 000 000 – R55 000

=

R945 000

Step 3: Apply the retirement/death/retrenchment tax table
R141 750 + 36% of the taxable amount over R945 000
R141 750 + 36% x (R945 000 – R945 000)
R141 750
Dave will, therefore, pay income tax of R141 750 on his cash lump sum at
retirement.
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3.4

TAXATION OF LUMP-SUM DEATH BENEFITS

When a member of a retirement fund dies prior to retirement, the full benefit
may be taken in the form of a lump-sum cash benefit. Usually the trustees of
the retirement fund will ultimately decide to whom and in which format (lump
sum or annuity) the death benefit will be paid.
For income tax purposes, though, the lump-sum benefits payable on the death
of a member of a retirement fund are deemed to have accrued to the member
on the day before his death. Therefore, the benefit will be taxed in the hands of
the deceased estate. You will have noticed that the tax table applicable to
lump- sum retirement benefits also applies to death benefits.
In practice, any income tax payable is deducted directly from the lump-sum
benefits and the net after-tax benefit is usually paid to the beneficiary.
If the beneficiary is to receive an annuity rather than a lump sum, then the
annuity will be included in the ‘gross income’ of the annuitant (beneficiary)
and, therefore, be subject to income tax in his hands.
For purposes of calculating the tax liability in respect of any lump-sum benefits
payable on the death of a member, you will follow exactly the same steps as
above in respect of retirement lump-sum benefits.
Example
Example
Sindiswa was a member of her employer’s provident fund at the time of her
death on 15 January 2012. The total fund value at the date of her death was
R2 000 000. Sindiswa had contributed an amount of R200 000 to the
provident fund that she could not previously claim as a deduction.
The trustees have allocated the maximum benefit available to be paid in the
form of a lump sum to Sindiswa’s only dependant, her daughter Claudia.
Calculate the net after-tax benefit that Claudia will receive from the provident
fund.
Answer:
We will apply the three steps above:
Step 1: Identify the lump sum
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The fund is a provident fund and the full value is available and will be paid to
Claudia as a lump sum i.e. R2 000 000.
Step 2: Deduct any allowable deductions
Sindiswa’s member’s contributions, which did not previously qualify for a
deduction, will qualify.

Taxable portion of withdrawal benefit is thus:
Lump sum – member’s contributions previously disallowed as a deduction
=

R2 000 000 – R200 000

=

R1 800 000

Step 3: Apply the retirement/death/retrenchment tax table
R141 750 + 36% of the taxable amount over R945 000
R141 750 + 36% x (R1 800 000 – R945 000)
R449 550
Claudia will, therefore, receive R2 000 000 – R449 550 = R1 550 450 from
the provident fund.

3.5

TAXATION OF LUMP-SUM RETRENCHMENT BENEFITS

A member of a pension or provident fund who is retrenched from his
employment may, if the rules of the fund provide, take the full fund value from
the fund in the form of a cash lump sum.
You will have noticed that the tax table used in respect of retirement and death
lump-sum benefits (above) is also applicable in the case of retrenchment.
For purposes of calculating the tax liability in respect of any lump-sum benefits
payable on the retrenchment of a member, you will follow exactly the same
steps as above in respect of retirement lump-sum benefits, namely:
Step to calculate the tax liability in respect of retirement/retrenchment lump
sum benefit/s
4.

Identify the lump sum/s.

5.

Deduct any allowable deductions.
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6.

Apply the retirement/death/retrenchment tax table.

Note, however, that the lumplump-sum benefit will only be taxed as a retirement
benefit if:
•

The person who receives it was not at any time, if the employer was a
company, a director of that company; OR

•

The person who receives it did not at any time hold more than 5% of
the issued share capital or member’s interest in the company or close
corporation.

If these requirements are not met, the retrenchment benefit will be taxed as a

withdrawal benefit. You will then follow the same steps as above in respect of
withdrawal lump-sum benefits.
Example 1
Donald had worked for his employer for a period of ten (10) years when he
was informed last month that for operational reasons his whole department
would be closing down and he would be retrenched. Donald was a member of
his employer’s pension fund, and the total fund value was R1 000 000 at
retrenchment.
Donald is concerned that he may not get another job in the near future and,
therefore, he would like to take the maximum amount available from the
pension fund in the form of a lump-sum benefit.
Calculate the net after-tax benefit that Donald will receive from the pension
fund.
Answer:
We will apply the three steps above:
Step 1: Identify the lump sum
The fund is a pension fund; as Donald is being retrenched, he may take the
full fund value as a lump sum, i.e. R1 000 000.
Step 2: Deduct any allowable deductions
There are no deductions available.

Taxable portion of withdrawal benefit is thus:
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Total lump-sum benefit:
=

R1 000 000

Step 3: Apply the retirement/death/retrenchment tax table
R141 750 + 36% of the taxable amount over R945 000
R141 750 + 36% x (R1 000 000 – R945 000)
R161 550
Donald will, therefore, receive R1 000 000 – R161 550 = R838 450 from the
pension fund.

Example 2
Gregory was recently informed by his employer, ABC Co., that he is being
retrenched. Gregory was a director of the company and also a member of the
company’s provident fund. The total fund value at the time of his
retrenchment was R1 500 000. Gregory had contributed R350 000 to the
fund during the years that he was a member.
Gregory wants to take the maximum available benefit in the form of a lump
sum.
Calculate the net after-tax benefit that Gregory will receive from the
provident fund.
Answer:
We will apply the three steps above:
Step 1: Identify the lump sum
The fund is a provident fund; as Gregory is being retrenched he may take the
full fund value in the form of a lump sum, i.e. R1 500 000.
Step 2: Deduct any allowable deductions
Gregory’s member’s contributions, which did not previously qualify for a
deduction, will qualify, i.e. R350 000. Remember that contributions made by
a member of a provident fund are not deductible.
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Taxable portion of withdrawal benefit is thus:
Lump sum – member’s contributions previously disallowed as a deduction
=

R1 500 000 – R350 000

=

R1 150 000

Step 3: Apply the withdrawal tax table
R184 950 + 36% of the taxable amount over R900 000
R184 950 + 36% x (R1 150 000 – R900 000)
R274 950
Gregory will, therefore, receive R1 500 000 – R274 950 = R1 225 050 from
the provident fund.
We taxed the lump-sum benefit as a withdrawal benefit in this case because
Gregory was a director of the company.
If Gregory had not been a director, we would have taxed the benefit as a
retirement benefit.

3.6

CAPITAL GAINS TAX (CGT)

3.6.1 Who is liable for CGT?
Capital Gains Tax was introduced in South Africa on 1 October 2001.

All

taxpayers including individuals, trusts, companies and close corporations pay
Capital Gains Tax on the gain made when they dispose of (sell or donate,
etc.) an asset of a capital nature.

Events that trigger a disposal include a

sale, donation, exchange, loss, waiver of debt, scrapping an asset, etc.
Deemed disposals include death and emigration.

When a capital asset is

disposed of, the capital gain for CGT purposes must be calculated.
CGT is levied on the disposal of an asset of a resident, or in the case of a
non-resident, on the disposal of immovable property situated in South Africa
or any interest or right in immovable property in the Republic, or any asset
which is attributable to a permanent establishment of that person in the
Republic.
3.6.2 How is CGT calculated?
Step 1: Establish the proceeds of the disposal (i.e. the sale price received).
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Step 2:

Deduct the BASE COST of the asset (i.e. the original cost of the

asset or for assets acquired before 1/10/2001, the value established for that
date).
Step 3: Deduct any applicable EXCLUSIONS (such as the primary residence
exclusion) to reach the capital gain.
Step 4: Calculate the total capital gain or loss by adding up the gains and
losses of the different assets disposed of.
Step 5: Deduct the annual exclusion of R20 000. The answer to this step will
give you the CAPITAL GAIN made. Only a portion of this gain will be included
in your taxable income.
Step 6: Calculate the TAXABLE CAPITAL GAIN. In the case of an individual,
25% will be included in the taxpayer’s taxable income. In the case of close
corporations, companies or trusts, 50% of the capital gain will be included in
the taxpayer’s taxable income.
Let’s look at an example:
Nanda bought a holiday home in 2002. The purchase price was R1 000 000.
She sells the holiday home in February 2012 to fund her retirement.

The

proceeds of the sale amounted to R1 800 000. She did not make any other
disposals during the tax year. The taxable capital gain due to this transaction
will be:
Proceeds of the disposal

R1 800 000

Less Base cost value

R1 000 000
R 800 000

Less annual exclusion

R

20 000

Capital gain

R 780 000

Taxable capital gain to be included in taxable income (25%)

R 195 000

In our example above, the taxpayer made a capital gain.

If the base cost

value exceeds the proceeds received in respect of the disposal, then the
taxpayer would have made a capital loss. Capital losses are carried forward
to the next year of assessment. It can be offset against capital gains only
(and not against income).
Let’s review the concepts in a bit more detail.
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3.6.3 Proceeds from a disposal or deemed disposal
Generally, the proceeds on the disposal of an asset is the amount received or
that accrued on disposal. If a debt is reduced or waived, the amount by which
it was reduced or discharged will be the proceeds of the disposal. In the case
of a deemed disposal such as death, all the person’s assets are deemed to be
disposed of at market value on the date of death.
3.6.4 The determination of base cost
We have seen that the base cost is the expenditure that the taxpayer incurred
to acquire the assets. Other costs that can be included in the base cost are:
•

expenditure actually incurred in order to acquire the asset (for
example, legal fees, agent’s commission, stamp duty, advertising
costs, broker’s fees and transfer duty).

•

VAT.

•

improvement costs.

•

legal costs (for example, the legal costs incurred in defending the right
to an asset owned by the taxpayer).

Costs that cannot be included:
•

Borrowing costs (interest)

•

Raising fees

•

Repairs and maintenance

•

Protection and insurance

•

Rates and taxes.

For example:
Nanda (from our previous example) installed a security system at a cost of
R20 000 to the property. She also painted and maintained the property over
the years of ownership. According to her records, the cost of painting and
maintaining the property amounted to R50 000.
The base cost of the property will be: R1 000 000 + R20 000 = R1 020 000
With reference to assets acquired prior to 1 October 2010, the taxpayer has
the option of three different methods to establish the base cost value:
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1.

The market value of the asset on 1 October 2010.

In this case the

taxpayer had to obtain a valuation between 1 October 2001 and 30
September 2004 that reflects the value of the property on 1 October
2001.
2.

The time-apportioned base of the asset. In terms of this method, the
growth in the value of the asset is spread over the period the person
used the asset. Different formulas are prescribed as to the costs
incurred to acquire the asset.

3.

The value according to the 20% rule. This value is established by
deducting any costs incurred (such as improvements) from the
proceeds of the sale, and then multiplying the result by 20%.

3.6.5 Exclusions
Specific exclusions available are:
•

R1 500 000 on the disposal of a primary residence. This is the total
exclusion available for a primary residence, in other words, if it is
jointly owned, only one R1 500 000 will be available to both taxpayers:
R1 500 000 is available per primary residence, not per individual.
If the proceeds on the disposal of the primary residence does not
exceed R2 000 000 the capital gain will be disregarded.
The exclusion of R1 500 000 applies to a maximum of 2 hectares of
land provided it is mainly used for domestic purposes together with the
primary residence. The primary residence exclusion does not apply to
non-residents. If a portion of the property is used for business
purposes, that portion will not qualify for the exclusion. The exclusion
will thus be apportioned.

•

Personal use assets, such as your motor vehicle, furniture and personal
effects.

Personal use assets exclude gold or platinum coins, aircraft

exceeding 450 kg in weight, boats exceeding 10m in length.
•

Retirement benefits, in other words, payouts from retirement annuity,
pension and provident funds.

•

Payments in respect of original long-term insurance policies, in other
words, proceeds from life assurance and endowment policies (as long
as it is not a second-hand policy.

A second-hand policy is a policy

where the investor bought or took over from the original owner a policy
that was already issued by the insurance company).
•

Cash disposals are excluded from CGT.

•

Donations and bequests to PBOs.

•

A gain of up to R900 000 on the sale of assets of a small business on
retirement. The market value of all the assets of the business must not
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exceed R5 million. The assets must be active business assets. This
exclusion only applies where the person held the interest for a
continuous period of at least five years prior to its disposal, has
attained age 55 or has disposed of the interest as a consequence of ill
health, infirmity, superannuation or death.
3.6.6

Annual exclusions, inclusion
inclusion and effective tax rates

For the 2011/2012 tax year: Annual exclusion of R20 000 is granted to
individuals and special trusts. In the year of death, the annual exclusion of
an individual is increased to R200 000.
The inclusion rate for individuals and special trusts is 25%, and for other
trusts and companies, 50%. This means that the maximum effective rate for
individuals and special trusts is 10% (25% of the maximum marginal rate of
40%), for companies 14% (50% of 28%) and for other trusts 20% (50% of
40%).

3.7

SITE AND PAYE

Tax is collected by way of Employees’ Tax and Provisional Tax.
3.7
3.7.1

Employees’ Tax

Employees’ Tax refers to the tax deducted by an employer from the
remuneration paid or payable to an employee. It is divided into SITE (Standard
Income Tax on Employees) and PAYE (Pay As You Earn).
When a taxpayer’s liability for normal tax for the year of assessment is
calculated, the Employees’ Tax (tax already collected) is set off against the
taxpayer’s final tax liability. In case of excess tax collected, the excess is
refunded, and conversely, in case of a shortfall, the taxpayer will have to pay
in the difference.
Standard Income Tax on Employees (SITE) is an integral part of the Pay As
You Earn (PAYE) method of paying Income Tax and is in effect a final
withholding tax levied on the first R60 000 of net remuneration. It was
introduced to limit the number of personal Income Tax returns filed annually,
freeing up resources to deal with more complicated returns.
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If an employee is subject to SITE only, any deductions that the employee could
have been entitled to will be limited to those in respect of pension fund
contributions, retirement annuity fund contributions, and under certain
circumstances, medical expenses. The employee will not be required to render
an Income Tax return.
PAYE is represented as the difference between the total Employees’ Tax and
SITE, and is based on remuneration.

The amount of SITE deducted will

constitute the employee’s minimum liability for tax. If an employee is entitled
to deductions other than those allowed for SITE purposes, it will be offset
against non-SITE income and will reduce the PAYE portion of Employees’ Tax.
The employee will be required to render a return.
Remuneration consists of everything you receive from your employer and
everything you receive from retirement benefits: e.g. salary, leave pay,
overtime, bonus, commission, pension, travel allowance, annuity, lumps sums
from retirement funds, fringe benefits. PAYE is based on remuneration. SITE
applies to the annual equivalent of net remuneration earned by an employee
during the tax period as does not exceed R60 000. SITE does not apply to all
income that qualifies as remuneration. Relevant exclusions:
•

Any remuneration derived by any person which is under the provisions
of section 7 (2) deemed to be income accrued to such person’s spouse.

•

Any remuneration not derived from standard employment.

•

Annuities from retirement annuity funds. (Annuities from pension and
provident funds are subject to SITE.)

•

Director’s fees.

•

Travel allowance.

•

Retirement fund lump sum and retirement fund lump-sum withdrawal
benefit.

Technological improvements and the introduction of e-Filing negate the need
for SITE. The new system also allows taxpayers earning up to R120 000 per
annum with a single employer and no additional income or deductions not to
file an Income Tax return, although they are liable to register as taxpayers.
SARS has thus proposed the gradual phasing out of SITE as from March 2011.
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3.8

DONATIONS TAX

3.8
3.8.1

What is Donations Tax and who pays it?

Donations Tax is a tax levied on the transfer of assets. A donation is any
gratuitous disposal of property including any gratuitous waiver or renunciation
of a right.
Donations Tax is payable at a rate of 20% on the value of any property
disposed of under any donation by a person who is a South African resident for
tax purposes. This includes an individual, company, close corporation or trust.
Note that non-residents do not pay Donations Tax even when they donate
South African assets.
3.8
3.8.2

Fair market value

The tax is levied on the fair market value of the property donated.
‘Fair market value’ is defined as the price which could be obtained upon a sale
of the property between a willing buyer and a willing seller dealing at arm’s
length in an open market; and in relation to immovable property on which a
bona fide farming undertaking is being carried on, the amount determined by
reducing the price which could be obtained upon a sale of the property between
a willing buyer and a willing seller dealing at arm’s length in an open market by
30%.
In other words, 70% of the fair market value of farming property donated must
be considered when calculating the donations tax payable.
3.8
3.8.3 Exemptions
•

Donations between spouses
Donations to a spouse in terms of a registered antenuptial or postnuptial contract, or under a notarial contract, or any donations to or for
the benefit of the spouse (not officially separated) of the donor is
exempted.

•

Donations in contemplation of death (donatio mortis causa
causa))
This is a donation made in contemplation of death. The donor
undertakes that the property will go to the donee if the donor dies. It
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is a donation under which the benefit only passes to the donee upon
the death of the donor.
•

Donations cancelled
cancelled within six months
A donation which is cancelled within six months from the date upon
which it took effect will also be exempted from Donations Tax.

•

Donations of property
property situated outside the Republic
A donation of property situated outside the Republic, if such property
was acquired by the donor:
o

before becoming ordinarily resident in the Republic for the first
time or

o

by inheritance or donation from a non-resident of South Africa
or

o

out of funds derived from the sale of property referred to
above.

•

Donations to or by certain taxtax-exempt bodies
This includes donations to and from persons and institutions, such as
the Government, municipalities, political parties and PBOs.

•

Voluntary awards which were included in the donee’s
donee’s gross income
Any amount which is voluntarily awarded by an employer to an
employee and which is included in the employee's gross income in
terms of the gross income definition will be taxed as part of taxable
income. This amount will not attract Donations Tax.

•

Donations made in terms of a Trust Deed
Donations made by the trust to beneficiaries of the trust are exempt.

•

Use of farm property by a farmer’s child
A donation of the right to the use or occupation of farming property to
the donor's child (but excluding fiduciary, usufructuary or other like
interests) is exempt from Donations Tax.

116

© INSETA– RE 7 version 12a

•

Donations made by public companies
Donations by a company recognised as a public company for tax
purposes. A public company for tax purposes is a company which, in
terms of section 38 of the Income Tax Act, is listed on the stock
exchange, any co-operative, any insurance society, any public utility
company and gold- and diamond-mining companies.

•

Land reform programme
A donation of immovable property (made after 27 April 1994), if such
property was acquired by any beneficiary entitled to any grant or
service in terms of the Land Reform Programme and the Minister of
Land Affairs approved the particular project.

•

Bona fide contributions towards maintenance
Bona fide contributions made by the donor towards the maintenance of
any person as the Commissioner considers reasonable, are exempt
from Donations Tax.

•

Donations by natural persons up to R100 000 per year of assessment
So much of the sum of the values of all property donated by a natural
person as does not exceed R100 000 during any year of assessment
will be exempt. Where the donor makes a number of donations during
the year, the exemptions are calculated according to the order in which
the donations take effect.

3.8
3.8.4

Donations made by spouses married in community of property

A donation made by a spouse married in community of property shall be
deemed to have been made by both spouses in equal shares if the property
formed part of the joint estate. If the property did not form part of the joint
estate, the donation shall be deemed to have been made solely by the spouse
making the donation.
3.8
3.8.5

Disposal for a consideration less than market value

Where property has been disposed of for a consideration (which in the opinion
of the Commissioner for Inland Revenue is not an adequate consideration), it is
deemed that a donation took place.
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Let’s look at an example:
example:
A taxpayer sold his shares to his trust for R500 000. The market value of the
shares is R1 000 000. The difference between the market value and purchase
price of the shares will be deemed to be a donation.
3.8
3.8.6

Liability for payment

The donor is liable for the payment of Donations Tax, which is to be paid within
three months of the donation taking effect. If the donor does not pay the tax
within the prescribed period, the donor and the donee shall be jointly and
severally liable for the payment of the Donations Tax. This has the effect that
the Receiver of Revenue can recover the full tax from either the donor or the
donee. If the donee pays the tax, the section makes provision for him to
recover the tax paid from the donor.
Example:
xample:
Olga is married in community of property.

She entered into the following

transactions during the 2011/2012 year of assessment:
1.

She donated a property in Russia valued at R800 000 to her youngest
daughter.

She inherited this property from her aunt, a resident of

Russia.
2.

R5 000 to the SPCA.

3.

R10 000 to her son (19) towards the funding of his education.

4.

She made a loan of R60 000 to her best friend and later told her friend
that he does not have to repay the loan.

5.

An interest-free loan of R100 000 to their family trust.

6.

R200 000 to her eldest daughter to help her set up her own business.

Calculate the amount of Donations Tax payable by Olga.
Donation? Exempt?
1.

Value

As this property was obtained via a bequest from someone
that was not ordinarily resident in SA, this donation will be
exempt from Donations Tax.

2.

The donation to the PBO is exempt from Donations Tax.

3.

As this donation was for the bona fide maintenance of her
son, it will be exempt.

4.

The waiver of the loan is a donation, but only 50% due to

R 30 000

in community of property marriage.
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Donation? Exempt?
5.

Value

As the trust will be under the obligation to repay the loan
amount, it is not a donation.

6.

This is a donation, but only 50% due to in community of

R100 000

property marriage.
R130 000
Less exemption

R100 000
R 30 000

Donations Tax at 20%

R

6 000

Remember that Olga’s spouse may also have a donations tax liability for the
relevant tax-year because of the above donations made by Olga from the
community estate.

3.9

TRANSFER DUTY

Generally speaking, a property transfer will either be subject to transfer duty,
levied in terms of the Transfer Duty Act, or Value-Added Tax, levied in terms of
the VAT Act. The tax status of the seller determines whether transfer duty or
VAT is payable by the purchaser. If the seller is a VAT vendor for the purposes
of the transaction, then VAT will be added to the purchase price and the
purchaser will pay 14% VAT on the purchase price, which will be paid to the
seller on transfer, and in turn by the seller to SARS.
If the seller is not a VAT vendor for the purposes of the transfer, then the
purchaser will be liable for transfer duty. The amount of transfer duty is
calculated as a percentage of the purchase price and if the purchaser is an
individual, it is calculated according to a sliding scale.
The followingtransfer duty table applies to all persons (including close
corporations, companies and trusts) effective from 23 February 2011.
Dutiable amount

Duty

R0 – R600 000

0% of amount

R600 001 – R1 000 000

R0 plus 3% of amount exceeding R600 000

R1 000 001 – R1 500 000

R12 000 + 5% of amount exceeding R1 000 000

R1 500 001 and above

R37 000 + 8% of amount exceeding R1 500 000
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Transfer duty is payable to SARS prior to transfer of the property and should
be paid within 6 months of the date of the transaction to avoid penalties being
imposed by SARS.
Certain amounts may be required to be added to the purchase price in order to
determine the amount of transfer duty payable. Items such as Levy
Stabilisation Fund payments which are payable in addition to the purchase
price may need to be included in the transfer duty calculation. If, however, VAT
is payable on these amounts, then transfer duty will not be levied on these
items.
If the parties to a transaction are related to each other, then SARS will usually
call for an estate agent’s valuation of the property to determine whether the
property is being sold at fair market value.

3.10

COMPREHENSIVE EXAMPLE

Mr Roux (50) is married in community of property. He is employed as a senior
manager and earned a salary of R800 000 for the 2011/2012 tax year. In
addition, he was paid a travel allowance of R100 000. He belongs to the
company’s pension fund and contributes 6.5% of his salary in current
contributions to the fund.
He is a member of a medical scheme (not sponsored by his employer) to which
he contributes R1 000 per month. His wife had an operation during the tax
year, which was not fully covered by the fund. R18 000 was paid out of his
own pocket.
He is also a member of a retirement annuity fund to which he contributes
R1 500 per month.
The cost price (including VAT) of his Mercedes that he uses for his business
travel was R280 000. He travelled 42 000 kilometres for the year of
assessment. He kept accurate records of business travel. His records show that
he travelled 29 905 kilometres for business purposes.
Other transactions and receipts in the 2011/2012 tax year:
Mr Roux made a donation of R200 000 to Home of Hope, a public benefit
organisation.
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He received dividends of R40 000 and interest of R30 000 on his investment
portfolio. R7 000 of the dividends earned are foreign dividends. A part of his
investment portfolio was invested to provide Mrs Roux with a voluntary
purchase annuity. The annuity is R10 000 per month and the capital element
thereof R8 000.
Mr Roux sold shares he bought five years ago. The original investment amount
was R500 000. He now realised R1 000 000 on this sale. He used some of the
proceeds to invest in immovable property – the purchase price was R600 000.
The seller of the property is not registered for VAT. The purchase of the
immovable property took place after 23 February 2011.
Mr Roux is a member of a pension preservation fund. He is unhappy with the
performance and service received. He made a withdrawal of R200 000, and
later managed to transfer the balance of his funds (R400 000) to another
pension preservation fund. In April 2008, he also took a withdrawal of
R100 000 from the preservation fund.
Calculate Mr Roux’s total tax liability for the 2011/2012 year of assessment.
GROSS INCOME

R

R

Salary

800 000

Travel allowance

100 000

Foreign dividends

3 500

Local interest

15 000

Local dividends

16 500
925 000

LESS EXEMPTIONS
Foreign dividends

3 500

Local interest (R22 300 less R3 500 is still available)

15 000

Local dividends

16 500

INCOME

35 000
890 000

LESS DEDUCTIONS
Pension fund contributions

52 000

Travel expenses (note 1)

90 000

Retirement annuity fund contributions (note 2)

1 750

Donations (note 3)

86 688

Medical expenses (note 4)

12 000

242 438
647 562

ADD TAXABLE CAPITAL GAIN

120 625

TAXABLE INCOME

768 187
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Tax payable:
R160 730 + 40% of taxable income above R552 000
R160 730 + 40% of (R768 187 less R552 000)
= R247 205
Less rebate of R10 260 = R236 945
Note 1:
Fixed cost: R76 041/42 000 x 100

181.05c

Fuel cost

81.5c

Maintenance cost

46.4c

Total cost per kilometre (in cents)

308.95c

The deduction: 29 905 x 308.95/100 = R92 391.
391. The deduction is limited to
the travel allowance received.
Note 2:
15% of R0*
R3 500 - 52 000 = 0
R1 750
(*Mr Roux does not have any taxable NRFI due to the availability of the
exemptions. Note also that the 15% leg cannot be based on capital gain
amounts or retirement fund lump sums.)
Note 3:
The deduction is limited to 10% of the taxpayer’s taxable income before the
deduction of a claim in respect of any donation or medical expenses, but
inclusive of taxable capital gains.
R890 000 less deductions (90 000 + 52 000 + 1 750) = R746 250 (taxable
income before deductions for donations and medical)
Taxable capital gain: (R1 000 000 less R500 000 less R17 500) x 25% =
R120 625.
10% of (R746 250 + R120 625) = R86 688
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Note 4:
1.

The deduction for medical scheme contribution:
(R670 x 2) x 12 = R16 080.

His actual contribution amounted to

R12 000, and is thus fully deductible.
2.

The deduction for other medical expenses:
The deduction for other medical expenses is the amount that exceeds
7.5% of taxable income before the deduction for medical expenses but
inclusive of capital gains. The capped amounts deducted to arrive at
the taxable income amount on which the 7.5% must be applied:
R746 250 less R86 688 (donation deductions) less R12 000 (medical
contribution deduction) plus R120 625 (capital gain) = R768 187
(taxable income after deductions for donations but before medical plus
capital gain).
7.5% of R768 187 = R57 614
The actual expenses of R18 000 are less than 7.5% level, and thus not
deductible.
Tax on lump sums
The transfer to the other pension preservation fund is available as a
deduction, with the result that the taxable portion of the retirement
fund

lump-sum

withdrawal

benefit

is

R200

000.

The

previous

withdrawal in April 2008 does not have to be aggregated before
1.March 2009. The tax on R200 000 is: 18% of taxable income
exceeding R22 500 = R31 950.
Donations tax
The donation made will not attract any Donations Tax.
Transfer duty
Transfer duty is relevant because the sale is not subject to VAT. The
first R600 000 is exempt from transfer duty.
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Mr Jones, a 46-year-old married man, was appointed as sales manager at
Surecorp (Pty) Ltd with effect 1 March 2011.
His annual salary package is constructed as follows:
R
Salary

300 000

Travel allowance

100 000

Use of computer (Additional Info 5)
Low-interest loan (Additional Info 4)
Medical Scheme contributions (Additional Info 3)

12 000

Expenses:
Travel Expenses (Additional Info 1)
Donation (Additional Info 2)

18 000

Medical Expenses (Additional Info 3)
Mr Jones also received the following additional income for the current year of
assessment:
Local interest on investments

30 000

South African dividends

22 000

Additional Information
1.

Travel Allowance

Mr Jones bought a new Mercedes C240 motor vehicle on 1 March 2011. The
vehicle had a cost price of R280 000 (excluding VAT). The odometer reading
on 29 February 2012 was 41 329km. Surecorp (Pty) Ltd requires Mr Jones to
keep a logbook of his business travels. A summary of the logbook reflects
that he has travelled 30.621km for business purposes.
2.

Donation

Mr Jones was approached by the local school for a donation and he donated
stationery to the value of R18 000. The required receipt was obtained.
3.

Medical contributions

Mr Jones is a member of Surecorp (Pty) Ltd’s medical scheme.

Mr Jones’

company contributes R12 000 per annum and the balance of R6 000 per
annmum for medical scheme contributions, is paid for by Mr Jones. This is for
himself and one dependant. They had additional medical expenses not
covered by the medical scheme, of R8 000, paid for by Mr Jones.
4.
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Low-interest loan
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Surecorp (Pty) Ltd granted Mr Jones a loan of R80 000 on 1 September 2011
at an interest rate of 4% per an annum. Mr Jones did not pay back any
capital portion of the loan during the year. The repo rate for the period was
5.5%.
5.

Right of use of computer

Surecorp (Pty) Ltd granted Mr Jones the right of use of a portable computer
for private use in order to complete his thesis for his studies. Mr Jones used
the computer from 1 June 2011 until 31 December 2011. The market value
on 1 June 2011 is R15 000. The computer cost the company R25 000 when
they purchased it during 2011.
What is Mr Jones’s tax liability for the 2011/2012 tax year?

GROSS INCOME
Salary

R300 000

Interest on investments

R 30 000

South African dividends

R 22 000

Medical aid contributions by employer (note 4)

R 12 000

Right of use of computer (note 1)

R

Travel allowance

R100 000

Low-interest loan (note 2)

R

0
1 000

R465 000

LESS EXEMPTIONS
Interest (limited to R22 800)

R 22 800

South African dividends

R 22 000

INCOME

(R44 800)
R420 200

LESS DEDUCTIONS
Allowable travel costs (note 3)

(R100 000)

Donations (note 5)

(R 18 000)

Medical scheme contributions

(R 17 280)

Other medical expenses
TAXABLE INCOME
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R

0

R284 920
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Tax payable:
R48 250 + 30% of the amount above R235 000
R48 250 + 30% of (R284 920 – R235 000)
R48 250 + 30% x (R49 920)
R48 250 + R14 976
= R63 226
Less primary rebate: (R10 755)
Total tax payable: R52 471
Notes
1.

Right of use of computer
As from the tax year ending 28 February 2009, a taxable value is no
longer placed on the private use of computer equipment provided by
an employer.

2.

Low-interest loan
Interest rate @ official rate of interest = 5.5% + 1% (6.5%)
R80 000 x 6.5% x 6/12

R2 600

Less: interest paid at 4%
(R80 000 x 4%) x 6/12

R1 600

Cash equivalent of benefit R1 000
3.

Travel costs
Total actual kilometres travelled

= 41 329 kilometres

Determined value (R280 000 x 1.14) = R319 200
Fixed cost
R91 873

x 365 x 100 = 222.30 cents/kilometre

41 329

365

+ Fuel cost
+ Maintenance cost
Total cost

= 93.9 cents/kilometre
= 54.2 cents/kilometre
370.40 cents/kilometre

Allowable deduction against allowance
Actual business kilometres x deemed cost
= 30 621 kilometres x 370.40/100 = R113 419
Limited to the actual allowance of R100 000
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4.

Medical scheme contribution
From 1 March 2009, medical scheme contributions ceased to qualify as
tax-free fringe benefits. All contributions paid by an employer will be
regarded as taxable and the employee will be permitted to claim a tax
deduction for contributions up to the capped amount.

5.

Donations – deduction
The deduction is limited to 10% of the taxpayer’s taxable income
before the deduction of a claim in respect of any donation or medical
expenditure. 10% x R320 200 = R32 020. Therefore, the full amount
of R18 000 may be deducted.

6.

Medical expenses – deduction
Deduction for medical aid contributions:
R720 x 2 x 12 = R17 280 per annum
Mr Pretorius’ contributions are a total of (his contributions plus
employer-paid contributions) R18 000. Therefore, he can deduct
R17 280 in respect of his contributions.

Other medical expenses – deduction
R18 000 – R17 280 = R720 (amount of contributions which could not be
claimed) + R8 000 (medical expenses not covered by medical scheme) =
R8 720.
The amount that may be deducted is the amount that exceeds 7.5% of the
taxpayer’s taxable income (before any deduction for medical expenses).
The deduction that will be allowed will, therefore, be the amount of the
medical expenses that exceeds 7.5% of the taxpayer’s taxable income:
7.5% x R320 200 = R24 015
The amount of R8 720 is less than R4 015 and the taxpayer will, therefore,
not be entitled to a deduction for other medical expenses.
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Summary
The steps in calculating a taxpayer’s taxable income:
income
Gross income
Less exemptions
Income
Less deductions
Plus taxable capital gain
Taxable income
Gross income means the total amount, in cash or otherwise, received by or
accrued to the taxpayer during such year of assessment, but excluding receipts
or accruals of a capital nature. Specifically included in gross income are
annuities, amounts received in respect of services rendered, lump-sum benefits
received as compensation for loss of office and lump-sum benefits received
from pension, provident and retirement annuity funds, and fringe benefits.
The cash equivalent of fringe benefits:
benefits:
The acquisition of an asset at less than actual value – the difference between
the market value and consideration paid by the employee.
The private use of a companycompany-owned motor vehicle - monthly taxable value =
3.5% of the determined value of the motor vehicle.
Travel allowances – taxed in full if provided in addition to company car;
otherwise expenses related to business travel may be claimed as long as they
have maintained travel log books showing business travel. Actual or deemed
expenses may be used.
Residential accommodation = (A – B) x C/100 x D/12
InterestInterest-free or lowlow-interest loans - the interest which the employee actually
pays less the official interest rate as published.
Exempt income:
ncome:
Interest and dividends:
dividends: 2011/2012 - R22 800 for persons under 65; R33 000
for persons aged 65 and over.
Capital element of voluntary purchase annuities:
annuities: total cash consideration/total
expected return x the annual amount of the annuity.
Deductions:
Deductions: expenditure and losses actually incurred during the year of
assessment in the production of income and not of a capital nature are
deductible for Income Tax purposes. Specific deductions include:
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•

Deductions in respect of domestic premises

•

Contributions to pension funds - currently, the greater of R1 750 or
7.5% of retirement-funding remuneration

•

Contributions to retirement annuity funds – currently, the greater of
15% of NRFI; or R3 500 less deductible pension fund contributions; or
R1 750

•

Legal fees

•

Bad and doubtful debts

•

Wear and tear

•

Donations to public benefit organisations - 10% taxable income before
the deduction of a claim in respect of any donation or medical
expenses, but inclusive of taxable capital gains

•

Medical scheme contributions and expenses – R720 for each of the first
two dependants and R440 for each additional dependant (2011/2012).
Plus for medical scheme contributions above the caps and other
medical expenses: the amount which exceeds 7.5% of taxable income
(excluding retirement fund lump sums).

Taxation of retirement funds
We looked at the taxation of lump-sum benefits from retirement funds in the
following instances:
•

Withdrawal

•

Retirement

•

Death

•

Retrenchment

Public sector fund benefits
The taxable portion is = the number of completed years of employment after
1 March 1998/total number of completed years x the lump sum benefit.
CAPITAL GAINS TAX
Proceeds of the disposal
Less the BASE COST
Less EXCLUSIONS
CAPITAL GAIN
x inclusion rate
= TAXABLE CAPITAL GAIN
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SITE (Standard Income Tax on Employees) and PAYE (Pay As You Earn)
Earn) are
the taxes deducted by an employer from the remuneration paid or payable to
an employee.
Donations Tax is payable at a rate of 20% on the value of any property
disposed of under any donation by a person who is a South African resident.
Transfer duty table applies to all persons (including close corporations,
companies and trusts) where the transaction does not attract VAT. The rates
effective from 23 February 2011:
Dutiable amount

Duty

R0 – R600 000

0% of amount

R600 001 – R1 000 000

R0 plus 3% of amount exceeding R600 000

R1 000 001 – R1 500 000 R12 000 + 5% of amount exceeding R1 000 000
R1 500 001 and above

R37 000 + 8% of amount exceeding R1 500 000

Self-Assessment Questions
1.

Arthur purchased a piece of land next to the sea with the intention to
sell again. He managed to purchase it for a very good price and
believes he is going to make a good profit when selling the property.
a)

If Arthur purchased the property with the intention to speculate
with it, the profit will be subject to Income Tax in his hands.

b)

Arthur must consider the impact of the transfer duty that he
will pay on selling the land.

c)

Arthur will pay Capital Gains Tax on any gains made.

d)

As long as Arthur keeps the property for a period of three
years, the profit will not be subject to Income Tax. CGT will be
payable on any capital gains.

2.

Sammy received a travel allowance of R1 000 per month. He travelled
15 000kms for the 2011/2012 tax year. He did not keep actual records
of his business travel. His total travel expenses were R30 000.
a)

Only 80% of his travel allowance will be subject to tax.

b)

12 000kms is deemed to be private, therefore he will be able to
claim 20% of his travel expenses.

c)

He will have to use the deemed cost table to calculate his claim
for travel expenses.
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d)

He will not be able to claim travel expenses, as he did not keep
records of business kilometres travelled.

3.

Fritz earned the following income during the 2011/2012 tax year:
retirement-funding salary of R120 000; R80 000 income from an ice
cream parlour that he operates in partnership with his wife.

He had

the following expenses: expenses in the production of income R35 000;
a provident fund contribution of R1 800. The tax-deductible retirement
annuity contribution available to him will be:

4.

a)

R12 000

b)

R6 750

c)

R3 500

d)

R1 750

Donna sold her primary residence for R1 900 000 in January 2012.
Donna has a marginal tax rate of 40% and has not disposed of any
other capital assets for the 2011/2012 year of assessment. The
taxable capital gain in respect of the sale of the house is as follows:

5.

a)

R0

b)

R95 000

c)

R100 000

d)

R470 000

Which of the following can NOT be included in the base cost of an
asset for the purpose of calculating capital gains tax?

6.

a)

Municipal rates

b)

Advertising costs

c)

Estate agents’ fees

d)

a and b

Riaan resigned from his employer’s pension fund and decided to take
R200 000 of his R500 000 withdrawal benefit in cash.

He made

contributions of R3 600 that did not qualify for a deduction to the fund.
When he joined the fund, he transferred his public sector benefit of
R300 000 to the fund.

R200 000 of this benefit related to services

provided prior to 1 March 1998.
a)

Riaan will not pay any tax on his withdrawal benefit.

b)

The taxable portion of his withdrawal benefit will be R500 000
less R203 600 = R296 400, as it is not possible to get
disallowed contributions as well as approved transfers tax free
upon withdrawal.
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c)

The taxable portion of Riaan’s withdrawal benefit will be
R296 400.

d)

The taxable portion of Riaan’s withdrawal benefit will be taxed
at his average rate.

7.

Greg retired at the end of January 2012 and became entitled to a
lump-sum benefit from his provident fund amounting to R900 000. In
the 2010/2011 tax year, he took a withdrawal benefit of R300 000
from his pension preservation fund.
a)

The full R900 000 will be taxed in terms of the tables
applicable to retirement fund lump-sum benefits.

b)

The tax paid on the R300 000 must be deducted from the tax
payable on the retirement fund lump-sum benefit to establish
Greg’s final tax liability.

c)

The tax payable on the aggregate of R1 200 000 must be
calculated and then reduced by the actual tax paid on the
withdrawal benefit of R300 000.

d)

The tax payable on the aggregate of R1 200 000 must be
calculated and then reduced by the tax calculated on the
withdrawal benefit of R300 000 with reference to the tables
applicable to retirement fund lump-sum benefits.

8.

Bongiwe made a donation in June 2011. Which of the following
statements are true in respect of this donation?
a)

Bongiwe must submit a special tax return to SARS at the end
of the tax year.

b)

Bongiwe must submit a special tax return to SARS within
three months of making the donation.

c)

Bongiwe must declare all donations made for the tax-year in
the designated section of her personal income tax return.

d)

Bongiwe does not have to declare the donation if the value is
less than R100 000.

9.

Wanda is married in community of property.

During the 2011/2012

taxy,ear she donated R300 000 cash to an inter vivos trust. In the
same tax year, she sold her motor vehicle valued at R100 000 for
R20 000 to her niece.
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a)

Wanda’s Donations Tax liability will be R18 000.

b)

Wanda’s Donations Tax liability will be R56 000.

c)

Wanda’s Donations Tax liability will be R28 000.

d)

Wanda’s Donations Tax liability will be R10 000.
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10.

Fanie sells his immovable property to his son for R600 000 on 20
February 2012.
a)

Transfer duty will be payable at a rate of 3%.

b)

No transfer duty will be payable if Donations Tax becomes
payable.

c)

R100 000 will attract transfer duty of 5%.

d)

SARS may call for an estate agent’s valuation of the property
to determine whether the property is being sold at fair market
value.
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Self-Assessment Answers
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1.

a)

2.

d)

3.

b)

4.

a)

5.

a)

6.

a)

7.

d)

8.

b)

9.

a)

10.

d)
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Chapter

4
Time value of money
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Explain what is meant by ‘time value of money’.

SKILLS CRITERIA
Perform time value of money calculations when analysing a client’s capital and income
requirements (excluding the resultant rate formula).
Perform basic cash flow calculations.
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Purpose
In this chapter we will firstly discuss the concept of the time value of money.
The rest of the chapter will be used to explain and illustrate how a financial
calculator can be used to perform the necessary financial calculations when
analysing a client’s capital and income requirements.

4.1

IMPORTANT PRINCIPLES

4.1.1

The time value of money

The time value of money is based on the fact that R1 today is worth more than
R1 in the future. The reason for this is inflation, which reduces the buying
power of that R1 over time. Over time, therefore, money loses value due to
inflation. A person who invests money is paid interest for the use of the money.
The effect of this is that the amount of money can increase because of interest
earned and this might assist in keeping up with inflation if the interest earned
is more than the rate of inflation.
4.1.2

Simple and compound interest

There are two ways of calculating interest, namely simple interest and
compound interest. Simple interest is calculated only on the principal (initial)
amount invested. For example, if 10% simple interest is earned on R100 for a
period of two years, the total accumulated at the end of the two-year period
will be calculated as follows:
Principal amount invested:

R100

Interest earned in Year 1 (10% of R100)

R 10

At end of Year 1

R110

Interest earned in Year 2 (10% of R100)

R 10

Total at the end of Year 2

R120

In contrast, compound interest is calculated not only on the original capital
amount but also on the interest earned in previous periods. The total earned
at the end of Year 2 will thus be:
Principal amount invested:

R100

Interest earned in Year 1 (10% of R100)

R 10

At end of Year 1

R110

136

© INSETA– RE 7 version 12a

Interest earned in Year 2 (10% of R110)

R 11

Total at the end of Year 2

R121

Whilst simple interest stays constant year on year, compound interest will
increase year on yea, as interest is basically earned on interest. This is
sometimes referred to as the multiplier effect.
4.1.3

Effective rate of return

Interest can be compounded on a monthly, quarterly or half-yearly basis. If a
bank, for example, pays a nominal rate which is compounded more than once a
year, the effective rate will be higher than the nominal rate quoted.

4.2

FINANCIAL CALCULATIONS

4.2.1

Abbreviations and concepts of importance

When performing financial calculations using a financial calculator, we will use
the following keys:
PV = Present value
FV = Future value
PMT = recurring premium
N = term
I/YR = nominal rate of interest
When four of the five items are known, the fifth can be calculated. We will look
at various examples to illustrate the calculations.
In this module we will use a Hewlett Packard 10B to illustrate the calculations.
Make sure that you are familiar with the workings of your financial calculator.
Some important concepts to remember when using your calculator:
•

Remember to clear your calculator in between calculations.

•

Before you start any calculation where recurring payments are used,
remember to indicate whether the payments are made in the beginning
or at the end of the period (BEG/END mode).

•

Determine whether different cash flow signs must be used. Money that
is invested flows in a different direction (negative) than the money that
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is received (positive). The one must therefore be indicated as positive
and the other as negative.
•

Check whether the interest is compounded one or more times a year.
If the interest is compounded annually, the HP financial calculator must
be set to 1 P/Yr.
nd

pressing the 2

You can check what your calculator is set on by

function button (generally the yellow button) followed

by the Clear All. These are the same buttons that we will use to clear
your calculator. When required, the setting can be changed by entering
the number of periods, 2nd function, and P/YR.
4.2.2

Calculating the future value of a lump sum

If an investor invests a lump sum of R200 000 for a term of 10 years at 9%
interest per year compounded annually, how much will he receive at the end of
the term?
The lump sum invested is called the PV. As we know the interest rate and the
term applicable, we can calculate the FV. There is no regular investment so the
PMT is nil. It is not necessary to indicate the PMT as nil. Once the calculator is
cleared, it sets all elements to nil.
2nd function Clear All
1 2nd function P/YR
200 000 + -PV
10 N
9 I/YR
FV = R473 472.73
As the investor will be earning interest for the use of his money, the amount of
his money will be more in future and the value (buying power) might be more
if it grew more than inflation over the term.
4.2.3

Calculating the present value of a lump sum payable in future/future
future/future
value

This calculation is often used to calculate the present value (spending power)
of a lump sum payable in future.
Assume that an investor is expecting a lump sum of R200 000 in 5 years’ time.
He wants to know how much it is worth in current value if annual inflation is
assumed to be 6%.
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2nd function Clear All
200 000 + -FV
5N
6 I/YR
PV = R149 451.63
4.2.4

Calculating the term where the interest rate, present value and future
value are known

An investor has R50 000 to invest. He wants to know how long it will take to
double his funds if he can earn interest of 7%.
2nd function Clear All
50 000 + -PV
100 000 FV
7 I/YR
N =10.24 years
Note that entering of the different directions of the cash flow is necessary for
the financial calculator to do this calculation. The R50 000 PV (being invested)
was indicated as negative, and the FV as positive (being money received).
4.2.5
4.2.5

Calculating
Calculating the interest rate where the term, present value and future
value are known

An investor has calculated that he will have a capital shortfall of R1 000 000 at
retirement if he is to meet his objectives. He is due to retire in 15 years’ time.
He received a windfall of R100 000 and wants to know how much he should
earn on this amount to eliminate the retirement shortfall.

2nd function Clear All
100 000 + -PV
1 000 000 FV
15 N
I/YR =16.59
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4.2.6
4.2.6

Calculating the present value of a recurring payment

Let’s look at how to calculate the present value of a recurring investment or
income stream. This calculation will be used, for example, if you want to
calculate how much capital a client will need to produce a certain level of
income.
Remember to ensure that you have indicated whether the payment will be
made ‘in advance’ (BEG mode) or ‘in arrear’ (END).
Say a client would like to earn R50 000 per annum (payable at the beginning
of each year) for the next ten years. How much capital will be required,
assuming that the institution from which he plans to purchase the annuity
pays 10% per annum on his investment?
Begin mode
2nd function Clear All
1 2nd function P/YR
50 000 + -PMT
10 N
10 I/YR
PV = R337 951.19
4.2.7

Calculating the future value of a recurring investment

When working with recurring payments, you must indicate whether the
payments are made at the beginning or end of each period. When investing
(in a bank or life assurance company), payments are made at the beginning
of each period.
When working with recurring payments, also remember to check whether
payments are made once a year or more often.
Let’s look at an example:
A financial adviser needs to know how much a client would have accumulated
at a future date. Assume that a client is saving R1 000 per annum at the
beginning of each year. He will do so for the next 10 years and it is assumed
that he will earn 9% growth on the savings made.
In this example, payments are made at the beginning of each year.
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Begin mode
2nd function Clear All
1 2nd function P/YR
1 000 + -PMT
10 N
9 I/YR
FV = R16 560
4.2.8
4.2.8

Calculating the future value of an escalating investment

The challenge that we have with these calculations is that we have two
different rates that come into play. On the one hand, we have the growth rate
or interest that the investor will enjoy on his investment, and on the other
hand, we have the escalation rate (the rate at which the premium grows). For
example, let’s say a client invests annually in an investment where he can earn
a return of 12%, and he increases his annual payment by 10% every year.
As soon as you encounter a situation like this, it is necessary to calculate the
resultant rate.
The formula for the resultant rate calculation is:
The interest rate less the escalation rate
1 plus the escalation percentage
Or differently put:
i-e
1+e
Where i is the interest rate and e is the escalation rate.
Let’s do an example. Before we do the calculation, set your calculator to show
four decimal points.
The growth rate that the client can earn is 12%, and the escalation rate of the
annual premium is 10%. The resultant rate for our example would thus be:
12 less 10
1.1
= 1.8182
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Before calculating the future value of the escalating payment, we need to
review the calculation of the future value of a recurring payment.
We have seen that it is calculated in the following manner:
Enter Begin or END mode
Check P/YR
Enter PMT
Enter N
Enter I/YR
FV = ?
It is also possible to do the calculation in two steps, namely:
1.

Calculate the present value of the recurring payment.

2.

Calculate the future value of the present value calculated in step 1.

Let’s test it against the example in 4.2.7. The client saves R1 000 per annum
at the beginning of each year for 10 years, earning 9% growth.
Step 1 Calculate the present value of the recurring premium
Begin mode
2nd function Clear All
1 2nd function P/YR
1 000 + -PMT
10 N
9 I/YR
PV = R6 995
Step 2: Calculate the future value
6 995 + -PV
10 N
9 I/YR
FV = R16 560
You will notice that your answer will correspond with the answer obtained when
using the shorter method. This longer two-step method of calculating a future
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value is used when the future value of an escalating annuity is calculated. The
method is:
1.

Calculate the present value of the recurring payment using the

resultant rate.
2.

Calculate the future value of the present value calculated in step 1

using the growth rate.
Let’s look at an example. A client is putting away R12 000 per annum at the
beginning of the year, in conditions where he can earn 12%, and he escalates
his premium every year by 10%. How much would he have accumulated at the
end of 10 years?
Step 1:

Calculate the present value of the recurring payment using the

resultant rate.
We have calculated the resultant rate to be 1.8182
Begin mode
2nd function Clear All
1 2nd function P/YR
12 000 + -PMT
10 N
1.8182 I/YR
PV = R110
R110 802
Step 2: Calculate the future value of the present value calculated in step 1

using the growth rate.
110 802 +- PV
10 N
12 I/YR
FV = R344
R344 134
So, the client saving R12 000 per annum at the beginning of the year,
earning 12% growth rate, and escalating his premium every year by 10%
would have accumulated R344 134 by the end of 10 years.
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4.2.9

Calculating the present value of an escalating income stream

Assume that a client needs an income of R120 000 per annum at the
beginning of each year, which income must escalate every year at 7%. This
income must be available for the next 20 years. Capital invested enjoys an
assumed growth rate of 10%. Calculate the amount of capital required to
fund this escalating income stream.
This calculation is done by calculating the present value of the income
stream using the resultant rate:
10 - 7
1.07
= 2.8037
Begin mode
2nd function Clear All
1 2nd function P/YR
120 000 + -PMT
20 N
2.8037 I/YR
PV = R1 869 109
4.2.10
4.2.10

Calculate the required rate of return,
return, where the term, recurring
investment and future value are known

This calculation is helpful in the following scenario. A client has a specific
savings goal and he knows the size of the shortfall (in future terms). He is
willing to put a certain amount down (payment) and you want to illustrate
the required rate of return that he will have to earn to eliminate his shortfall.
Let’s look at an example: You have established that a client has a retirement
capital shortfall of R4 000 000. The client is willing to put away R24 000 per
annum at the beginning of each year until his retirement in 15 years’ time.
Calculate the required rate of return that this client will have to earn to
address the shortfall at retirement.
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Begin mode
2nd function Clear All
1 2nd function P/YR
4 000 000 FV
24 000 + -PMT
15 N
I/YR = 27.11
This client will thus have to earn in excess of 27% interest in order to meet
his retirement objective.

Summary
Calculating the future value of a lump sum
2nd function Clear All
1 2nd function P/YR
Enter + -PV
Enter N
Enter I/YR
Calculate FV
Calculating the present value of a lump sum payable in future/future value
2nd function Clear All
Enter + -FV
Enter N
Enter I/YR
Calculate PV
Calculating the term, where the interest rate, present value and future value
are known
2nd function Clear All
Enter + -PV
Enter FV
Enter I/YR
Calculate N

© INSETA– RE 7 Version 12a

145

Calculating the interest rate, where the term, present value and future value
are known
2nd function Clear All
Enter + -PV
Enter FV
Enter N
Calculate I/YR
Calculating the present value of a recurring payment
Begin mode
2nd function Clear All
Enter 1 2nd function P/YR
Enter + -PMT
Enter N
Enter I/YR
Calculate PV
Calculating the future value of a recurring investment
If saving at the beginning of each period:
Begin mode
2nd function Clear All
Enter 1 2nd function P/YR
Enter + -PMT
Enter N
Enter I/YR
Calculate FV
Calculating the future value of an escalating investment
Calculate the resultant rate:
The interest rate less the escalation rate
1 plus the escalation percentage
1.

Calculate the present value of the recurring payment using the

resultant rate.
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2.

Calculate the future value of the present value calculated in step 1

using the growth rate.
Calculating the present value of an escalating income stream
Calculate the resultant rate:
Begin mode
2nd function Clear All
Enter 1 2nd function P/YR
Enter + -PMT
Enter N
Enter I/YR
Calculate PV

Self-Assessment Questions
1.

Gary invested R100 000 at 8% interest compounded annually. The
funds accumulated in 5 years will amount to:

2.

a)

R40 000

b)

R140 000

c)

R633 593

d)

R146 933

What is the current spending power of R100 000 payable in three
years, where inflation is assumed to be 7% and investment growth
8%?

3.

a)

R80 434

b)

R81 630

c)

R77 869

d)

R79 383

Andrew calculated that he has a shortfall at retirement of R1 500 000
(in future values and 17 years from now). He recently inherited
R500 000, and wants to know at what rate the inheritance should be
invested to eliminate his shortfall at retirement.
a)

24.85

b)

6.68

c)

6.26

d)

-6.26
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4.

Gary took out a savings plan in terms whereof he invests R15 000 per
annum at the beginning of each year. He selected a premium
escalation rate of 8%. He assumes that a return of at least 7% will be
earned on this investment. The funds accumulated in 5 years will
amount to:

5.

a)

R195 561

b)

R86 670

c)

R103 278

d)

R107 176

Sarah invests R12 000 per annum in her 5–year endowment policy.
Calculate her maturity value, assuming a return of 7% after costs.

6.

a)

R73 839

b)

R52 647

c)

R16 831

d)

R69 009

Suzie requires an income of R120 000 per annum for the next 5 years,
payable at the beginning of each year. The income must keep pace
with inflation. Calculate how much capital will generate the required
income, where inflation is 6% and investment growth 8%.

7.

a)

R642 355

b)

R578 574

c)

R567 478

d)

R578 185

Ferdi’s daughter is commencing her tertiary education at the beginning
of the year. The first year will cost Ferdi R20 000. How much will her
third year’s studies cost him? You may assume an inflation rate of 10%
applicable to educational fees and 11% investment growth.

8.

a)

R58 831

b)

R49 737

c)

R27 353

d)

R26 620

For how many years does one have to invest a lump sum of R10 000 at
10% per annum simple interest in order to receive R30 000 at the end
of the term?
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a)

23.06 years

b)

11.53 years

c)

10 years

d)

20 years
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9.

Gina won a competition. She can choose one of the following prizes: a
lump sum of R200 000 or an amount of R2 500 per month paid at the
beginning of every month for the next 20 years. She must decide
which prize to accept.

Advise her, assuming that inflation over this

period is 8%. Also state whether your answer would differ if inflation is
10% over the same period.
a)

She should accept the lump-sum payment, but if inflation is
higher (10%), she should go for the regular payment prize.

b)

She should accept the lump-sum payment, and no, my answer
will not differ if inflation is 10%.

c)

She should accept the regular payment prize, but in a different
inflationary environment (10%), the value of the income
stream will be less and then taking the lump-sum prize would
be advisable.

d)

She should accept the regular payment prize. No, my answer
will not differ if inflation is 10%.
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Self-Assessment Answers
1.

d)

2.

b)

3.

b)

4.

d)

5.

a)

6.

d)

7.

d)

8.

d)

9.

d)
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Chapter

5
Marital regimes
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Explain the different matrimonial property regimes in South Africa.
Explain the impact of the Divorce Act and the Maintenance of Surviving Spouses Act on
the client’s financial position.
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Purpose
The marital status and regime of a client is an important factor to be taken
into account when doing financial planning. The financial adviser must also be
able to consider and explain the impact of changes in the client’s marital
status on his financial plan.

In this chapter we will look at the different

marital regimes in South Africa, as well as the impact on the financial planning
in the case of dissolution of the marriage.

5.1

MARITAL STATUS

It is possible for individuals to have their marriage or union recognised under:
•

the Marriage Act 25 of 1961 (which prescribes certain formalities).

•

the Civil Union Act 17 of 2006 (which allows for same-sex and heterosexual couples to enter into a union).

•

the Recognition of Customary Marriages Act 120 of 1998 (which
recognises certain customary unions).

Marriages in South Africa will be in community of property, unless an
antenuptial contract was entered into by the parties to the marriage.
In the case of civil unions in terms of the Civil Union Act (which allows for
same-sex unions), the Matrimonial Property Act will also apply. This means
that, if the parties did not enter into an antenuptial contract prior to the
solemnisation and registration of their union, they will be married in
community of property.
Customary marriages concluded before 15 November 2000 (when the
Recognition of Customary Marriages Act 120 of 1998 came into operation) are
deemed out of community of property. The automatic matrimonial property
system for monogamous customary marriages concluded after 15 November
2000 is in community of property marriages. Polygamous marriages, however,
are regarded as being out of community of property.
Parties to a union recognised according to religion, such as Hindu or Muslim
ceremonies, are not seen as married in terms of the laws of South Africa, and
the automatic system of being married in community of property will not
apply. The union will be regarded (unless there is proof to the contrary) as
being out of community of property.
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Couples living together in a permanent relationship are not regarded as
married. The union will be regarded (unless there is proof to the contrary) as
being out of community of property.
It should be noted, though, that the definition of ‘spouse’ for purposes of the
Income Tax Act and Estate Duty Act regards the partner of persons:
•

in a marriage or a customary union recognised in terms of the laws of
the Republic

•

in a union recognised as a marriage in accordance with the tenets of
any religion or

•

in a same-sex or heterosexual union which the Commissioner is
satisfied is intended to be permanent

as a spouse.

It must be remembered that the parties are regarded as

spouses for the purpose of these Acts (in which the definitions are
contained).

5.2

MARITAL REGIMES

5.2.1

The Matrimonial Property Act

The Matrimonial Property Act 88 of 1984 provides effectively for three
matrimonial property regimes:
•

Marriages without an antenuptial contract (i.e. marriages in community
of property)

•

Marriages with an antenuptial contract, including the accrual system

•

Marriages with an antenuptial contract, excluding the accrual system.

The Act requires that persons who wish to marry need to decide before their
marriage whether they wish to enter into an antenuptial contract or not.
5.2.2

Marriages in community of property

Where the marriage is performed without an agreement between the parties
regarding the marital regime applicable to the marriage, the parties will be
married in community of property.
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With in community of property marriages, any asset that either spouse owns or
acquires during the marriage will become part of the communal estate and will
be shared equally between the spouses. This means that both spouses own all
the assets and debts of the joint estate in equal shares.

From an estate

planning perspective, it is thus important to remember that a spouse may only
bequeath his or her half-share of the estate to his or her beneficiaries. Only
one-half of the estate belongs to him or her. Note, though, that in the event of
death, it is the joint estate that will be administered by the executor. One half
automatically belongs to the surviving spouse, and the other half will be
distributed to the beneficiaries of the deceased spouse.
Certain assets may be excluded from the community of property. Donations
and inheritances received from third parties will be excluded from the joint
estate on condition that it was specifically stipulated in a Will or Deed of
Donation as excluded from the communal estate. Usufructs (personal rights)
and non-patrimonial (non-pecuniary) damages, e.g. for pain and suffering, are
also excluded.
Each spouse has equal powers to administer the joint estate, but consent is
required for certain transactions. The written consent of both spouses is
required to alienate, mortgage or confer any other real right in any immovable
property; consent is also required to alienate, cede or pledge shares,
debentures, insurance policies, fixed deposits or similar assets in marriages in
community of property.
Where a spouse who is married in community of property carries out his or her
own trade, no consent of the other spouse is required for contracts relating to
that trade.
As a general rule, a spouse married in community of property may litigate. He
or she may, however, not institute an action or defend any legal proceedings
without the consent of the other spouse.
As there is one joint estate, insolvency will affect both parties. In case of
insolvency, the liabilities of the joint estate will exceed the assets contained in
the joint estate.
In summary:
•

Both spouses share equally in the assets and liabilities.

•

Both spouses have equal powers of administration and (except for
some exceptions) both can act independently.
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•

Written consent of both spouses is required for certain important
transactions, such as those relating to fixed property, suretyships and
credit agreements.

•

Informal consent of both spouses is required for transactions such as
the sale of goods of the joint household, such as furniture.

•

Consent is not a requirement for transactions relating to trade,
business or profession of the spouses.

5.2.3

Marriages out of community of property without
without accrual

In order to have this marital regime applied to your marriage, you need to
enter into an antenuptial agreement. The Matrimonial Property Act provides
that persons wishing to be married out of community of property without the
accrual system being applicable must specifically exclude the accrual system in
their antenuptial agreement.
The result of such an agreement is that each spouse retains control over his or
her assets acquired prior to and during their marriage, and at dissolution of
marriage. This means that, on dissolution of the marriage, the parties do not
share any of the build-up in assets accumulated during the marriage.
In the event of death, it will thus only be the estate of the deceased spouse
that will be affected, administered and distributed to the deceased spouse’s
beneficiaries.
Each spouse has full contractual capacity of his or her own estate, independent
of the other spouse. The spouses are also protected against the insolvency of
the other.
This regime may be seen as inequitable, as one party may be staying at home
while the other party builds up a large estate. One spouse may end up with no
assets. For this reason, the marital regime to be discussed next was
introduced.
5.2
5.2.4

Marriages out of community of property with accrual

Where marriages are entered into on or after 1 November 1984 and the
spouses have entered into an antenuptial agreement without expressly
excluding accrual, then the spouses will be married out of community of
property with accrual.
In terms of this system, each spouse also retains control over his or her estate
acquired before and during marriage. Each spouse also has full contractual
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capacity and can act independently of the other.

Upon dissolution of the

marriage, however, spouses share equally in the growth (accrual) of the
respective estates. In the event of the marriage dissolving (whether by death
or divorce), the one spouse may have an accrual claim against the other.
So, in the event of death, only the estate of the deceased will be administered,
but the executor will have to establish whether the surviving spouse has an
accrual claim against the estate, or whether the estate has a claim against the
surviving spouse.
The spouse with the smaller accrual or negative growth will have a claim
against the other. The claim will be equal to one-half of the difference between
the accruals of the respective estates.
First the net asset value as at the date of the marriage is adjusted by CPI
(Consumer Price Index) inflation. Then it is deducted from the net asset value
at the end of the marriage to establish the size of the accrual.
Certain assets are excluded from the accrual system, namely:
•

assets excluded in the antenuptial contract.

•

amounts received by a spouse for patrimonial damages (non-pecuniary
loss), e.g. pain and suffering.

•

bequests, legacies or donations accruing to a spouse during the course
of a marriage.

•

donations between spouses.

Let’s illustrate the calculation of the accrual with an example:
The marriage of Mr and Mrs Viljoen (married out of community of property with
the accrual system) has dissolved due to Mr Viljoen’s death.
Mr Viljoen’s estate consists of:
•

A block of flats inherited from his father with a current value of
R2 million

•

Cash of R300 000

•

He owes the bank R50 000.

The commencement value of his estate (established from their antenuptial
contract) was adjusted with inflation, and is R70 000.
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Mrs Viljoen (a stay-at-home mom) owns cash of R60 000.

This is her only

asset. The adjusted commencement value of her estate is R20 000.
Calculation of the accrual claim
Mr Viljoen

Mrs Viljoen

Assets

R2 300 000

R60 000

Less liabilities

R

50 000

R2 250 000
Less excluded assets

R2 000 000

End value

R

250 000

R60 000

Less adjusted commencement values

R

70 000

R20 000

ACCRUAL

R

180 000

R40 000

Mrs Viljoen’s estate has shown the smallest growth.
She will thus have a claim against Mr Viljoen’s estate.
Greatest accrual

R180 000

Less smallest accrual

R 40 000

Divisible accrual

R140 000

Claim (1/2 of divisible accrual)

R 70 000

It is important to note that the accrual is only shared at dissolution of marriage
namely on death or divorce. During the marriage, each party owns and
manages his or her own estate.
There are differing opinions as to whether policy proceeds should be included in
the estate when the accrual claim is calculated in the event of death. One view
is that policies with beneficiary nominations should be excluded, whilst
proceeds paid into the estate should be considered.
In the event of death, the proceeds of retirement annuity funds, pension and
provident funds and preservation funds are also not taken into account for
purposes of the accrual calculation. The pension interest is, however, taken
into account when calculating a possible claim in the event of divorce.

The

disposition of pension benefits in the event of divorce is discussed below and in
more detail in Chapter 7.

5.3

THE DIVORCE ACT

5.3.1

The division of assets

The only legal way to end a marriage is to obtain a divorce order. The divorce
order may contain an order with regard to the division of assets.

© INSETA– RE 7 Version 12a

157

As we have seen, the consequences of the marital regimes in brief are
generally that:
•

if you were married out of community of property without the accrual
system, each party keeps his or her own estate. Section 7, however,
empowers a court to award a redistribution of assets accumulated
during the marriage as it deems just and equitable for marriages out of
community of property, solemnized before 1984, given the contribution
of the parties to the marriage during its subsistence.

•

if you were married out of community of property with the accrual
system, the accrual claim must be calculated.

•

if you were married in community of property, the joint estate must be
divided.

5.3.2

Pension interest

In terms of the Divorce Act, the pension interest(s) of the spouses will be
deemed to be part of their assets in their estates for purpose of determining
the division of their estates. This section is not applicable to marriages out of
community of property without the accrual system that were entered into on or
after 1 November 1984.
The pension interest for a member of a pension fund or provident fund is
defined as the benefits to which the member would have been entitled in terms
of the rules of that fund if his membership of the fund would have been
terminated on the date of the divorce on account of his resignation from his
office (in other words his/her withdrawal benefit).
For a member of a retirement annuity fund, the pension fund interest means
the total amount of that party’s contributions to the fund up to the date of the
divorce, together with a total amount of annual simple interest. The
prescribed interest is currently 15.5%.
The Divorce Act allows for an order that the fund’s records must be endorsed
to the effect that a portion of the pension interest concerned is payable to the
non-member spouse.
Previously, the benefit could only be paid to the non-member spouse when
the pension interest accrued to the member spouse (such as on exit or
retirement from the fund). This meant that the benefit often became payable
many years after the divorce. In addition, the non-member spouse received
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no growth on the benefit. The Pension Funds Act was amended to introduce
the ‘clean break’ approach to all divorces.
The fund is now entitled to deduct from the member’s benefit, or his minimum
individual reserve, any amount assigned from his pension interest to a nonmember spouse. This means that the pension interest can be divided at the
time of the divorce, and a payment can be made to the non-member spouse
immediately.

5.4

THE MAINTENANCE OF SURVIVING SPOUSES ACT

5.4
5.4.1

The duty of support

There is a reciprocal duty of support between spouses during marriage.
In the event of the marriage coming to an end through divorce, the court may
make an order for maintenance, taking into account the existing or
prospective means of each of the parties, their respective earning capacities,
financial needs and obligations, the age of the parties, the duration of the
marriage, the standard of living of the parties prior to divorce, their conduct
insofar as it may be relevant to the breakdown of the marriage, etc.

The

order may provide for the payment of maintenance for any period or until the
death or re-marriage of the other party.
In the event of the marriage coming to an end through death, the surviving
spouse may claim maintenance from the estate of the first-dying spouse to
the extent that she is not able to provide for herself. This claim is instituted in
terms of the Maintenance of Surviving Spouses Act 27 of 1990.
5.4
5.4.2

Claiming in terms of the Maintenance of Surviving Spouses Act

One of the invariable consequences of marriage is a reciprocal duty of support
between spouses.

In terms of our common law, this duty of support falls

away on the death of the first dying spouse. However, the enactment of the
Maintenance of Surviving Spouses Act 27 of 1990 has changed the law. In
terms of this Act, a surviving spouse in a marriage dissolved by death can
claim reasonable maintenance needs until his death or remarriage.
In a recent judgment (Fatima Hassam v Johan Jacobs NO and Others) in
2008, the court decided that spouses from polygamous Muslim marriages
should also be able to institute claims in terms of this Act from the estate of a
deceased spouse. The applicant, Fatima Gabie Hassam, had asked the court
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to order the executor of her late husband’s estate to recognise her marriage
under Muslim law. The executor had refused to allow her claim on the estate
as she was her husband’s second wife. The judge found that to exclude
widows of a polygamous Muslim marriage from benefiting from their
husband’s estates would be unfairly discriminatory. He ordered that spouses
involved in polygamous marriages be included in both the Maintenance of
Surviving Spouses Act and the Intestate Succession Act. The implication of
this judgment is that, when a man in a polygamous marriage dies intestate
(without leaving a Will), each of his wives will be able to inherit from his
estate. Spouses of polygamous Muslim marriages (which are not recognised or
possible to register in terms of the Marriage Act) will also be able to institute a
claim in terms of the Maintenance of Surviving Spouses Act.
In the Richard Gordon Volks NO v Ethel Robinson and Others case, a life
partner claimed maintenance from the deceased estate of her former life
partner. The Constitutional Court held that the different treatment of married
and permanent life partners was not unjustified for purposes of the Act. One

of the reasons for this decision was that the parties (a heterosexual couple)
had a choice of structuring their affairs in accordance with the prevailing
matrimonial dispensation, and the legal consequences that flow from that, but
elected not to do it.
The following factors are taken into account when determining reasonable
maintenance:
a)

The amount in the estate of the deceased spouse available for
distribution to heirs and legatees.

b)

The existing means, earning capacity, financial needs and obligations
of the survivor and the subsistence of the marriage.

c)

The standard of living of the survivor during the subsistence of the
marriage and her age at the death of the deceased spouse.

One of the first things the court has to do (in terms of the above) is to
establish the size of the estate to establish the estate’s ability to meet a
maintenance claim.
In Oshry v Feldman (401/09) [2010] ZASCA 95 (19 August 2010), the Durban
High Court had to decide on a widow’s claim for maintenance against an
estate. One of the questions was whether the policies with beneficiary
nominations should be considered to be part of the estate of the deceased
spouse. On appeal it was decided that the extent of the means of the
deceased’s estate has to be decided without reference to the proceeds of the
insurance policies in respect of which there are nominated beneficiaries.
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The factors covered in b) and c) relate to the needs of the surviving spouse
and ability to fund her needs. Whether the surviving spouse will succeed in her
claim or not will thus be dependent on her personal circumstances and financial
situation, whether she has access to other means (such as retirement fund
lump-sum benefit), her earning capacity, needs, etc.

Summary
Couples can have their marriage or union recognised under the following Acts:
•

The Marriage Act 25 of 1961 (which prescribes certain formalities)

•

The Civil Union Act 17 of 2006 (which allows for same-sex and heterosexual couples to enter into a union) or

•

The Recognition of Customary Marriages Act of 120 of 1998 (which
recognises certain customary unions).

Couples married under the Marriage Act or Civil Union Act will be married in
community of property, unless they entered into an antenuptial contract.
Customary marriages concluded before 15 November 2000 are deemed out of
community of property. Marriages concluded after that date are in community
of property marriages unless it is a polygamous marriage. The definition of
‘spouse’ for purposes of the Income Tax Act and Estate Duty Act: the partner
of persons
•

in a marriage or a customary union recognised in terms of the laws of
the Republic.

•

in a union recognised as a marriage in accordance with the tenets of
any religion.

•

in a same-sex or heterosexual union which the Commissioner is
satisfied is intended to be permanent.

Matrimonial property regimes:
•

In community of property - Both spouses own all the assets and debts
of the joint estate in equal shares. Each spouse has equal powers to
administer the joint estate, but consent is required for certain
transactions.

•

Out of community of property excluding the accrual system - Each
spouse retains control over his or her assets acquired prior to and
during their marriage, and at dissolution of marriage.
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•

Out of community of property with the accrual system - Each spouse
controls his estate acquired before and during marriage.

Upon

dissolution of the marriage, spouses share equally in the growth
(accrual) of the respective estates. The claim will be equal to one-half
of the difference between the accruals of the respective estates.
Division of assets on divorce
•

In community of property - the joint estate is divided.

•

Out of community of property with the accrual system – the accrual
claim is calculated.

•

Out of community of property, excluding the accrual system – each
partner retains his or her personal estate.

Pension interest(s) is deemed to be part of assets in estates.
Pension interest for a member of a pension fund - the benefits to which
member would have been entitled on resignation.
Pension interest for a member of an RA - total contributions up to date of
divorce, plus interest.
There is a reciprocal duty of support between spouses during marriage. In the
event of divorce, the order may include an order to pay maintenance for any
period or until the death or re-marriage of the other party.

In the event of

death, the surviving spouse may claim maintenance from the estate of the
first-dying spouse to the extent that she is not able to provide for herself, in
terms of the Maintenance of Surviving Spouses Act 27 of 1990.
The

following

factors

are

taken

into

account

when

determining

the

maintenance claim:
•

The amount in the estate of the deceased spouse available for
distribution to heirs and legatees.

•

The existing means, earning capacity, financial needs and obligations
of the survivor and the subsistence of the marriage. The standard of
living of the survivor during the subsistence of the marriage and her
age at the death of the deceased spouse.
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Self-Assessment Questions
1.

Heather and Anne are in a same-sex relationship which is intended to
be permanent.
a)

They are seen as married under South African legislation, and
the in community of property marital regime will apply to their
marriage.

b)

Heather and Anne have their own separate personal estates.

c)

They will not be regarded as spouses for estate duty and
Income Tax purposes.

d)

In the event of the relationship not working out, the nonmember spouse will be able to institute a claim against the
retirement fund of which the other spouse is a member.

2.

For marriages in community of property, it must be remembered that:
a)

the business debts of one partner who is the owner of his own
business will not affect the joint estate.

b)

written consent is not required when one spouse wants to sign
surety for a child.

c)

written consent of both spouses is required when selling
household items.

d)

consent is not a requirement for transactions relating to trade,
business or profession of the spouses.

3.

The accrual system:
a)

can be made applicable to in community of property marriages
through an antenuptial contract.

b)

ensures that spouses share equally in the growth of their
respective estates when the marriage dissolves.

c)

ensures that the spouses can control and administer their own
estates during the marriage, but at dissolution the estates are
added and divided equally between them.

d)

ensures that spouses cannot lay claim upon the growth
enjoyed in business interests.
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4.

Marius and Karen are married out of community of property with the
accrual system. They declared the value of their estates at the
commencement of their marriage to be nil. Marius’ estate grew to
R5 000 000 and Karen’s to R2 000 000. Included in Karen’s estate is a
property she inherited from her father during their marriage.

The

value of the property is R1 000 000. The property was not specifically
excluded from the workings of a marital regime in her father’s Will. In
the event of Marius’ death:
a)

Marius’ estate will have a claim against Karen.

b)

Karen will have a claim of R2 000 000 against Marius’ estate
due to the workings of the marital regime applicable to their
marriage.

c)

Karen will have a claim of R1 500 000 against Marius’ estate
due to the workings of the marital regime applicable to their
marriage.

d)

Karen will have a claim of R3 500 000 against Marius’ estate
due to the workings of the marital regime applicable to their
marriage.

5.

When determining the accrual in the respective estates of spouses
married out of community of property with the accrual system:
a)

liabilities at the inception of the marriage are ignored.

b)

liabilities at the dissolution of the marriage are ignored.

c)

the value of an insolvent spouse’s estate (at dissolution) will be
the difference between the assets and liabilities in his estate.

d)

the accrual in the estate of a spouse that is insolvent at
dissolution will be taken as nil.

6.

William and Charles entered into a civil union in terms of the Civil
Unions Act. Their relationship has broken down irretrievably and they
have decided to terminate their civil union.
a)

Each partner will keep his respective estate, as marital regimes
are not applicable to these unions.

b)

Each partner will keep his respective estate, as these unions
are seen to be automatically out of community of property.

c)

Unless they entered into a contract prior to the union being
concluded, the in community of property system will apply.
This means that each spouse will get his share in the joint
estate upon dissolution.

d)

The accrual system will be automatically applicable to this
union unless it was specifically excluded in a contract between
them.
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7.

Wilhelm and Charlize have been living together for 15 years. If their
relationship should end:
a)

each partner will keep his or her respective estate as marital
regimes are not applicable, as they do not have a marriage
recognised in terms of South African legislation.

b)

after ten years they will be seen to be married, and their joint
estate will be divided when the relationship ends.

c)

Charlize may have a claim against Wilhelm for maintenance.

d)

Charlize may have a claim against Wilhelm for redistribution of
assets in terms of section 7 of the Divorce Act.

8.

Thembi and Thabo entered into a customary marriage on 12 November
2005.
a)

In the event of the marriage dissolving through divorce, the
court may order the one party to pay maintenance, as there is
a duty between spouses to support each other.

b)

In the event of the marriage dissolving through death, Thembi
or Thabo will not have a claim against the estate of the other in
terms of the Maintenance of Surviving Spouses Act, because
special rules of succession apply in terms of customary laws.

c)

The marital regime of out of community of property will
automatically apply to their marriage.

d)

The marital regime of out of community of property with the
accrual will automatically apply to their marriage.

9.

Riley and Barney entered into a civil union in terms of the Civil Union
Act. In terms of Riley’s Last Will and Testament, his estate is left to his
parents. Barney is financially dependent on Riley. In the event of
Riley’s death:
a)

Barney will have no claim against Riley’s estate.

b)

Barney will only have a claim for his one-half share in the joint
estate.

c)

Barney will only have a claim against Riley’s estate if Riley
changes his Will.

d)

Barney will be able to institute a claim in terms of the
Maintenance of Surviving Spouses Act, to the extent that he is
not able to provide for himself.
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10.

Thia’s spouse, Hein, disowns her in his Will by leaving his estate to his
children. His children are also nominated as beneficiaries on all his
policies. Thia and Hein are married out of community of property.
a)

Thia will not be able to claim from Hein’s estate, as Hein has
freedom of testation and may leave his estate to whomever he
wants.

b)

Due to the fact that spouses have a duty to support each
other, the beneficiary nominations on the policies may be
ignored.

c)

If Thia is not able to support herself, she must claim for a
redistribution of assets in terms of the Divorce Act.

d)

If Thia is not able to support herself, her claim for reasonable
maintenance against Hein’s estate will depend on factors such
as the amount in the estate available for distribution, Thia’s
existing

means,

earning

capacity,

financial

needs

and

obligations, her standard of living during the marriage and her
age.

166

© INSETA– RE 7 version 12a

Self-Assessment Answers
1.

b)

2.

d)

3.

b)

4.

b)

5.

d)

6.

c)

7.

a)

8.

a)

9.

d)

10.

d)
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Chapter

6
Death and disability planning and making
provision for severe illness
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Discuss the capital needs and income requirements in the event of death, disability and
dread disease, including, but not limited to:
•

repayment of capital amounts.

•

replacement of income.

•

provision for last expenses.

•

medical expenses.

Discuss the implications of the ASISA Codes of Good Practice in Disability Insurance when
determining the client’s capital and income requirements.
Advise a client on the implications of a beneficiary nomination on a policy.
Describe the different types of life assurance and disability insurance, in terms of :
•

Purpose

•

Structure

•

Characteristics (rates, costs, term, underlying portfolio, tax, etc)

•

Benefits

•

Limitations

•

Restrictions, exclusions and waiting periods

•

Premiums and contributions

•

Policy provisions and scheme rules.

Explain the different types of cover (including self-insurance) available and the
implications and benefits thereof.
Discuss the implications of the Estate Duty Act, 1955, when determining the client’s
capital and income requirements in the event of death.
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SKILLS CRITERIA
Discuss the importance and purpose of Risk Management.
Gather data in terms of risk management including death and/or disability by:
•

collecting details of the client’s existing insurance coverage.

•

determining the client’s risk management objectives.

•

determining the client’s tolerance for risk.

•

determining the client’s lifestyle and health issues.

Conduct a basic needs analysis for a client in terms of risk management.
Identify the areas of risk to which the client is exposed, and determine the client’s need
for long-term insurance cover.
Determine the client’s capital needs in the event of death and disability in order to provide
for capital requirements and income requirements (excluding CGT).
Calculate the tax on lump sums when determining the client’s capital and income
requirements in the event of death and disability.
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Purpose
We have seen that the wealth protection arm of financial planning is of critical
importance to protect clients against unforeseen events.

Unexpected death,

disability and suffering from a severe illness will leave a client and his family
vulnerable unless he is properly protected.

6.1

INTRODUCTION

A recent study commissioned by the Association of Savings and Investments
SA (ASISA) and conducted by True South Actuaries and Consultants (TSAC)
with assistance from Unisa’s Bureau of Market Research (BMR) has shown
that South Africans are underinsured to the tune of R18.3 trillion, split to life
cover (R7.257 trillion) and disability cover (R11.137 trillion).

The research

found that people vastly underestimate the level of cover that is required.
In respect of severe illnesses, research has shown that:
•

1 in 3 men and 1 in 4 women will suffer from a stroke or heart attack
before age 60.

•

1 in 7 women will get cancer.

80% of heart attack patients and 70% of stroke patients will, however,
survive, but will require major and costly lifestyle adjustments.
The role of the financial adviser is critical to ensure people are adequately
covered. The financial adviser must conduct a proper financial needs analysis
to map an individual’s needs versus the cover required. The financial adviser
must follow the six-step financial planning process to establish whether a
client’s personal risk planning affairs are in order or not.

6.2

DETERMINING THE RISK NEEDS OF A CLIENT

In the event of the client’s death, disability or severe illness, the client may
need to repay debts and loans, settle medical expenses, replace income,
provide for the income needs of surviving partners and other dependants,
capital to settle maintenance orders, capital to provide for the children’s
education, cash to fund cash bequests and cash to settle estate liabilities, such
as executor’s fees, estate duty and Master’s fees and deathbed expenses. In
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the event of disability or surviving a severe illness, the client may also need to
make provision for increased medical expenses and capital to make changes to
the client’s living circumstances. The extent of these financial needs will
depend on the client’s personal circumstances and financial position. The
financial adviser will thus need to gather sufficient information to establish his
goals.
The types of data that the financial adviser will have to gather in order to
establish the personal risk needs of a client and later analyse the client’s
financial situation include:
•

Basic client details, such as the client’s,
client’s, spouse’s and dependants’
dependants’ ages
and the marital status of the parties
The ages of the client and dependants (and the term for which they
should be supported) are essential data required for the capital needs
analysis. The marital status has implications on how the estate will be
divided and estate liabilities, such as executor’s fees and estate duty.
Where a client has dependants, he will have a greater need for death
and disability planning.

•

Information on current income and sources
The current level of income provides an indication of the level of
income required by the family.
The income not generated through the client’s earning ability, but
through other sources such as investment property, might reduce the
income need after death or disability. This will depend on whether the
income will still be available after the event.

•

Information on assets, in particular cash available, and liabilities
The market value of assets will be required for estate calculations.
Liquid assets will provide liquidity to the estate. When gathering the
information on assets, the financial adviser should also establish
whether any of the assets will be sold on the disability or death of the
client.
Liabilities, on the other hand, place a burden on the estate and lessen
the cash and capital available. This will include, for example, any
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outstanding balance due on a bond or car. In the event of death, there
will be estate liabilities, such as funeral costs, executor’s fees, estate
duty and capital gains tax. Where assets are not bequeathed to a
spouse, Capital Gains Tax may become payable. The base cost of these
assets will thus be required for the Capital Gains Tax calculation.
It is further important to ascertain whether there is existing cover
already in place to cover these risks – and if so what the extent of the
benefits are e.g. lump sum benefits or income benefits.
•

Financial portfolios that contain details regarding life cover and
premium amounts, ownership of policies, beneficiary nominations as
well as proceeds payable
The policy proceeds or investments available on death, disability or on
the diagnosis of a dread disease will be capital available to meet the
client’s objectives or needs.

•

Retirement fund details, in particular the benefits payable in the event
of death and disability,
disability, and the details of potential beneficiaries
This may include lump sums and/or income payable by pension,
provident, preservation and retirement annuity funds. Group life cover
may also become payable. The tax implications of the group life cover
payment must be established. Where the payment is made by the
retirement fund or via an approved scheme income, tax will become
payable on that lump sum.
The rules of a pension/provident fund scheme will determine whether a
lump sum and/or monthly pension becomes payable. In the event of a
monthly disability pension, it is generally payable until the member
reaches retirement age, when the member must retire from the fund.
Whilst the member receives his disability income, contributions to fund
his retirement may continue to be deducted from his income. The
deduction will clearly influence the client’s cash flow and should be
established.
The expected increases on any income benefits payable must also be
established.
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When discussing potential beneficiaries, the client and financial adviser
must consider the workings of the Pension Funds Act. See Chapter 7
for more detail.
•

Details regarding the
the client’s Last Will and Testament
The content of a client’s Last Will and Testament will have an impact on
estate liabilities. Assets not bequeathed to a surviving spouse may
attract estate duty and Capital Gains Tax in the event of the client’s
death.
Cash bequests will reduce the liquidity of the estate.
The contents of the Will will also determine the main beneficiaries of
the client’s estate.

•

Personal and financial goals/risk management objectives
The client’s and/or dependants’ income needs drive the capital
requirements in the event of death and disability. A budget/expense
analysis may be done to establish realistic goals. An amount
established via the expense analysis will reflect an after-tax need. The
term that any income will be needed for the client and/or family must
be determined. This will impact the amount of capital required.
The client may also need capital sums for conversions to a home in
case of disability, to settle maintenance orders or provide for children’s
education.

•

The client’s tolerance for risk,
risk, lifestyle and health issues
The probability that an event will occur is influenced by the client’s
personal circumstances, such as lifestyle and health choices made.
Whether the client can accept the risk of not being covered is partly
influenced by his tolerance for risk (and means available). The role of
the financial adviser is to show the impact of the event and
consequential loss.
As

the

client’s

lifestyle

and

health

situation

may

impact

on

underwriting, it will also influence the solutions available to address the
risk.
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•

Rates and assumptions
The expected rates of return on investments and inflation will be used
to calculate the capital required to meet the client’s goals. The
assumed mortality age of a spouse will be required when income must
be provided until that spouse’s death. The client will look to the
financial adviser for guidance on these rates and assumptions.
While gathering information from the client, it might become clear that
there is a possibility that certain goals, such as dependants being able
to maintain their standard of living in the event of his death, may not
be achieved.

Such possibilities must be treated as a financial risk.

These risks can be added to the client’s risk inventory.

6.3

ANALYSING THE CLIENT’S RISK NEEDS

6.3
6.3.1

Analysing the client’s situation in the event of death

When analysing the risks that the client is exposed to, the financial adviser
may conduct a basic risk management analysis (see paragraph 1.4.3). The
financial adviser has to identify and confirm the areas of risk to which the
client is exposed, given his personal circumstances.
When analysing the capital shortfall or surplus on death and disability, we will
perform a capital needs analysis. (See paragraph 2.4.1 as a refresher.) We
will also have to analyse the client’s situation to establish whether any other
estate liabilities might become payable.
We will illustrate this analysis to take place in the event of death and
disability using a case study. We will first analyse the client’s situation in the
event of his death.
CASE STUDY
Data gathered
Mr Jones is 40 and married out of community of property without the accrual
system. He earns R360 000 per annum. Mrs Jones is 35 and does not earn
any income. They have two children.
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The family requires R180 000 per annum in the event of Mr Jones’ death.
The income must be provided until Mrs Jones’ death. The expected average
rate of return on investments is 10% and inflation is expected to be 7% over
the term. Mrs Jones’ mortality age is assumed to be 80.
Mr Jones’ asset and liability statement:
Value

Liability

House

R 800 000

R100 000

Holiday home

R 400 000

Motor vehicle

R 100 000

R 50 000

________

R 50 000

R1 300 000

R200 000

SARS

In terms of Mr Jones’ policy schedule, he is the owner of and life assured on
policies with life cover totalling R950 000. Mrs Jones is the beneficiary of the
proceeds.
Mr Jones is also a member of a retirement annuity fund. Assume that the full
interest of R850 000 will be paid as a lump sum to Mrs Jones in the event of
his death.

Mr Jones has never previously received any lump sum benefits

from a retirement fund.
Mrs Jones will also receive a widow’s pension in the amount of R6 000 per
month from Mr Jones’ pension fund. The pension will keep pace with inflation.
CAPITAL NEEDS ANALYSIS:
ANALYSIS:
Step 1: Establish the income objective
Annual income objective: R180 000
Step 2: Deduct income already provided for
Less: Widow’s pension: R72 000
Step 3: Determine the shortfall or surplus in income
R180 000 less R72 000 = R108 000
Step 4: Convert the income shortfall to a capital amount
This calculation is done by calculating the present value of the income stream
using the resultant rate. The term for which the income must be available is
80 less 35 = 45 years.
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10 - 7
1.07
= 2.8037
Begin mode
2nd function Clear All
1 2nd function P/YR
108 000 + -PMT
45 N
2.8037 I/YR
PV = R2 818 995
The capital required to provide the income shortfall is thus R2 818 995.
Step 5: Add other liabilities and capital requirements
Cash will be required to settle:
Outstanding debts: R200 000
Executor’s fees + Master’s fees: (3.99% of R1 300 000) + R600 = R52 470
Estate duty: No estate duty is payable as Mr Jones leaves his full estate to his
spouse (and his net estate is less than R3 500 000)
(Note that estate duty and liabilities will be discussed in more detail in
Chapter 10.)
The total capital required to provide for income and settle estate liabilities:
R2 818 995 + R252 470 = R3 071 465
Step 6: Deduct any capital amounts available
The following amounts of capital will become available:
Life cover proceeds from life policies on Mr Jones’ life: R950 000
Retirement annuity fund proceeds: R850 000. This amount is before tax on
lump sums. The tax on lump sums must first be considered.
The tax payable on R850 000 = R56 700 plus 27% of the taxable income
exceeding R630 000, that is R59 400.

The total after-tax capital available

from the RA is R733 900.
The total capital available is thus: R1 683 900
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Step 7: Determine the shortfall or surplus
The capital shortfall in the event of Mr Jones’ death is thus R3 071 465 less
R1 683 500 = R1 387 965
The next step in the 6-step financial planning process will be to make
recommendations on possible solutions to covering this shortfall.

A suitable

risk product will be a solution. See paragraph 6.4 for a discussion on the cover
amounts that might be required.
6.3
6.3.2

Analysing the client’s situation in the event of disability

In the disability capital needs analysis, the capital requirements focus on the
settling of debts and anticipating the cost of renovations that are likely to be
necessary to adapt the home of a newly disabled person. There will be no
estate administration costs in the event of disability.
Let’s continue our Case Study (Mr Jones). During the interview, Mr Jones
stated that he will need R360 000 per annum to support himself and his
dependants if he should become disabled. The income must be provided for 20
years until his retirement age of 60. He has a capital disability benefit of
R500 000 in place. He would like all liabilities settled in the event of his
disability.
The capital required in the event of his disability is thus:
Step 1: Establish the income objective
Annual income objective: R360 000
Step 2: Deduct income already provided for
R0
Step 3: Determine the shortfall or surplus in income
R360 000
Step 4: Convert the income shortfall to a capital amount
This calculation is done by calculating the present value of the income stream
using the resultant rate. The term for which the income must be available is
20 years.
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10 - 7
1.07
= 2.8037
Begin mode
2nd function Clear All
1 2nd function P/YR
360 000 + -PMT
20 N
2.8037 I/YR
PV = R5
R5 607 326
Step 5: Add other liabilities and capital requirements
Cash required for settling outstanding debts: R200 000
The total capital required to provide for income and settle liabilities:
R5 607 326 + R200 000 = R5 807 326
Step 6: Deduct any capital amounts available
A disability lump sum of R500 000 will become available.
Step 7: Determine the shortfall or surplus
The capital shortfall in the event of Mr Jones’ disability is thus R5 807 326 less
R500 000 = R5 307 326
The next step in the 6-step financial planning process will be to make
recommendations on possible solutions to cover this shortfall.
6.3
6.3.3

Determining the client’s needs in the event of severe illness

Severe illness cover, or trauma or dread disease or critical illness cover, has
been developed to cover a person for illnesses such as:
•

cancer

•

heart attack

•

stroke

•

coronary artery bypass graft.
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The individual may have special needs when he contracts one of these
illnesses. The level of cover required may depend on the coverage currently
enjoyed under a medical scheme. This benefit may be used to cover extensive
medical costs, but it may also be to cover general lifestyle adjustments that
have to be made. Critical illness benefits are not intended to replace disability
cover. If the illness is severe enough to cause disability, disability cover must
be in place to reimburse the client for the loss of income.
As the need is not clearly quantifiable, a capital needs analysis is not required.
The client basically has to decide whether he wants a core or extensive list of
illnesses covered. The core option (covering the four conditions listed above)
is more affordable and will provide peace of mind that most common illnesses
are covered. If the client can afford it, he may opt for more extensive cover.
6.3
6.3.4

Analyse and evaluate the impact of the identified risks
risks

By quantifying the risks, the financial impact of the risk realising is established.
The aggregate of the probability of the risk and the impact will indicate
whether the risk is critical, important or unimportant. Critical means that the
possible loss is so high that it could lead to bankruptcy. Important means the
client will have to borrow to continue with his activities. Unimportant means
that the exposure could be met without undue financial strain.
The next step would be to make recommendations (alternatively develop a risk
management plan).

6.4

MAKE RECOMMENDATIONS

6.4
6.4.1

Life cover needs

The risk management plan proposed to address personal risks in the event of
the client passing away will invariably include suitable and alternative life cover
products. The adviser will have to consider various options, such as whether a
term or a whole-life policy is appropriate, whether the cover should increase
and whether other options and benefits should be added. Which options will be
appropriate will depend on the client’s personal circumstances.
When making recommendations as to the amount of life cover required, the
possible impact of executor’s fees and estate duty due as a result of the new
policy must be considered. The payment of policy proceeds to the deceased
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estate will increase the size of the estate to be administered by the executor
and thus lead to additional administration costs (e.g. executor’s fees).
Furthermore, the life cover amount that becomes due and payable in the event
of the life assured’s death is generally deemed property for estate duty
purposes. This may then have an effect on the estate duty payable.
If the proceeds of the newly effected policy will be payable directly to the
spouse, the cover amount will not attract estate duty or executor’s fees.

In

that case, the cover amount may equal the capital shortfall calculated.

Of

course if the proceeds are payable to the spouse such proceeds are not
available to the executor of the estate.

In order to ensure that liquidity is

available to enable the executor to settle estate administration costs as well as
liabilities the preferred scenario is to have a policy with no beneficiary (i.e. the
proceeds will be payable to the estate).
Where the proceeds are payable to the estate, the effect of executor’s fees
must be considered.

In such a case, the capital amount required (shortfall)

must be divided by 0.96 to ensure that there will be sufficient funds to meet
additional executor’s fees as well as the capital shortfall.
Where the policy proceeds will attract estate duty only, the capital amount
required must be increased to make provision for the estate duty payable.
This can be achieved by using the following formula:
required divided by 0.80.

Life cover amount

This might be the case where the policy is

nominated to a beneficiary that is not a spouse, and the net estate of the client
will be larger than R3 500 000.
Refer to the chapter on estate planning for more information on estate duty as
well as examples of estate duty calculations.
If the cover needs to be increased to make provision for estate duty as well as
administration costs, the following formula is used:
Life cover amount required divided by 0.768
The result will give you a cover amount sufficient to pay 4% administration and
20% estate duty.
The impact of executor’s fees can be minimised by using an appropriate
beneficiary nomination. Consider, though, that the liquidity will be needed in
the estate. As we have seen, estate duty can be avoided if a spouse is
nominated as beneficiary. This will especially be appropriate where the cash is
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in fact needed by the spouse to provide for income needs (as opposed to estate
liabilities to be paid by the executor).

6.5

IMPLEMENT RECOMMENDATIONS

Where risk products are included in the risk management plan, the
underwriting procedure, the importance of disclosure of personal information
regarding health, hobbies, educational and financial status, and possible
outcomes of the underwriting process should be explained.
The financial adviser is also reminded of the importance of proper disclosure,
particularly in respect of the possibility of product exclusions.

6.6

REVIEW

Failure to review a client’s risk management plan might lead to unnecessary
hardship for your client and/or his dependants. Regular review, particularly in
the event of changes that will affect the risk management plan, is therefore
crucial.

6.7

RISK PRODUCTS

6.7.1

Introduction

When an analysis has shown that the client is exposed to risk in the event of
the client’s death or disability, the client has the option to retain the risk or
transfer the risk of the financial consequences to an insurer. When a client
decides to carry the risk himself, he is self-insuring the risk. In an attempt to
prepare for the financial consequences, he may decide to accumulate funds to
meet the losses, should they occur. This is not an ideal solution, as it is
uncertain when death or disability may occur, and the client may not have had
enough time to accumulate sufficient funds.
In this section, we will look at different types of life and disability insurance
that the client can acquire from a life insurance company. These products are
regulated by the Long-term Insurance Act. A life policy is a contract in terms of
which an insurer, in return for a premium, undertakes to provide policy
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benefits upon, and exclusively as a result of, a life event, such as death. The
benefit may take the form of an annuity as well. A disability policy is defined
as a contract in terms of which an insurer, in return for a premium, undertakes
to provide policy benefits upon a disability event: the functional ability of the
mind or body of a person or an unborn becoming impaired.
6.7.2
6.7.2

Life policies

WholeWhole-life policies
Features
•

The life cover amount will be payable on death only, irrespective of
when death occurs. Other risk benefits such as disability and/or dread
disease can also be added to the policy.

•

The level of life cover is determined at the inception of the policy.

•

Whole-life policies do not normally have investment accounts (new
generation options are pure risk policies).

•

Where there is no investment account, there are no cash surrenders or
loan values.

•

A client has two main choices of cover patterns.

These choices are

common to all life cover products:
o

Level cover results in the cover of the policy being fixed and
remaining at that fixed level for the duration of the policy. A
policy with level cover is generally suitable where the life cover
is needed to cover a liability of a specific amount.

o

Escalating cover makes provision for the cover to escalate on a
yearly basis. This allows for the amount of cover to keep up
with inflation or a percentage agreed at the inception of the
policy.

The cover will automatically increase at a fixed rate

each year on the policy anniversary.

The corresponding

premium will also increase. The policy owner has the choice of
accepting or rejecting the annual increase but may forfeit
future increases if he, for example, skips two increases in a
row (different insurers have different rules). Increase options
include:


compulsory increases of a fixed rate of say 5% or 7.5%
or 10% (or anything in between).



options linked to CPI.



options linked to the Rand/Dollar, Rand/Sterling or
Rand/euro exchange rate.
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•

Even though initial premiums on escalating cover are often lower,
ultimately level cover is less expensive than escalating cover. This is
because the risk to the insurer increases each year that the cover on
the policy increases.

•

Premiums can be paid monthly or annually.

•

The client has a choice of premium patterns:
o

Level premium which will remain at a constant level for the full
term of the policy.

o

An escalating premium that will escalate annually on the policy
anniversary at a scheduled pre-determined rate, such as 5% or
7.5% or 10% (or anything in between).

o
•

Options linked to CPI.

There is no pre-determined term for the policy since it is for life.

Benefits
•

Provision of a lump-sum payment at an unknown future date of death.

•

Lump-sum payment which is fixed and certain and accrues tax free to
the beneficiary.

Cost
The premium is determined according to the structure and amount of cover
selected and the life assured’s level of risk, e.g. age, smoking habits, gender,
income, occupation, health and education.
Term
Although whole-life policy contracts run for as long as the insured is alive, most
contracts contain a guarantee period, after which premiums can be reviewed.
Eligibility
The specific insurance company will provide the age limits and underwriting
requirements for these products.

Due to underwriting requirements, certain

individuals may not be eligible for life cover as a result of their state of health
or age.
Term policies
As the name denotes, term policies provide risk cover for a particular term and
are generally used to insure a debt for a specific term such as mortgage bonds
or keyperson insurance.
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There are two types of term policy:
1.

Level-term policy.

2.

Decreasing-term policy.

Features
•

Provides risk cover for the duration of a term.

•

Extra benefits can be added such as disability and dread disease.

•

A level-term insurance policy provides the same amount of cover for
the duration of the term.

•

A reducing-term policy provides reducing risk cover over the term at a
pre-determined rate. This type of insurance is often ceded to a bank
as security.

The cover should decrease at the same rate as the

outstanding amount on the mortgage bond.
•

Term policies do not have investment accounts.

•

They offer no cash or loan values.

•

The term and level of life cover are determined at inception.

•

The death claim value equals the value of the life cover.

•

A claim is payable only if death occurs within the term.

•

If the life insured outlives the term, the policy will cease.

•

The policy ceases at the end of the term and no benefit is payable.

Benefits
•

Provision of a lump-sum payment if the insured event occurs within a
specified term.

•

For a level-term assurance policy, the sum assured is fixed for the
whole term.

•

For a decreasing-term assurance policy, the sum insured decreases
over the term at a fixed rate.

•

It can be structured to fit the client’s debt profile, therefore minimising
cost.

Cost
The administrative costs associated with a term policy are the same as those
for whole-life policies, but the overall premiums are lower for the same levels
of cover due to the limited term of cover.
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Term
The term is fixed according to the insured’s needs.

The maximum term is

generally 20 years.
Eligibility
The same rules apply to term assurance as they do for whole-life policies.
Whole-life and term policies pay out at death, regardless of the cause (unless
the life assured commits suicide in the first two years of the policy, in which
case no benefit will be payable).
Universal life policies
Universal life cover products are not sold anymore, but many clients still own
these products. A universal life policy consists of a life cover (risk) portion as
well as an investment (or savings) portion. Premium and cover levels are
specified at the inception of the policy. The premium is higher than a normal
whole-life policy as a portion is allocated towards investment. The balance of
the premium that is not directly attributable to funding the cost of the life cover
and expenses is invested. A set amount of life cover is chosen. At any given
stage, this set amount of cover includes the value of the investment account.
As the investment grows, less money is needed to provide for life cover costs.
If a person dies in the earlier years, he will be paid out the total life cover
amount. However, at a certain time, the investment account may eventually
exceed the value of life cover. This is called the breakout point. Thereafter, the
higher value (the value of the investment account) is payable. If the policy
owner wants to terminate the policy, the investment portion will be available.
As these policies have a value, the policyholder can take a loan or take cash
withdrawals. The client has a choice of investment portfolios at inception and
is able to switch investment portfolios while the policy is in force.
These policies were popular at one stage because they delivered a value on
termination. However, the way in which life cover levels versus investment
portions was split and calculated was not transparent. Only actuarial staff
members are able to calculate the split and the cost of risk on these policies.
Also more sophisticated and wider ranges of investment portfolios became
available.

Today the administration of risk-benefit policies is separated from

investment policies.
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6.7.3
6.7.3

Disability policies

Disability products address the need for a payment of either a lump sum, in
which case the nature of the disability must be permanent, or an income
benefit payable to the life assured for the period of his incapacity, which can be
of a partial and/or temporary nature. The lump-sum type of disability benefit is
called a capital disability benefit. The income benefit is also referred to as
monthly income protector/replacer.
When deciding on a particular type of disability product, or when a policy
owner decides to add this benefit as an ancillary benefit to a policy, it is very
important that he understands exactly how that particular disability event is
defined.

Some products relate to occupation disability (unable to perform a

specific occupation), others the inability to perform daily tasks (functional
disability) and others physical disability (actual physical impairment such as the
loss of limbs).
Occupational disability
Monthly income protection disability benefits
Features
•

Cover is in the form of a monthly benefit.

•

Income disability benefits are available as stand-alone benefits.

•

Benefits are payable in the event of total, partial or temporary
disablement.

•

A choice of waiting periods is available (depending on the insurer and
the client’s occupation) and these can range from seven days to two
years, but one-month and three-month waiting periods are most
common.

•

The term and level of disability cover is determined at inception and
must relate to the insured’s earnings.

•

If the life insured outlives the term of the disability cover, the benefit
or policy will cease.

•

A client has a choice of level or escalating cover patterns.

•

Level cover is less expensive than escalating cover.

•

Premiums can be paid monthly or annually.

•

The client has the choice of level or escalating premium patterns. The
initial premium of the escalating option will be lower.

•

Annual increases in the benefit may be selected so that once the
person receives the benefit, it keeps pace with inflation.

© INSETA– RE 7 Version 12a

187

•

The premium varies depending on the waiting period chosen, level of
cover and occupation of the insured.

•

Ongoing health reviews will be requested.

•

The benefit may reduce after a two-year period.

•

Premium payments towards the disability benefit must continue during
the waiting period.

•

Income benefits are taxed as income.

•

Depending on the requirements of the Income Tax Act, the premiums
could qualify for a tax deduction.

Benefits
•

Provision of a regular monthly income payment if the insured event
occurs within a specified term.

•

Benefits are payable in the event of total, partial or temporary
disablement.

•

The payments commence once the waiting period has expired.

•

If the policy has an escalator, disability benefit levels will increase each
year.

Cost
The monthly income disability benefit is more expensive as it covers total,
partial and temporary disability and may be payable for years, depending on
the age of the insured. Factors that are not generally important for life cover
may be very important for disability cover – such as medical history (for
example, back pain or depression), family history of any disabling condition,
income history, level of education, pursuits of a hazardous nature, etc.
Term
The term is fixed and usually expires at the insured’s retirement age.
Eligibility
Each insurer will provide the age limits and underwriting requirements for
these products. Due to underwriting requirements, certain individuals may not
be eligible for life cover as a result of their state of health.
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LumpLump-sum/c
sum/capital disability benefits
Features
•

The lump-sum disability cover amount will be payable on the
disablement of the client, in terms of the relevant requirements of the
product provider concerned.

•

Lump-sum disability benefits are available as stand-alone cover or
stand-alone benefits or accelerators to a stand-alone life cover benefit.

•

Benefits are payable after the expiry of a 6-month waiting period so
that the insurer can confirm that the insured is in fact totally and
permanently disabled.

•

If the life insured outlives the term of the cover, the policy/benefit will
cease.

•

The benefit may taper (in other words, the sum assured is reduced) in
a five- or ten-year period prior to retirement (e.g. if a five-year
tapering applies, the sum assured is reduced by 20% every year).

•

The level of cover is determined at the inception of the policy.

•

A client has a choice of cover patterns – level or escalating.

•

Level cover is less expensive, as the risk on escalating cover increases
every year.

•

Premiums can be paid monthly or annually.

•

The client has a choice of premium patterns.

•

An escalating premium is more affordable at inception, but the client’s
income must escalate for the premium to continue to be affordable.

Benefits
•

Cover is in the form of a lump sum.

•

Benefits are payable in the event of total and permanent disablement.

•

Lump-sum payments are fixed and accrue tax free to the assured.

•

Lump-sum benefits are more appropriate than income benefits in cases
such as key-man

insurance, business

insurance and cover for

mortgages and other loans.
Cost
The premium is determined with reference to the risk of the insured, e.g. age,
smoking habits, gender, income and occupation.
Term
The contracts run for a particular term up to the selected retirement age, which
is a maximum of 65 years. Most contracts contain a guarantee period relating
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to the payment of the premiums. During that term, the level of premium will
remain constant.
Eligibility
Each insurer will provide the age limits and underwriting requirements for
these products.
Definition of occupational disability
The definition varies within the industry.

The following are examples of the

typical definitions:
•

Own occupation disability: This benefit will become payable if the life
insured, as a result of injury or disease has been for a period of not
less than the waiting period, totally and permanently (or in the case of
income protection benefits, also partially and temporarily) incapable of
performing the functions of his own occupation. The insured’s particular
occupation will need to be recorded at the outset.

Not all types of

occupation will be eligible for cover.
•

Own or similar occupational disability: This benefit will become payable
if the life insured, as a result of injury, disease or surgical illness is,
and has been for a period of not less than the waiting period, totally
and permanently (or in the case of income protection benefits, also
partially and temporarily) incapable of performing the functions of his
own occupation or a similar occupation and any other occupation for
which he may be qualified due to his knowledge, training and
expertise.

•

Any occupation: This benefit will become payable when a state of total
disability exists where the life insured, as a result of injury, disease or
surgical illness, is totally and permanently (or, in the case of income
protection

benefits,

also

partially

or

temporarily)

incapable

of

performing the functions of any occupation. Evidence of total disability
may be the loss of either both hands, both feet or total and permanent
blindness.
In terms of policies which provide monthly income benefits, the same
definitions may apply. However, there are two main differences:
•
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•

Benefits are payable in the event of temporary and/or partial disability
as well as total disablement.

Functional disability
Functional disability refers to the level with which an individual can perform the
daily task of living, e.g. bathing, dressing, going to the toilet and feeding
himself. This benefit is payable after a set waiting period and only pays if the
insured is permanently prevented from performing the normal actions and
functions in relation to his personal care or personal affairs.

This type of

benefit is usually calculated on a points scale, where the inability to perform
certain tasks is linked to a specified number of points which will determine the
level of benefits paid.
Physical disability
Physical disability refers to the insured suffering from an actual physical
impairment, e.g. loss of use of one or more limbs, or senses. It can include
paraplegia, blindness, loss of limbs, burns, deafness and facial disfigurement.
Benefits are payable in terms of a scale of severity up to 100% of the sum
assured selected.
6.7.4
6.7.4

Dread disease, severe illness benefits or critical il
illness

Dread disease or severe illness is a risk benefit that provides for the payment
of a capital sum on the confirmed medical diagnosis of a predetermined
condition.
Diseases and medical conditions such as heart attack, coronary artery bypass
graft,

aortic

surgery,

cardiomyopathy,

heart

transplant,

heart

valve

replacement, open-heart surgery, cancer, bone marrow failure, stem cell (bone
marrow) transplant, stroke, bacterial meningitis, benign brain tumour, coma,
dementia (including Alzheimer’s disease), motor neurone disease, multiple
sclerosis, muscular dystrophy, paralysis, Parkinson’s disease, loss of hearing,
loss of sight, loss of speech, chronic respiratory failure, lung transplant,
advanced

rheumatoid

arthritis,

accidental

brain

damage,

major

burns,

accidental HIV, full-blown AIDS, chronic kidney failure, chronic liver failure,
kidney transplant, liver transplant, pancreas transplant, may be covered. The
list will vary from insurer to insurer.
Dread disease can be bought as a stand-alone option or added to an existing
life policy. Insurers offer a choice between a basic (core) and a comprehensive

© INSETA– RE 7 Version 12a

191

list of illnesses covered. The benefit will pay out on diagnosis, subject to the
product-specific rules of the particular insurer. The level of benefit paid may
depend on the severity suffered.
This product can be difficult to understand due to medical terminology uses,
different definitions used to determine whether a policyholder qualifies for a
payout and the definitions of severity levels. There might also be a difference
of opinion if someone had a heart attack or not. The SCIDEP committee
(Standardised Critical Illness Definitions Project) set up by ASISA developed a
list of standardised definitions with the purpose of providing clients and
intermediaries with the comfort that they can get their claim assessed on
industry-approved definitions, and that they can get a better understanding of
when and at what level different insurers will pay out.
The standard definitions apply to the following four ‘core’ diseases, which make
up between 70% and 90% of all Critical Illness claims:
•

Heart attack

•

Cancer

•

Stroke

•

Coronary Artery Bypass Graft (CABG).

The definitions cover four tiers, A, B, C and D, with A being the most severe
and D being the least severe.
DISCLOSURES

FOR

CRITICAL

An extract of the ASISA STANDARD ON
ILLNESS

PRODUCTS

that

contains

the

standardised definition of a Stroke is attached:
Stroke - ASISA critical illness definition
Death of brain tissue due to inadequate blood supply or haemorrhage within the skull
resulting in neurological deficit lasting longer than 24 hours, confirmed by neuro-imaging
investigation and appropriate clinical findings by a specialist neurologist.
For the above definition, the following are not covered:
•

Transient ischaemic attack;

•

Vascular disease affecting the eye or optic nerve;

•

Migraine and vestibular disorders;

•

Traumatic injury to brain tissue or blood vessels.

Severity levels will be assessed by a full neurological examination by a specialist neurologist
any time after three months.
Level A: Stroke with severe impairment
Needs constant assistance, as measured by:
•
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the inability to do 3 or more basic ADL’s, or
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•

a Whole Person Impairment (WPI) of greater than 35%.

Level B: Stroke with moderate impairment
Cannot function independently, as measured by:
•

the inability to do 6 or more advanced ADL’s, or

•

a WPI of 21% to 35%.

Level C: Stroke with mild impairment
Can function independently, but has impairment as measured by:
•

the inability to do 3 or more advanced ADL’s, or

•

a WPI of 11% to 20%.

Level D: Stroke with almost full recovery
Almost full recovery, with little residual symptoms or signs, as measured by:
•

the ability to do all basic and advanced ADL’s, or

•

a WPI of 10% or less.

WPI figures are calculated as per the American Medical Association Guides to the Evaluation
of Permanent Impairment 6th edition.
Basic activities of Daily Living
•

Bowel status

•

Bladder status

•

Grooming

•

Toileting

•

Feeding

•

Transfers from chair to bed

•

Indoor mobility

•

Dressing

•

Stairs

•

Bathing

Advanced activities of Daily Living
•

Driving a car

•

Medical care: prepares and takes correct medications

•

Money management

•

Communicative activities: use of phone, writing checks, writing letters

•

Shopping: lifting or carrying groceries

•

Food preparation

•

Housework
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•

Community ambulation with or without assistive device, but not requiring a
mobility device

•

Moderate activities: moving table, pushing vacuum cleaner, bowling, golf

•

Vigorous activities: running, heavy lifting, sports

Notes:
•

TIA exclusion included only for clarity.

•

Trauma is not covered in this instance as a “stroke” is meant to be as a result of an
illness not a head injury. Companies could always add in a major head trauma
product or include traumatic injury as a competitive advantage.

Stroke - Layman’s Definition
A stroke occurs when the blood supply to a portion of the brain is obstructed and this part of
the brain tissue dies. It can also happen when there is bleeding into the brain tissue due to a
weakening or abnormality of the blood vessel wall. A common cause of the rupture of a brain
blood vessel is longstanding uncontrolled high blood pressure.
The result of a stroke is usually paralysis of an arm and leg, sometimes with one half of the
face affected as well. In some cases people also lose their ability to speak. The paralysis can
recover to varying degrees. Some recover fully, whereas others may retain permanent
weakness of a limb(s).
A Transient Ischaemic Attack (TIA) occurs when the blood supply is momentarily interrupted,
but restored before any permanent damage can occur. It usually results in one of more of
the following symptoms:
•

a loss of sensation

•

dizziness

•

lameness of a limb

•

loss of speech

which only occur for a few minutes to hours and recovery is quick and spontaneous.

6.7.5
6.7.5

Key concepts pertaining to risk products

Key concepts such as insurable interest, the importance of disclosure and law
of contract were discussed in the first chapter of this module.

Additional

concepts pertaining to risk products are discussed below:
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Long--term Insurance Act)
Protection against insolvency (Section 63 of the Long
The policy benefits provided under long-term insurance policies (other than
sinking funds) enjoy protection against the creditors of an insolvent or his
deceased estate up to an amount of R50 000. To qualify for this protection,
the policy must have been effected on the life of the policyholder or his spouse
and must have been in force for at least three years.
In terms of the Act, the protection is available on death where the benefit is
paid to a spouse, child, step-child or parent. Assets acquired solely with the
policy benefits are also protected for a period of five years from the date on
which the policy benefits were provided, for up to R50 000.
From an insolvency on death point of view, it is also worth mentioning that the
court found in Pieterse v Shrosbee and Others 2005(1) SA 309 (SCA) that a
nominated beneficiary receives the benefit outside of the insolvent estate.
Unless there is a valid legal obligation on the beneficiary to settle the debts of
the insolvent, the insolvent estate and/or creditors have no right to the benefit
at all.
Limits on cover for children (Section 55 of the LongLong-term Insurance Act)
The cover that may be provided on the lives of unborn children and minors is
limited. In the case of an unborn child, or minor under the age of 6 years, the
maximum cover available is R10 000. In the case of a minor, after he attains
the age of 6 years but before he attains the age of 14 years, the maximum
cover available is R30 000.
This section does not apply to the allocation of profit (premiums plus interest)
in respect of policies on the lives of minors.
Failure to pay premiums
A policy with life cover will remain in force even if the premium payer did not
pay premiums, as long as the policy has a cash value. Once the cash value has
been depleted, the policy will be terminated. Risk products with no cash value
will lapse if a premium is not received in the grace period (maximum of one
month).

If a premium has not been paid on its due date, the insurer shall

notify the policyholder of non-payment.
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Risk and underwriting
When developing a policy, the insurer must determine an appropriate premium
for a given level of risk.

This will depend on demographic and economic

factors, but also person-specific factors. All risk benefits are subjected to an
underwriting process in terms whereof the level of risk that an individual poses
to the insurer is determined. The greater the risk, the higher the premium will
be.
Medical underwriting is the process where the insurer considers the risks
related to the life insured’s state of health. The following factors are taken into
account: age at entry, gender, height and weight ratio, smoker/non-smoker,
HIV status and previous/current medical conditions. Non-medical underwriting
issues that the insurance company pays attention to:
•

The amount of cover required must be relevant to the person’s
circumstances.

•

The insured’s income and qualifications which impact on his level of
risk.

•

Hazardous activities.

Risk contracts may also expect the insured to keep the insurer informed of his
whereabouts in that the insurer must be informed if the insured intends to
leave South Africa for an extended period of time. The insurer will also expect
the insured to keep the institution up to date regarding hazardous activities
that the insured may engage in.
Most risk policies in South Africa also carry a list of special exclusions, such as
war, civil commotion, riots, terrorist activity or rebellion; radioactivity or
nuclear explosion; the insured committing or attempting to commit the
crime(s) of murder, assault, housebreaking, theft, robbery, a crime involving a
sexual act, or involving the forceful detention of another person, or a crime of
a similar nature to any of the aforesaid crime(s) and the suicide exclusion that
applies to cover in force for less than 2 years.

Summary
South Africans are vastly under-insured. Financial advisers can play a valuable
role in the lives of their clients and dependants by conducting a proper financial
needs analysis to establish whether clients are sufficiently covered and, if not,
to develop appropriate risk management plans.
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Firstly, the adviser will have to gather the following data and information:
•

Basic client details, such as the client’s, spouse’s and dependants’ ages
and the marital status of the parties

•

Information on current income and sources

•

Information on assets, in particular cash available, and liabilities

•

Financial portfolios that contain details regarding life cover and
premium amounts, ownership of policies, beneficiary nominations as
well as proceeds payable

•

Retirement fund details, in particular the benefits payable in the event
of death and disability and the details of potential beneficiaries

•

Details regarding the client’s Last Will and Testament

•

Personal and financial goals/risk management objectives

•

The client’s tolerance for risk, lifestyle and health issues

•

Rates and assumptions.

When analysing the capital shortfall or surplus on death and disability, a capital
needs analysis will be required. The risk management plan proposed to address
personal risks in the event of death and disability will include risk products.
The impact of estate duty (depending on the size of the client’s net estate and
wishes) and executor’s fees (in the event of no beneficiary being nominated)
must be considered when recommending an appropriate cover amount.
The formulas are:
•

Capital shortfall on death/0.96 to settle additional administration costs
(executor’s fees) as well as the capital shortfall.

•

Capital shortfall on death/0.80 to settle additional estate duty as well
as the capital shortfall.

•

Capital shortfall on death/0.768 to settle additional estate duty,
additional administration costs as well as the capital shortfall.

Disability benefits were designed to replace income loss and not to enrich
clients.

In order to limit possible abuse, the ASISA Code therefore provides

that 100% benefits should be discouraged or only paid for a limited period, i.e.
not exceeding 2 years. In addition, recommendations with regard to the size
of lump-sum disability benefits are also contained in the Code. The lump sum
can be calculated by multiplying the monthly equivalent with the factor as per
Annexure A. A lump sum can also be converted into the equivalent monthly
income and comparing it to the client’s remuneration to establish whether
taking out the life assurance will lead to over-insurance.
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Self-Assessment Questions
1.

When analysing a client’s risk needs in the event of death and
disability:
a)

the income not generated through the client’s earning ability is
not taken into account.

b)

the age of the client will determine the period for which income
must be provided to dependants after death.

c)

the base cost of assets does not have to be gathered as it is
always only the market value that will be relevant in the event
of a client’s death.

d)

the rules of the retirement fund that the client is a member of
will determine whether a lump sum and/or monthly pension
becomes payable in the event of his death and disability.

2.

When performing a capital needs analysis in the event of the client’s
death:
a)

policies that are not payable to the estate are not taken into
account as capital available.

b)

the shorter the term for which income will be required, the
higher the capital need.

c)

the higher the income escalation rate, the lower the capital
need.

d)
3.

all estate liabilities must be considered.

Erin (65) will require income of R170 000 per annum in the event of
her husband’s death.

Her mortality age can be assumed to be 85,

investment returns over the period 10% and inflation 8%.
a)

The capital requirement calculated in terms of the assumptions
above will be sufficient to provide the required income should
she live until age 86.

b)

The capital requirement calculated in terms of the assumptions
above will be sufficient if investment growth of 9% is achieved.

c)

The capital requirement calculated in terms of the assumptions
above will be sufficient if inflation is 7% over the 20-year term.

d)

The capital requirement calculated in terms of the assumptions
above will be sufficient if inflation is 10% over the 20-year
term.
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4.

Erin (65) will require income of R170 000 per annum in the event of
her husband’s death.

Her mortality age can be assumed to be 85,

investment returns over the period 10% and inflation 8%.
a)

The capital requirement to provide the income will amount to
R13 386 752.

b)

The capital requirement to provide the income will amount to
R2 872 106.

c)

The capital requirement to provide the income will amount to
R2 880 575.

d)

The capital requirement to provide the income will amount to
R2 829 768.

5.

A capital needs analysis on disability has shown a shortfall of
R800 000.
a)

The cover amount must be divided by 0.80 to provide for
estate duty.

b)

The cover amount must be divided by 0.768 to provide for
estate duty and administration costs.

c)

Amounts payable in the event of disability only will not cause
additional estate liabilities to be paid.

d)

The executor’s fees on this amount can be avoided by adding a
beneficiary nomination.

6.

Choose the correct statement:
a)

Term policies have an accumulation account.

b)

Disability income replacement products are ideal for keyperson
insurance.

c)

Disability income benefits generally pay until the insured dies.

d)

Up to R50 000 of the accumulation account in a universal life
policy will be protected against creditors in the event of the life
assured’s insolvency during his lifetime, as long as the product
has been in place for at least three years.

7.

Choose the correct statement:
a)

Critical illness benefits are not intended to replace disability
cover.

b)

Critical illness benefits cannot be bought as a stand-alone
product.

c)

Critical illness benefits pay out when the illness contracted is so
severe that it leads to the disability of the patient.

d)

The SCIDEP definitions were developed with the purpose of
ensuring that doctors agree whether a client has in fact
contracted a specific illness or not.
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Self-Assessment Answers
1.

d)

2.

d)

3.

c)

4.

b)

5.

c)

6.

d)

7.

a)
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Chapter

7
Retirement planning
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Describe the implications of the Pension Funds Act 1956, when analysing and evaluating
proposed investment options.
Describe the implications of marriage and divorce when analysing and evaluating proposed
retirement options (in accordance with the Matrimonial Property Act 1988, Divorce Act
1979, Maintenance of Surviving Spouses Act 1990 and Pension Funds Act 1956.

SKILLS CRITERIA
Discuss the importance and purpose of retirement planning.
Explain the need to save for retirement and the implications of not having saved for
retirement.
Explain existing employee benefits in terms of the impact of the:
•

Pension Funds Act, 1956

•

Retirement Fund rules

•

Maintenance of Surviving Spouses Act, 1990

•

Divorce Act, 1979

•

Income Tax Act, 1962

•

Long-term Insurance Act, 1998

•

Group Risk benefits.

Gather data in terms of retirement planning by collecting the following information:
•

Potential sources of retirement income.

•

Details of estimated retirement expenses.

•

The client’s retirement objectives.

•

The client’s attitude towards retirement.

Interpret and explain the pension funds statement.
Conduct a basic needs analysis for a client in terms of retirement planning.
Assess financial requirements at retirement date.
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Determine whether the client’s retirement objectives are realistic.
Develop financial projections based on current position, and assess the impact of changes
to assumptions on financial projections.
Determine the client’s capital need in the event of retirement in order to provide for capital
requirements and income requirements (excluding Capital Gains Tax).
Calculate the tax on lump sums when determining the client’s capital and income
requirements in the event of retirement.
Consider potential retirement planning strategies for a particular client.
Explain what is meant by a retirement annuity.
Determine the client’s capital need in the event of retrenchment in order to provide for
capital requirements and income requirements (excluding Capital Gains Tax).
Explain the difference between a retirement annuity and a savings policy.
Describe the impact of the following on investments:
•

Regulation 5 of the Pension Fund Regulations

•

Surrender/termination/transfers

•

Regulation 4 of the Pension Fund Regulations

•

Insolvency of the product supplier and implications for the clients.

Discuss the different types of retirement options (at retirement) in terms of:
•

Living annuity

•

Joint life annuity

•

Conventional annuity (level and escalating)

•

With-profit annuity.

Explain what is meant by a living annuity.
Calculate the tax on lump sums when determining the client’s capital and income
requirements in the event of retrenchment.
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Purpose
This message around the inadequacy of retirement provision is not new, and
surveys continue to show that South Africans are still not saving enough for
retirement.
legal

In this chapter we will examine the need for retirement planning,

aspects

and

legislation

pertaining

to

employee

benefits

and

also

demonstrate the steps for planning for retirement.

7.1

RETIREMENT PLANNING – AN INTRODUCTION

Only six percent of South Africans will be able to extend the living standard
enjoyed during their last working years into retirement.

Most South Africans

have to make significant adjustments – lower their standard of living, move in
with family, continue working, etc.
There are many reasons for this:
•

The majority of South Africans do not preserve their existing pension
or provident fund benefits when they exit the fund pre-retirement.

•

Due to medical science, individuals live longer.

•

Inflation increases the monthly living expenses, and in addition a large
portion of retirement income is spent on medical costs that increase at
rates well above inflation.

•

Poor investment decisions pre- and/or post-retirement, either falling
for investment opportunities offering extraordinary returns, or not
allocating sufficient funds to growth assets.

•

The biggest reason for the income gap at retirement is purely because
individuals are not making sufficient provision for retirement or starting
too late.

When providing for retirement, the client can improve his position at retirement
by starting early, putting away more and/or saving in investment vehicles
which provide higher potential returns. It is the role of the financial adviser to
explain and illustrate the importance of these options.
The financial adviser should also be familiar with legal aspects and the relevant
legislation pertaining to retirement funds and retirement planning. This will be
the focus of the next section of this chapter.
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7.2

LEGAL ASPECTS AND RELEVANT LEGISLATION IMPACTING
RETIREMENT FUNDS

7.2.1

Defined contribution and defined benefit funds

Pension and provident funds may be set up as either a defined contribution or
defined benefit fund.

The most important difference between a defined

contribution and defined benefit fund calculation is the way in which the
benefits are calculated:
With the defined benefit system, the benefit is calculated by using a formula.
A typical example of such a formula:
Annual salary x years’ membership x 2% = yearly pension.
The employer bears the risk of poor investment performance and increasing
costs. The employer must provide the pension as calculated by the formula
regardless of the investment performance. Poor investment performance will
result in a higher cost for the employer, as the employer will have to increase
contributions so that the defined benefit can be paid.
Pension increases are usually at the discretion of a board of trustees and may
or may not keep pace with inflation.
With a defined contribution system, the contributions made by the employer
and the member are based on a fixed percentage of the member's current
salary. At retirement, the contributions plus growth less costs become available
to the member.
The majority of pension and provident funds are defined contribution funds.
Here the member bears the risk of poor investment returns and increasing
costs.
At retirement and subject to the fund rules, the member generally may
purchase an annuity of his choosing.

The member thus controls pension

increases and has the option of capital preservation.

204

© INSETA– RE 7 version 12a

7.2.2

Pension and provident funds

Pension and provident funds are defined in the Income Tax Act.
A pension fund must be a permanent fund and must be established for the
purpose of providing annuities for employees on retirement from employment
or for the dependants or nominees of deceased employees. The definition also
contains certain requirements such as:
•

registration with the Registrar of Pension Funds.

•

compulsory membership for qualifying employees that join after the
establishment of the fund.

•

that a maximum of one-third of the benefit may be paid in the form of
a lump sum on retirement unless the total benefit is not more than R75
000 or where the employee is deceased.

The type of pension fund described above is also known as a paragraph (c)
fund. Paragraph (a) and (b) funds are funds established by law (government
funds such as the Government Employees Pension Fund - GEPF) and those
funds established for the benefit of employees of a control board as defined in
section 1 of the Marketing of Agricultural Products Act, 1966, or for the benefit
of employees of the Development Bank of South Africa. These government or
public sector funds used to provide tax-free benefits (prior to 1 March 1998).
The pre-1 March 1998 pro rata portion is still available tax free.

Refer to

Chapter 3 on Income Tax as a reminder as to how the tax-free portion is
calculated.
A provident fund differs from a pension fund in that all the benefits may be
taken in the form of a lump sum in the event of retirement.
An employer-employee relationship is required by the Act, and the contributing
member must be employed by the employer. This means that a sole proprietor
will, for example, not be able to be a member of a pension or provident fund
himself, although his employees will be be.

Note that a partner of a

partnership is also now regarded as an employee of the partnership for the
purpose of the definition of a pension and provident fund.
The fund rules (of the pension or provident fund) set out the nature and the
extent of the benefits to which members and their beneficiaries are entitled,
the retirement age, how the fund will operate, and the calculation of
contributions to the fund.
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In terms of the Income Tax Act, all contributions by the employer to a pension,
provident and benefit fund (eg. a medical scheme) up to 10% of the
employee's approved remuneration are allowed as a deduction from the income
of the employer. In practice, SARS allows up to 20% aggregated for pension,
provident and benefit funds. We have seen in the chapter on Income Tax that
employee contributions to pension funds are also deductible up to certain
limits, whilst provident fund contributions are not tax deductible.
When an employee leaves his employer before retirement (resigns, dismissed
or retrenched), he will, as a member of the pension or provident fund,
become entitled to a withdrawal benefit. Although the withdrawal benefit is
generally made up of a refund of employer and employee contributions plus
growth less costs, the actual benefit payable must be established with
reference to the specific fund rules. The options, i.e. taking the amount in
cash or transferring the benefit to another retirement fund, will also be
determined by the fund rules.
The tax implications of the withdrawal benefit as well as the benefit payable
upon retirement were discussed above.
The rules of the fund will also determine the amount and manner in which
death benefits will be paid. The retirement fund benefits paid in the form of a
lump sum will be taxed in the same way as a retirement fund lump sum.
Income benefits/pensions will be taxed in the hands of the recipient and at
his marginal rate of tax.
Some funds provide for additional group life assurance. These benefits can
either be approved or unapproved.
In the case of an approved group life plan, the life policy is owned by the
retirement fund itself. The fund pays the premiums in respect of the policy. On
the death of the member, the life cover amount pays to the fund and is then
paid to the member (his dependants and/or beneficiaries) as part of the fund
benefit. There is thus one death benefit paid, which includes the accumulated
fund benefit plus group life benefit. The benefit will not be subject to estate
duty.
As this benefit is paid by the fund, the benefit is subject to the Pension Funds
Act, specifically also s.37C, which prescribes the distribution of the death
benefit and the role of the trustees.
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In the case of an unapproved group life plan, the life policy is owned by the
employer who then pays the premiums in respect of the policy. The employee
will complete a separate beneficiary nomination on the policy. On the death of
the member, the fund only pays the accumulated fund value to the member
(his dependants and/or beneficiaries). The proceeds of the life policy will be
paid directly by the product provider to the beneficiary. The group life benefit is
thus not provided by the fund itself. The benefit will be included as deemed
property in the estate of the deceased for purposes of calculating his estate
duty liability.
7.2.3

Preservation funds

A preservation fund may be a pension or a provident preservation fund.
Preservation funds are designed with the specific purpose of preserving pension
or provident fund benefits in the event of the member withdrawing from a fund
before reaching retirement age, such as when membership is terminated by
resignation, retrenchment, winding up of the fund or the transfer of the
business to another employer.
Preservation funds may also now accept pension interests that have been
awarded in terms of a divorce order. A non-member spouse may thus transfer
his award to a preservation fund.
Employees may also now elect to transfer benefits to a preservation fund of
their choice, and are not restricted to preservation funds in which their
employer participates. Keep in mind that the fund rules have to be amended to
facilitate this recent change.
Unclaimed benefits (benefits of former members, dependants and beneficiaries
not yet claimed) may also be transferred to preservation funds.
Preservation funds cannot accept regular contributions.
A member of a preservation fund is allowed one withdrawal from the
preservation fund prior to retirement. This withdrawal will be taxed as a
withdrawal benefit.
At retirement from a pension preservation fund, up to one-third may be paid as
a lump sum, unless the total value does not exceed R75 000. The full interest
is payable as a lump sum by provident preservation funds in the event of
retirement. These benefits will be taxed as retirement fund lump-sum benefits.
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7.2.4

Retirement annuity funds

A retirement annuity fund is a permanent fund established for the purpose of
providing life annuities for the members of the fund or annuities for the
dependants or nominees of deceased members.
Any person (employed or not employed) may belong to a retirement annuity
fund in his personal capacity. Just like pension, provident and preservation
funds, a retirement annuity fund must also be registered with the Registrar of
Pension Funds and be approved by the Commissioner of SARS in order to enjoy
the tax concessions.
Retirement annuity funds are able to accept contributions as well as transfers
from other retirement funds. Contributions may be made at any rate chosen
by the member (note, though, that certain minimum contribution levels
generally apply). Contributions are tax deductible up to certain limits. (See
Chapter 3.)
At retirement, one-third is paid in the form of a lump sum, unless the full value
is R75 000 or less. The balance is used to purchase a compulsory annuity.
Normal retirement age for a member of a retirement annuity fund is 55. This
means that one cannot retire earlier than age 55.
In the event of disability, the benefit is paid as an early retirement benefit.
No withdrawal benefit is payable, unless the member emigrates or in case of
paid up RAs where the entire benefit is less than an amount determined by the
Minister by notice in the Gazette, currently R7 000.
Previously, the lump sum payable to beneficiaries upon the death of a
member was limited. The limitation has been removed, and the full fund
value may thus be paid as a lump sum in the event of death.
7.2.5

Important definitions pertaining to pension, provident, preservation
and retirement annuity funds found in the Income Tax Act

Normal retirement age
•

In the case of a member of a pension or provident fund, the normal
retirement age is the date on which the member becomes entitled to
retire from employment.
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•

In the case of a member of a retirement annuity fund or a pension
preservation or provident preservation fund, the normal retirement age
is 55.

The upper age limit of 70 previously prescribed via the Income Tax Legislation
was thus removed for RAs and preservation funds. As all approved funds
previously had to have the upper limit as part of their rules, the rules of the
specific retirement annuity fund and preservation fund must be amended for a
member to be able to retire after the age of 70.
•

In the case of a member of any of these funds, the date on which that
member becomes permanently incapable of carrying on his occupation
due to sickness, accident, injury or incapacity through infirmity of mind
or body.

Disability is thus treated as an early retirement. Income benefits will be
included in the taxpayer’s gross income and taxed at his marginal tax rate.
The lump-sum benefits paid are taxed in the same manner as on retirement.
Retire
Retire means to become entitled to the annuity or lump-sum benefit from a
retirement fund as contemplated in the definition of retirement date.
RetirementRetirement-funding employment
Retirement-funding employment in respect of:
•

an employee is employment for which he receives remuneration
subject to the provisions of Schedule 4 (in other words, it is subject to
PAYE and SITE) and is a member of or contributes to a pension fund or
provident fund established for the benefit of employees of the
employer from whom such income is derived.

•

a holder of an office (such as a director), the income he earns from the
office such as salary and fees and is a member of or contributes to a
pension fund or provident fund established:
o

by law or for the benefit of holders of office; or

o

for the benefit of employees of the person from whom such
income is derived.

•

a partner in a partnership who was an employee of the partnership and
who, on becoming a partner, retained membership of the pension fund,
limited to the partner’s income in the last 12 months as an employee.

© INSETA– RE 7 Version 12a

209

•

other partners, the part of the partner’s income from the partnership in
the form of the partner’s share of profits.

Retirement-funding employment only refers to that part of the income that is
taken into account in calculating the contributions made by him or on his
behalf to a pension or provident fund.

This definition is important for the

calculation of tax-deductible contributions.
Retirement fund lumplump-sum benefit
This is an amount determined in terms of paragraph 2(1)(a) of the Second
Schedule, which is any amount received by way of a lump-sum benefit in
consequence of:
•

retirement

•

death

•

the termination of employment due to (A) his employer having ceased
to carry on or intending to cease carrying on the trade in respect of
which he was employed or appointed; or (B) that person having
become redundant in consequence of his employer having effected a
general reduction in personnel or a reduction in personnel of a
particular class. If the person at any time held more than 5% of the
equity shares or members’ interest in that company, this lump sum
paid will not be treated as a retirement fund lump-sum benefit.

•

when a person commutes an annuity or portion of an annuity.

This definition is important as the taxable portions of these amounts will be
taxed as retirement fund lump-sum benefits.

The tax table applicable to

retirement lump sum benefits will apply.will apply.

Also remember that

retirement fund lump-sum benefits received on or after 1 October 2007 and
withdrawal benefits received on or after 1 March 2009 must be aggregated
when calculating the tax liability.
All commutations of annuities, provided the annuity flows directly from
membership or past membership of the fund, are now taxed as a retirement
fund lump-sum benefit, whether the annuity is commuted during the lifetime of
the member or afterwards by a successor. The only difference is with regard
to the application of the aggregation principle required: if the commutation
occurs during the lifetime of the member or upon the member's death,
aggregation occurs in respect of the member; if commutation is during the
successor's lifetime or upon the successor's death, aggregation occurs in
respect of the successor.
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Retirement fund
fund lumplump-sum withdrawal benefit
This is an amount determined in terms of paragraph 2 (1) (b) of the Second
Schedule and is any amount:
•

assigned in terms of a divorce order granted on or after 13 September
2007

•

that is transferred for the benefit of that person to any pension fund,
pension preservation fund, provident fund, provident preservation fund
or

retirement

annuity

fund

from

any

pension

fund,

pension

preservation fund, provident fund, provident preservation fund or
retirement annuity fund of which that person is or previously was a
member and
•

any other amount received by or accrued to that person by way of a
lump-sum benefit from or in consequence of membership or past
membership of any pension fund, pension preservation fund, provident
fund, provident preservation fund or retirement annuity fund.

The taxable portion of these amounts will be taxed in terms of the tax table
applicable to lump sum withdrawal benefits Withdrawal benefits received on or
after 1 March 2009 and retirement fund lump-sum benefits received on or after
1 October 2007 must be aggregated when calculating the tax liability.
Retirement interest
This is a member’s share of the value of a pension fund, pension preservation
fund, provident fund, provident preservation fund or retirement annuity fund as
determined in terms of the rules of the fund upon his retirement date.
7.2.6
7.2.6

Disposition of pension benefits upon insolvency

In terms of the Pension Funds Act, benefits payable in terms of the rules of the
fund shall not be deemed to form part of the assets in the insolvent estate of a
member and may not in any way be attached or appropriated by either the
trustees or the creditors. This applies to pension, provident, preservation and
retirement annuity funds. In the event of a client’s insolvency or sequestration,
his funds accumulated in retirement funds are thus protected. Note, though,
that any benefits already received will not be protected.
In addition, pension fund monies may not be attached. There are, however,
three exceptions to this rule, as the benefit may be reduced by:
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•

claims in terms of the Income Tax Act.

•

maintenance claims.

•

deductions in terms of Section 37D of the Pension Funds Act.

7.2.7

Deductions in terms of Section 37D of the Pension Funds Act

Section 37D allows a registered fund to deduct any amount from the fund in
respect of:
•

Income Tax owed to SARS.

•

amounts due to the fund in respect of loans or any amount for which
the fund becomes liable under a guarantee furnished in respect of a
member for a loan granted in respect of residential property (on
transfer/default/retirement/ceases to be member).

•

amounts which the fund has paid or will pay by arrangement with, and
on behalf of, a member or beneficiary in respect of—
o

subscription to a medical scheme or any insurance premium
payable to a long-term insurer registered in terms of the Longterm Insurance Act, from the benefit to which the member or
beneficiary is entitled in terms of the rules of the fund.

o

compensation (including any legal costs) in respect of any
damage caused to the employer by reason of any theft,
dishonesty, fraud or misconduct by the member, and in respect
of which the member has in writing admitted liability to the
employer; or judgment has been obtained against the member
in any court, including a Magistrate’s Court (from any benefit
payable in respect of the member or a beneficiary).

o

any amount payable in terms of a maintenance order (from a
member’s benefit or minimum individual reserve).

o

any amount assigned from his pension interest to a nonmember spouse in terms of a divorce order (from a member’s
benefit or minimum individual reserve).

7.2.8
7.2.8

Disposition of pension benefits upon death

Section 37C of the Pension Funds Act determines how pension benefits must be
distributed in the event of the death of a member.
Let’s look at the situation where no beneficiaries were nominated:
If the fund becomes aware of or traces a dependant or dependants of the
member within twelve months of the death of the member, the benefit shall be
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paid to such dependant(s) in such proportions as may be deemed equitable by
the trustees. If the benefits are paid to the dependants within twelve months
of the death of the member, the trustees will make the payment provided that
if, within this twelve-month period, there are other persons who also qualify as
dependants, they will be obliged to make the necessary changes to the benefits
already paid to the dependants.
If the trustees do not become aware of or cannot trace any dependant(s) of
the member within twelve months of the death of the member, the benefit will
be paid to the estate of the member or the Guardian's Fund.
The trustees thus have the duty to find out if the member had any dependants.
A dependant is defined by the Pension Funds Act as:
a)

a person in respect of whom the member is legally liable for
maintenance (e.g. the minor children of the member)

b)

a person in respect of whom the member is not legally liable for
maintenance, if such person
(i)

was, upon the death of the member, in fact dependent on the
member for maintenance or

(ii)

is the spouse of the member (“spouse” is defined as a person
who is the permanent life partner or spouse or civil union
partner or a party to a customary union or the tenets of a
religion) or

(iii)

is a child of the member, including a posthumous child, an
adopted child and a child born out of wedlock.

c)

a person in respect of whom the member would have become legally
liable for maintenance, had the member not died.

Let’s now look at the situation where beneficiaries were nominated:
Where one dependant is nominated as beneficiary and there are other
dependants, the proceeds will be paid to the dependants in such proportions as
may be deemed equitable by the trustees.
If a person who is not a dependant is nominated, payment will only be made
twelve months after the death of the member. The reason for the delay is to
ensure that there is no person who is dependent on the member for
maintenance. If, however, the debts in the estate exceed the aggregate
amount of assets in the estate, only the amount remaining after the debts in
the estate have been settled will be paid to the nominated beneficiary.
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If a non-dependant is nominated as beneficiary and a dependant is traced
within twelve months of the death of the member, the mode of payment will
depend on whether the nomination was made before or after 30 June 1989:
•

Before 30.06.1989: the trustees are obligated to pay the benefit to the
dependant(s) only.

•

After 30.06.1989: the trustees must pay the benefit to the dependant
and/or the nominated beneficiaries in such proportions as they deem
equitable.

Where there are no dependants or nominated beneficiaries, the benefit must
be paid into the deceased estate. Where a member does not have an estate,
payment must be made to the Guardian’s Fund.
In terms of section 37C(2) benefits may be paid in one of the following ways:
•

Payment directly to the dependant or nominee (where he is a major)

•

Payment to a trust nominated by:

•

o

The fund member prior to his death (eg. a testamentary trust)

o

A major beneficiary

o

A guardian or caregiver

Payment to a guardian or caregiver (usually on behalf of a minor
dependant or nominee)

•

Payment to a beneficiary fund

•

Payment in instalments to major beneficiaries who agreed in writing

Beneficiary funds were created by the government as a safer alternative to
umbrella trust structures. A beneficiary fund is a pension fund organisation that
has been established with the object of receiving, administering, investing and
paying benefits referred to in section 37C on behalf of beneficiaries.
Beneficiary funds are structured similarly to retirement funds and are regulated
by the Pension Funds Act. This means, amongst others, that all stakeholders
have recourse to the Pension Funds Adjudicator, and investments must be
prudentially managed in line with regulation 28. (See the discussion on these
guidelines under para 7.2.10 Governance)
Take note that benefits payable as a pension to the spouse or child of the
member (such as widow’s or orphan’s pension) in terms of the rules of a
registered fund must be dealt with in terms of such rules. The trustees do not
have discretion in terms of these payments. One must refer to the rules of the
fund to establish whether a person will qualify for the pension payments in the
event of the member’s death.
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7.2.9
7.2.9

Disposition of pension benefits upon divorce

A fund member’s pension interest, as defined in the Divorce Act of 1979, is
deemed to be part of his assets on divorce and can be taken into account when
determining the asset distribution of the parties.
The Divorce Act provides that, upon divorce, the court may grant an order in
terms of which the non-member spouse is entitled to a share of the member's
‘pension interest' when the retirement fund benefit accrues to the member.
This section, however, does not apply to marriages concluded after 1
November 1984 in terms of an antenuptial contract by which community of
property, community of profit and loss and the accrual system have been
excluded.
Clients getting married out of community of property without accrual should
therefore be made aware that the non-member spouse will not be able to claim
a portion of the member spouse’s pension interest.
Pension interest in respect of pension funds and provident funds is defined as
the benefit to which the member would become entitled in terms of the rules of
the fund if he had effectively resigned on the date of the divorce. Pension
interest in respect of retirement annuity funds is defined as the total amount of
contributions plus simple interest. In terms of the Pension Funds Act, the total
amount of annual simple interest payable may not exceed the fund return on
the pension interest assigned. The portion of the pension interest of a member
in a preservation fund is the equivalent portion of the benefits to which that
member would have been entitled in terms of the rules of the fund if his
membership of the fund terminated on the date on which the decree was
granted.
Previously, the non-member spouse was only entitled to the benefit when the
benefit actually accrued to the member - such as on resignation, retrenchment,
death or retirement. Funds were merely ordered to endorse their fund records
and to pay the non-member spouse the award when benefits accrued to the
member. So, if the pension interest was determined to be a specific value at
the date of divorce, but was paid, say, 20 years later when the member left the
fund, the non-member spouse received no growth for that period.
The Pension Funds Amendment Act of 2007 introduced the ‘clean break’
principle. This principle was made retroactive and thus applies to all divorces
pre- and post-13 September 2007. Retirement funds are now allowed to
deduct from the member’s benefit or his individual reserve, any amount
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assigned from his pension interest to the non-member spouse on divorce. For
purposes of the Divorce Act, the pension benefit is deemed to accrue to the
member on the date of the divorce so that the pension interest can be divided
at the time of divorce and payment can be made to the non-member spouse
immediately.
In terms of section 37D(1)(e) of the Pension Funds Act, the deduction shall be
effected by the pension fund named in the court order upon the receipt of the
order. The deduction shall have the effect of reducing the accrued benefit at
the date of the deduction.
The non-member spouse has the option to receive the award in cash or
transfer this amount to an approved retirement fund. Within 45 days of
receiving the order, the fund must ask the non-member spouse how she wants
the benefit paid. The non-member spouse has 120 days to respond. The fund
must then pay or transfer the gross amount allocated in the divorce order
within 60 days of being informed. If no election is made during the 120-day
period, the fund must pay the relevant amount within 30 days of the expiry of
this period in cash to the non-member spouse.
In terms of section 2(1)(b)(iA) of the Second Schedule, the benefit will be
taxed in the hands of the ex-spouse of the member as a withdrawal benefit if
paid in cash. The accrual date is the actual date on the election form and not
the date on which the fund pays a benefit according to the non-member's
election.
In respect of pre-13 September 2007 divorce orders where the accrual date is
on or after 1 March 2009, or where the non-member spouse only now claims
payment from a fund, neither party (member or non-member spouse) will pay
tax.
As we have seen in the chapter on Income Tax, transfers to approved
retirement funds qualify as a deduction. A non-member spouse will therefore
not be liable for tax if she elects to transfer the amount awarded to an
approved fund.

7.3

PLANNING FOR RETIREMENT

As we have seen in the introduction to this chapter, most clients are not
making sufficient provision to ensure a comfortable retirement. Too many
clients’ retirement planning savings are based upon what they are prepared to
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save as opposed to what they need to save. A financial adviser can assist and
guide a client as to how much the client should be putting away considering his
personal circumstances and financial objectives. Furthermore, the adviser can
guide the client as to appropriate investment vehicles to use for this goal. The
purpose of planning for retirement is to build up sufficient capital to fund the
client’s retirement objectives. The extent of the capital required will depend on
the client’s personal circumstances and financial position, such as existing
retirement provisions. The first step is thus to gather the relevant information.
7.3.1

Gathering financial information

Apart from the normal personal information such as names, date of birth and
marital status and details of dependants, the financial adviser needs to gather:
•

information regarding potential sources of retirement income and
existing capital provision in place to address the client’s retirement
planning needs:
o

Existing membership of a pension or provident fund. In such a
case, the financial adviser should obtain the pension fund or
provident fund benefits statement. In the case of a defined
benefit statement, the financial adviser will be able to establish
the benefits payable in the event of retirement. It is important
to establish whether the benefits are expressed in current or
future value terms. In the event of pensions payable, it will
also be important to establish whether the pension will increase
and at what rate. In the case of a defined contribution fund,
the adviser will be able to establish the current fund value. In
order to calculate the potential capital available at retirement,
the adviser will have to gather contribution rates, pensionable
salary, the rate at which the salary is expected to grow, as well
as assumed growth rate to be achieved on retirement capital in
the fund. The adviser must take care to use the contribution
rate that will be applied towards providing retirement benefits.
Employers may, for example, contribute 10%, but only 8% is
applied for retirement savings as the balance is used to fund
life and/or disability cover and other costs.

o

Existing membership of a retirement annuity (RA) fund.

o

Other policies and/or investments earmarked for retirement.

o

The existence of any divorce order awards against or in favour
of the client not yet claimed or settled by the retirement fund
concerned.
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•

The client’s retirement objectives, including:
o

desired retirement age (in the case of membership of a pension
or provident fund, the client may not have a choice).

o

details of estimated retirement expenses.

As we have

discussed in Chapter 2, a detailed income and expenditure
analysis may be required to establish income needs.

Capital

needs such as settling outstanding debt or funding specific
objectives such as new motor vehicles and/or holiday or travel
expenses must also be established.
o

the client’s attitude towards retirement – the lifestyle he would
wish to lead, whether he will embark on a second career, etc.

•

As the retirement planning exercise will require a capital needs
analysis, the adviser will also have to gather the necessary data that
will enable him to do the analysis. For example, the adviser will need
to know at what rate the retirement income should escalate (at least at
inflation rate), to assume a growth rate on capital invested postretirement, to establish the term for which the income should be
available – this may require assuming a mortality age. It is important
to make reasonable estimates of investment return and inflation, as
these assumptions have a significant impact on the size of the capital
required at retirement.

7.3.2

The prepre-retirement analysis

Although the yardstick of saving 15% of earnings over a working lifetime may
be a starting point, a proper analysis may show this level of saving to be totally
inappropriate. The level of saving required will depend on the client’s
circumstances. Furthermore, the FAIS General Code of Conduct expects a
financial adviser to conduct an analysis based on the information acquired
before giving advice.
The pre-retirement capital need is established by comparing the client’s needs
to existing capital. The capital required to provide for the client’s needs and
goals is calculated first. The capital required less the capital available will give
you your capital shortfall.
1.

Determine the retirement income required

The client may provide the financial adviser with an amount required to cover
monthly living expenses, but the financial adviser must determine whether
the client’s retirement objectives are realistic or not. An expenditure analysis
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may be required.

Certain current expenses may fall away – such as debt

repayments as the debt may be settled by or before retirement or from other
sources. Others may increase – such as travelling and medical expenses.
Where the client will have other sources of income after retirement, that
income may reduce the income need in this step if the expected income will
escalate at the same rate as the income requirement.

Alternatively, other

income streams can be considered by converting them to a capital amount
available at retirement.
As the income need will be expressed in current terms, the current value of
the income need must be converted to a future value (the value of the
retirement income required in future at retirement). Due to the effect of
inflation, the income need will be increased.
Example:
Liam (45) wants to retire in 15 years’ time. His adviser assisted him with an
expenditure analysis:
Current monthly

At retirement

expenses
Fixed living expenses for him and his

R15 000

R15 000

Bond instalments

R4 000

Nil

Short-term insurance

R2 000

R2 000

Rates and taxes

R1 800

R1 800

Telephone

R

R

Medical expenses

R1 000

R2 000

Income tax

R7 500

R6 500

R31 800

R27 800

wife

TOTAL MONTHLY EXPENDITURE

500

500

Liam and his wife thus require R27 800 per month (in today’s terms) to
maintain his standard of living after retirement. At an assumed inflation rate
of 8%, the required income per annum will be:
Annual need in today’s terms:

R27 800 x 12 = R333 600

Annual need in 15 years from now:
R333 600+-PV
15 N
8I
FV = R1 058 236
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We now know that, 15 years from now, Liam will require R1 058 236 per
annum to maintain his standard of living.
There will be no income amounts due to Liam that will reduce this need.
2.

Convert the income requirement to a capital sum

The next step is to calculate how much capital will be required to produce the
income calculated in the previous step. The annual income required for the
term after retirement is converted to a capital lump sum, in this step. The
following factors are important:
•

Expected inflation rate
The capital should be sufficient in size to provide an escalating
income that will keep pace with inflation.

The higher the expected

inflation rate after retirement, the more capital will be required to
sustain the escalating income need.
•

Expected growth rate
The capital will be invested at retirement and will thus enjoy growth.
The growth expected will also impact the size of the capital required.
If low growth rates are expected, more capital will be required at
retirement to provide for the income in a sustainable way.

•

Life expectancy after retirement
The term that the income will be required for will depend on the
client’s retirement and mortality ages. If a client retires at age 60 and
has a mortality age of 80, sufficient capital should be available to
provide for the income needs for a period of 20 years. The capital
required for a client that retires at age 65 will be less (assuming the
same mortality age) as the term for which the income is required will
now be 15.

The calculation of the lump sum required is illustrated on the next page.
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Let us assume the following:
•

Liam will be 60 at retirement, and his income should last until he is
80.

•

The expected inflation over the long term after retirement is expected
to be 8%, and he believes that a growth rate of 10% can be
achieved.

•

Liam would like his income to keep pace with inflation.

How much capital will be required in Liam’s first year of retirement?
As the income needs to escalate every year at 8%, whilst the underlying
capital will grow at 10%, it is necessary to calculate the resultant rate.
The resultant rate is calculated as follows:
(Growth rate less escalation rate) divided by the escalation rate factor.
10-8
1.08
= 1.8519
In our example, the rate at which the income must escalate is 8% (inflation),
whilst the capital will enjoy growth at an assumed 10%.
The capital required at retirement is calculated by establishing the present
value of the capital that will be required to produce the escalating income
stream for the full term after retirement, using the resultant rate:
BEGIN mode
1 058 236 +- PMT
1.8519 I
20 N
PV

R17 878 624

In his first year of retirement, Liam will thus require R17 878 624 to fund his
income need of R1 058 236 per annum, for a 20-year period in an
environment where inflation is expected to be 8% and growth of 10% can be
achieved.
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3.

Deduct existing capital

In this step we determine the capital available at retirement. This will include
the value of:
•

retirement interest in pension, provident and retirement annuity
funds.

•

investment policies earmarked to fund retirement capital.

•

investments, such as unit trusts or shares.

•

other assets such as the sale of a business.

The values at retirement must be established.

This will, amongst others,

depend on contribution rates, contribution escalation rates, expected growth
rates and the term to retirement.
Liam’s current retirement portfolio consists of the following:
•

A defined contribution provident fund with a current fund value of
R200 000.

•

A retirement annuity fund with a current fund value of R125 000.

Other important information:
•

The total contributions to his provident fund amount to 9% of his
pensionable salary of R360 000 per annum. On closer inspection, it was
established that only 6.5% is allocated to retirement funding.

•

His retirement annuity contributions amount to R3 000 per annum and
it is a level premium.

Assumptions:
He estimates that the provident fund and retirement annuity can achieve a
net after-tax investment return of 9% per annum. He assumes that his salary
will increase by at least 5% until retirement.
Let’s calculate the estimated values of his provident and retirement annuity
funds at retirement.
Provident fund
The value of the pension fund will be calculated in two stages:
1.
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2.

Secondly we will calculate the value of the escalating contributions to
the provident fund from now until retirement.

As the escalation and

growth rates differ, we will calculate the resultant rate, calculate the
present value of the contributions using the resultant rate and then the
future value of the contributions at retirement.
The total of 1 + 2 will be the estimated value of the provident fund at
retirement.
The current fund value:
PV

R200 000

N

15

I

9

FV

R728 496

The contributions:
Contribution R360 000 x 6.5% = R23 400
These contributions will escalate every year at the same rate as his salary
escalation of 5%, whilst growth of 9% is expected on the funds already
accumulated in the fund.
Insert
Resultant rate:
9-5
1.05
=3.8095
Step 1
23 400

+-PMT

N

15

I

3.8095

PV

273 715

Step 2
PV

273 715

N

15

I

9

FV

997 002
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Total assumed value of pension interest in provident fund at retirement:
R728 496 + R997 002 = R1 725 498
Retirement Annuity
PV

+-125 000

PMT

+-3 000

N

15

I

9

FV

R551 320

The total funds thus available from current retirement funding provisions:
R1 725 498 + R551 320 = R2
R2 276 818
4.

Establish capital shortfall/surplus

The total capital requirement (calculated in step 2) must be reduced by the
total capital available (calculated in step 3).
Let’s have a look at Liam’s situation at retirement:
In his first year of retirement, Liam will thus require R17 878 624 to fund his
income need of R1 058 236 per annum, for a 20-year period. This income
will be able to escalate at 8% per annum.
Liam is a member of a provident and retirement annuity fund that will
provide him with capital of R2 276 818 at retirement.
Liam clearly has a huge shortfall in retirement capital. Remember that the
rates and assumptions must be reasonable. Let’s look at the impact of
assuming an inflation rate of 4% over the 20 years after retirement.
In that case, the capital required will be:
(Growth rate less escalation rate) divided by the escalation rate factor.
10-4
1.04
= 5.7692
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BEGIN mode
1 058 236 +- PMT
5.7692 I
20 N
PV

R13 082 187

Less capital is required as an increase of only 4% (instead of 8%) is planned
for. But is that reasonable? Will the client be able to sustain his standard of
living? Also, is a net return of 6% realistic on retirement capital?
Liam’s shortfall based on current retirement objectives is R17 878 624 less
R2 276 818 = R15 601 806.
806
5.

Calculate the premium required to meet the shortfall

In the event of a capital shortfall, the quantum of the required saving can be
calculated.

The term from now until retirement, the expected growth rate

and whether the client will choose to make an escalating contribution will
impact the required saving.
It is important to note that, before proposing solutions, you will have to
analyse the client’s budget and affordability constraints.
In the event of the client opting for a level premium, the savings required will
be calculated as follows:
It is assumed that the savings will enjoy a growth rate of at least 9% per
annum.
FV

15 601 806

N

15

I

9

PMT

487 505

Due to the relatively short term to retirement and the amount of capital
required to meet the income objectives stated by Liam, the level premium
required will not be affordable.
Let us calculate the escalating premium Liam will need to invest, assuming
that the premium will escalate at 7%.
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This calculation will require 2 steps. The first step is to calculate the present
value of the shortfall using the expected growth rate.
FV

15 601 806

N

15

I

9

PV

4 283 289

The second step is to use the resultant rate to calculate the savings requierd
in year 1.
PV

4 283 289

N

15

I

(9-7)/1.07 = 1.8692

PMT

324 039

Liam will, therefore, have to save R324 039 per annum or roughly R27 003
per month to make up his retirement shortfall. This is probably still not
affordable and one should question whether it is wise to select an escalation
rate of 7%, whilst the client expects his salary to escalate at 5%.
This example illustrates the typical situation where clients have left
retirement planning far too late. Liam will have to review his retirement age,
if possible, as well as income objectives at retirement.

The ‘fixed’ living

expenses on his expenditure analysis may have to be analysed further to
establish whether it is possible to reduce the income need at retirement and
to free up more sources for current retirement savings. Liam may also have
other investments or assets that can be utilised towards his retirement. His
wife may also have retirement capital, investments or assets that can be
considered.
The impact of tax on lump sums
Further bad news (for Liam) is that, in our calculation above, we have not
considered the impact of taxes.

Let’s assume that Liam has to take the

pension interest in his provident fund as a lump sum.

That payment will

attract tax:
The lump sum is assumed to be R1 725 498.

Liam did not make any

contributions to the provident fund, and does not qualify for any other
deductions. The taxable retirement fund lump sum will thus be R1 725 498.
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Liam has not taken any withdrawal or retirement benefits, and plans to use
the full proceeds of the retirement annuity to purchase a compulsory annuity.
The tax liability will thus be:
R141 750 plus 36 % of the taxable income exceeding R945 000
=

R141 750 plus 36% of (R1 725 498 less R945 000)

=

R422 729

The capital available from retirement funds will thus be less, resulting in an
even larger shortfall.
7.3.3

Retirement planning strategies

In many instances and because most South Africans are hopelessly
unprepared for retirement, the result of an analysis might be that the client
will have to review his retirement objectives. We have seen that bad
investment decisions may also cause clients to be under-provided.

The

financial adviser has an important role to play in guiding the client towards an
appropriate saving-for-retirement strategy.
Once the quantum of the shortfall is calculated, the client and financial
adviser will agree on the quantum of the retirement shortfall to be addressed.
Once the premium level and term variables are agreed with the client, the
financial adviser can proceed to formulate recommendations regarding the
investment of the recurring premium or lump sum. Recommendations must
be based on the client’s current situation, tax position and needs and must
cover:
•

suitable retirement funding vehicle/s.

•

suitable product option/s.

•

suitable investment options (portfolio selection or asset allocation)
considering the client’s risk profile or term to retirement.

The recommendations can include alternative options or combinations of
retirement funds (e.g. retirement annuities) and/or unit trusts and/or
endowment policies or sinking funds.
We will now consider some of the available options:
A retirement annuity is a long-term savings vehicle aimed primarily at people
providing for their retirement. As we have seen, saving in a retirement
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annuity provides tax benefits, and investment growth should be higher over
the long term as the growth remains in the fund and offers a better tax
treatment of funds accumulated. As access to a retirement annuity is
prohibited until the age of 55, it encourages disciplined savings. Retirement
annuity funds also offer flexibility in terms of premiums, as the client may
choose to increase contributions over time and/or invest lump sums such as a
portion of his bonus before the end of the tax year. Taxpayers must,
however, take note of the 2012 Budget Proposals (refer above). With most
retirement annuities, the client can choose the underlying investment. Unit
trust-based retirement annuities offer lower product fees, no penalties for
surrender or discontinuation and are fully transparent. Retirement annuity
funds are protected against insolvency.
Sinking funds/endowment policies can also be used as retirement-saving
vehicles. This option is similar in that the client can also choose the underlying
funds, but is different in respect of tax implications, liquidity, access and
protection. In terms of the Long-term Insurance Act, up to R50 000 of
endowment policies (but not sinking fund policies) are protected against
creditors if certain requirements are met. Access is limited in the first five
years to one surrender and one withdrawal. The contributions to these savings
policies are not deductible from tax, but the proceeds are not subject.

The

income and capital in the funds will be taxed in line with the Four Funds
approach. The income tax rate of 30% used may make this a beneficial option
to be used for clients with a high marginal rate of tax, especially if they have
already utilised the interest exemption available to them through unit
trust/interest-bearing investments.
Unit trusts are an ideal long-term investment vehicle and often used to
supplement retirement savings. A drawback is that it is liquid and accessible –
which may make it a less ideal option for the ill-disciplined investor.
The relevant investment planning principles and regulations will be discussed in
more detail in Chapter 9.
Costs/fees are obviously an important factor that the investor must consider
when weighing up his options, as they have a considerable impact on the longterm performance and return offered by an investment vehicle.
7.3.4

Options at retirement

At retirement, the client must select an appropriate financial instrument to
provide sufficient income until death. This decision has a crucial impact on the
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welfare of the client, and many clients have burned their fingers by choosing
inappropriate options. The client should consider whether he wants his pension
income guaranteed, whether the pension should escalate at a fixed rate, and
whether he wants the pension income to continue after death.
Guaranteed annuities
Guaranteed annuities offer the investor a guaranteed income for life.

This

conventional annuity pays a monthly premium to the pensioner. In this case
the insurer carries the full investment risk because it must ensure the capital
provides income for life. If the conventional annuity holder dies earlier than
expected, the insurer benefits from the remaining capital amount. The benefit
for the investor is that the risk of a life-long income is carried by the insurer.
There are different guaranteed annuity options:
A single-life annuity – this annuity pays for the whole life of the investor (also
called the annuitant or annuity holder), but in the event of his death the
income dies. Nothing will be available for his spouse or family.
A joint-life annuity – with this annuity there are two annuitants, normally
husband and wife.

In the event of the husband’s death, for example, the

annuity will continue to pay until the wife’s death. This type of annuity helps to
manage the risk of a dependant spouse not having sufficient income after the
death of the investor.
Guaranteed-term annuity – the investor can choose to receive this annuity for
a fixed minimum period. This compulsory annuity will pay for the period
selected, irrespective of whether the annuitant passes away during the period.
If the annuitant should pass away during the period selected, the annuity will
continue to pay until the period has expired. If the annuitant lives longer than
the period selected, the annuity will continue to pay until his death. This
annuity will ensure that income will be available for the family for a minimum
period.
These annuities can therefore address the long life risk and dependant risk
mentioned earlier. But what about inflation risk?
All these annuities can be level (in other words, no escalation), fixed increase
(increase at a specific percentage selected at the start), inflation linked
(increased with the rate of inflation), or an escalation linked to profit
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participation (also called ‘with-profits’ annuity or discretionary growth annuity).
A bit more on each of these options:
Level annuity: The client receives a fixed and level payment for the rest of his
life. The income payable in the first year will be higher than the other options
mentioned. This option, however, does not address inflation risk – the income
will remain constant, but the client’s grocery bill will increase.
Fixed-increase annuity: The annuity income will escalate every year by the
percentage chosen by the investor at the start, in other words, when he bought
the annuity. The investor cannot change the percentage later, but has the
freedom upfront to choose an escalation rate that suits his needs. This will
therefore allow for inflation protection, unless inflation gets higher than the
escalation rate chosen.
Inflation-linked annuity: The income bought will escalate every year with the
official inflation rate of the economy. This annuity addresses inflation risk.
With-profits annuity: A guaranteed minimum payment is received that
increases annually at a growth rate decided by the insurer. The growth is
dependent on the underlying assets allocated for this purpose. Depending on
the growth rate declared, inflation risk may be addressed.
In summary, guaranteed annuities offer an income for the rest of the investor’s
life (or a joint life) or longer if a minimum guaranteed period was chosen. It
allows control over long life, inflation and dependant life risk. The main
disadvantage of this product is that there is very little flexibility when it comes
to the income received. Once the product is purchased, your client cannot
change the benefits.
The income paid by a conventional annuity is fully taxable.
Living annuities
Living annuities provide pensioners with the flexibility of selecting the
underlying investments into which the capital is placed as well as determining
the income required, provided the annual pension drawn is between 2.5% and
17.5% of the capital. What makes living annuities attractive is that when the
pensioner dies, what is left of the money is passed on to heirs. However, unlike
conventional annuities, living annuities place the responsibility of ensuring that
the capital produces a pension for life of the pensioner on the pensioner. With
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conventional annuities, the insurer carries the full investment risk and the risk
of the pensioner living longer than expected.
The ASISA Standard on Living Annuities aims to ensure that living annuities
are responsibly marketed and that clients are provided with the information
needed to prevent the premature depletion of capital as a result of
inappropriate investment choices and income selection.
These standards apply to new and existing clients.
Standard 1: Appropriate drawdown
Companies must inform all new clients that their financial adviser is obliged to
explain to them both the advantages and the risks of a living annuity and
compare these against conventional annuities.
New clients must also be warned that the level of income selected is not
guaranteed for life. In addition, companies must point out to pensioners that
the level of income selected may be too high and may not be sustainable if
they live longer than expected or if the return on the capital is lower than
required to provide a sustainable income for life.
Clients must be provided with written guidance that will help them ascertain
whether or not their income selection places their annuity at risk. This must
take place when the living annuity is sold and thereafter at least once a year.
Clients also need to be told that they can transfer their living annuity from one
insurer to another and that a living annuity can also be converted to a
conventional life annuity.
Standard 2: Appropriate investments
Companies need to remind financial advisers and their clients at the inception
of the living annuity and then every year, to assess whether the investments
selected in their living annuities are appropriate from a risk/return perspective.
Standard 3: Asset composition
To enable clients and their financial advisers to assess the appropriateness of
the investments selected, companies are required to communicate the actual
asset composition of the living annuity at the inception of the living annuity
and at least annually thereafter.
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Standard 4: IndustryIndustry-based analysis and monitoring
At the end of each calendar year, member companies must provide a living
annuity status report to ASISA. These individual reports will be made available
to the applicable regulatory bodies for scrutiny if requested. Contributing
offices will also have access to a consolidated report, which will consist of the
proportional split of clients categorised by age group and drawdown bands.

7.4

RETRENCHMENT

7.4.1

Introduction

Since the global stock market crashes of October 2008, many clients were and
may still be faced with retrenchment. The financial adviser can assist a client
as to the appropriate management of his financial affairs after retrenchment
and must also be familiar with the tax implications of any strategies
implemented. In this section we will look at establishing the needs of a
retrenched client and review the taxation of lump-sum benefits.
7.4.2

Capital needs at retrenchment

Being retrenched will have a huge impact on a client’s financial affairs. The
client will have to carefully assess his cash flow position and adjust his current
lifestyle immediately. The client might also have to consider the impact of
employer-provided medical schemes and group life cover. Many clients will look
at surrendering or making policies paid up. Clients should consider the impact
of these decisions, especially because it might be difficult to purchase life cover
at a later stage when the client is older.
Then the client will have to assess whether current cash sources will be
sufficient to fund the adjusted cash flow and for how long. This may give the
client time to find an alternative appointment without the need to access
retirement funds.
Apart from emergency funds or cash investments, unpaid leave, bonus and
severance packages from the employer may be available to fund income needs
over the short term.
7.4.3

Tax implications of payments from the retirement fund

We have seen in the chapter on Income Tax that lump-sum retirement fund
benefits which arise as a result of an employee’s retrenchment are now taxed
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in the same way as death or retirement lump-sum benefits. This means that
the first R315 000 of the taxable amount is taxed at 0% and any amount in
excess of this is taxed as per the death/retirement benefit scale.
In order to qualify for this tax dispensation, the member’s termination of
employment must have been either as a result of the employer ceasing to
carry on trade or embarking on either a general or a specific exercise of
reducing personnel.
Note that there should be clear documentary evidence that the relevant
employer has either ceased to trade or has made a decision to implement an
exercise whose aim is to reduce personnel and that the termination of the
employee’s employment is as a result of this exercise.
Where an employer, for example, makes the decision to reduce staff by a
headcount of 100 in a particular department, and proceeds to offer the staff of
the relevant department the option of taking a voluntary severance package,
the members electing to take up the offer should qualify for the concession.
SARS will require a copy of the employer’s application for the tax directive in
respect of the severance package that was paid (by the employer) relative to
such termination. If an employer has not made a specific decision to reduce
staff, voluntary packages offered in general will not qualify for the concession.
Where an employer who participates in an umbrella fund requests the umbrella
fund to wind up their participating employer sub-fund as a result of the

employer ceasing to trade, the winding-up benefits paid out to the relevant
employees should qualify for the concession.
The treatment of the retrenchment benefit being taxed in terms of the
retirement and death table, does not apply where the employer is a company
and the member at any time held more than five per cent of the equity shares
or members’ interest in that company.
In the event of retrenchment, the client has the option to take cash and/or to
transfer the full value or portion thereof to a retirement fund.
Let’s look at the tax implications of the option to take a portion in cash and
transfer the balance of the funds to a retirement annuity:
Sarah

was

retrenched.

Her

pension

retrenchment

benefit

amounts

to

R500 000. She has decided to take R315 000 in cash and transfer the balance
to a retirement annuity.
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The taxable portion of her benefit is thus R315 000. In terms of the relevant
scales, this amount will not attract any tax. Sarah must remember, though,
that at later retirement or withdrawal, aggregation will take place.

(She will

not get the first R315 000 tax-free amount again.)
Refer above to the discussion on severance benefits and taxation.
Preservation funds were designed to accept, amongst others, retirement fund
benefits in the event of retrenchment. The client will have the option to
transfer pension fund benefits to a pension preservation fund or provident fund
benefits to a provident preservation fund. In these cases, no tax will become
payable. A major benefit of these options is the possibility of one cash
withdrawal when needed.

Summary
Most South Africans are not able to maintain their living standards postretirement. Financial advisers must urge clients to start saving for retirement
early, calculate the level of savings required and make recommendations as to
the savings options available.
Defined benefit funds provide benefits that are defined and calculated using a
formula. The employer bears the risk of poor investment performance.
The benefits provided by a defined contribution fund are made up of the
contributions made by the employer and the member plus growth less costs.
The member bears the risk of poor investment returns.
A pension fund has the purpose of providing annuities for employees on
retirement from employment or for the dependants or nominees of deceased
employees, and may pay a maximum of one-third as a lump sum on
retirement.
A provident fund may pay the full pension interest in a lump sum upon
retirement.
An employer-employee relationship is required for both these funds. Note that
partners now also qualify as employees.
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A deduction of up to 10% (or 20% in practice) of the employee's approved
retirement-funding

remuneration

is

available

to

employers

against

the

employer’s income for tax purposes.
The rules of the funds determine the retirement age and the benefits payable
in

the

event

of

retirement,

or

exits

before

retirement

(resignation,

retrenchments and dismissals) and death.
Group life assurance offered via pension funds or provident funds is known as
approved benefits, and will be taxed as a retirement fund lump-sum benefit on
payment.
Preservation funds can accept pension or provident fund benefits when
membership is terminated by resignation, retrenchment, winding up of the
fund or the transfer of the business to another employer; pension interests that
have been awarded in terms of a divorce order and unclaimed benefits; but not
regular contributions.
A member of a preservation fund is allowed one withdrawal prior to retirement.
At retirement, the full interest is payable in a lump sum from provident
preservation funds, and up to one-third is payable by a pension preservation
fund.
A retirement annuity fund has the purpose of providing life annuities for the
members of the fund or annuities for the dependants or nominees of deceased
members and is open to any person to join in his private capacity. Access to
the fund is restricted until age 55. The retirement benefit is limited to one-third
of the fund value, unless the fund value is R75 000 or less.
The normal retirement age for retirement annuities, pension preservation or
provident preservation funds is 55.
RetirementRetirement-funding employment only refers to that portion of salary or fee or
income of an employee or holder of office or partner that is taken into account
in calculating the contributions made to a pension or provident fund.
Retirement fund lumplump-sum benefits include payments in consequence of
retirement or death or due to the employer ceasing trade or reducing
personnel, or when a person commutes an annuity or portion of an annuity.
Retirement fund lumplump-sum withdrawal benefits are amounts assigned in terms
of a divorce order; an amount that is transferred to any pension fund, pension
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preservation fund, provident fund, provident preservation fund or retirement
annuity fund from any pension fund, pension preservation fund, provident
fund, provident preservation fund or retirement annuity fund of which that
person is or previously was a member; and any other amount received by way
of a lump-sum benefit from or in consequence of membership of any pension
fund, pension preservation fund, provident fund, provident preservation fund or
retirement annuity fund.
Pension interests are protected against insolvency,
insolvency but amounts owed to SARS,
maintenance and deductions in terms of Section 37D of the Pension Funds Act,
may be deducted.
Section 37D deductions include Income Tax owed; amounts due to the fund in
respect of loans, such as housing loans; medical scheme and insurance
payments; compensation for theft, dishonesty, fraud or misconduct in respect
of which the member has in writing admitted liability to the employer, or
judgment has been obtained against the member; amounts payable in terms of
a maintenance order or divorce order.
Disposition of pension benefits in the event of death
The trustees must first establish whether there are any dependants.

If the

trustees do not become aware of or cannot trace any dependant(s) of the
member within twelve months of the death of the member, and no beneficiary
is nominated, the benefit will be paid to the estate of the member or the
Guardian's Fund.
If a non-dependant is nominated as beneficiary and a dependant is traced
within twelve months of the death of the member, the payment will be made to
the dependant(s) only if the nomination was made before 30.06.1989. For
nominations after 30.06.1989, the trustees must pay the benefit to the
dependant and/or the nominated beneficiaries in such proportions as they
deem equitable.
The first step in the capital needs analysis is to determine the future
retirement income required realistically by conducting an expenditure
analysis and considering existing income amounts that may be deducted from
the need.
The next step is to calculate the amount of capital that will be required to
produce that income,
income considering the term for which the income must be
available, the rate at which the income must escalate annually and the
growth rates that can be achieved over the term of investment.
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In step 3, we determine how much capital will be available at retirement from
existing retirement savings,
savings such as retirement capital, investment policies,
unit trusts, shares or other assets such as the proceeds from the sale of a
business.
The total capital requirement (calculated in step 2) reduced by the total
capital available (calculated in step 3) will give you either a capital surplus or
shortfall.
shortfall Remember that additional capital may be needed to pay for tax or
other capital needs at retirement.
The final step in the capital needs analysis will be to establish the regular
saving required for eliminating the shortfall (if any).
The

next

step

in

the

financial

planning

process

will

be

to

make

recommendations based on the client’s current situation, tax position and
needs.

The recommendation must include advice regarding suitable

retirement funding vehicle/s, product and investment options.
Retrenchment forces clients to carefully review their financial affairs.
Retrenchment packages (offered as a result of the employer ceasing to carry
on the trade or reducing personnel) are now taxed in terms of the scales
applicable to lump-sum benefits received on retirement. Tax can be avoided
if the retirement fund benefit (retrenchment benefit) is transferred to an
approved fund.

Self-Assessment Questions
1.

Select the correct answer:
a)

In the event of death, a pension fund must pay a widow’s
pension.

b)

The lump sum payable in the event of death by a retirement
annuity fund is always limited to: premiums plus 7% plus 1/3
of the full fund).

c)

Members of all preservation funds must retire at the age
prescribed by the fund from which they transferred.

d)

Defined contribution or money purchase schemes provide the
member with the benefit of sharing in the investment
performance enjoyed by the retirement fund.
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2.

Sheila is a member of a retirement annuity fund. She has now reached
retirement age and the full fund value is R50 000.
a)

Sheila will be able (depending on the rules of the retirement
annuity fund) to take the full value as a lump sum, which will
be taxed as a retirement fund lump-sum benefit.

b)

She will not be able to get the full value as a lump sum as it is
less than R75 000.

c)

The full value of R50 000 will be taxed as a withdrawal benefit.

d)

Sheila must use the proceeds to purchase a compulsory
annuity, as the purpose of all retirement annuities is to provide
an annuity to its members.

3.

Andrew’s dad retired on 1 March 2008.

He took a lump sum of

R300 000 from his pension fund, and used the balance of the funds to
purchase a living annuity. His dad sadly passed away and Andrew was
nominated as beneficiary of the living annuity. Andrew has the option
to commute the living annuity in full.
a)

The amount so received will be taxed at Andrew’s marginal
rate of tax.

b)

The amount so received will be taxed in terms of the tables
applicable to withdrawals.

c)

The first R300 000 of the amount received will be tax free,
assuming that Andrew has not retired or withdrawn from any
retirement fund previously.

d)

The amount received will be taxed in terms of the scales
applicable to retirement benefits, but as Andrew’s dad took a
retirement lump-sum benefit after 1 October 2007, the first
R300 000 tax-free amount will not be available again.

4.

Swannie stole a small amount money from his employer to gamble
with. According to him, he had just borrowed it and when caught, just
mumbled: “Sorry”. Choose the correct answer:
a)

He has not resigned and the disciplinary process has not
started yet. The employer may proceed with the deduction of
the money from his pension fund as he admitted liability.

b)

Swannie is found guilty in a disciplinary hearing, but not fired.
The employer may proceed with the deduction of the money
from his pension fund.

c)

Swannie

resigns.

The

employer

may

proceed

with

the

deduction of the money from his pension fund.
d)

Swannie signed an admission of guilt in terms whereof he
states the exact amount of money stolen, and then resigns.
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The employer may proceed with the deduction of the money
from the benefit payable to him on exit from the fund.
5.

Choose the correct answer:
a)

Pension fund benefits payable in the event of death are never
paid into the estate of the member.

b)

Ike and Tina live together. As they have chosen not to
formalise their union, the trustees will not be able to consider
Tina as a possible beneficiary of his death benefits.

c)

Karel is unmarried and has two daughters. One is 21 and lives
somewhere in Romania; the other is 14 and lives with her
mother.

Both daughters qualify as dependants in terms of

Section 37C of the Pension Funds Act.
d)

Death benefits may never be used to settle debt and will
always be paid in full to the nominated beneficiary.

6.

Mike and Anni got divorced on 1 February 2010. In terms of the
divorce order, the pension fund of which Mike is a member must pay
an amount of R100 000 to Anni. Anni asked the fund to transfer the
amount to her pension fund. A year later, she retired from her pension
fund, and received a lump sum of R500 000. She had not received any
other lump-sum payments and did not make any contributions that did
not qualify for a deduction.
a)

The R100 000 amount transferred to her pension fund will be
tax free upon retirement, i.e. only R400 000 of her lump-sum
benefit will be subject to tax.

b)

As the R100 000 qualifies as a withdrawal benefit, the amounts
received must be aggregated when calculating the final tax
liability.

c)

The final tax liability on the R100 000 awarded to Anni in terms
of the divorce order lies with the member of the fund, Mike.

d)

The transfer of the divorce order award from Mike’s pension
fund to Anni’s pension fund will be free of tax; the R500 000
retirement fund lump-sum benefit will be taxed according to
the scale applicable to retirement lump sums.

7.

Choose the correct statement:
a)

The Registrar is responsible for the registration and compliance
of pension funds as defined in the Pension Funds Act.

b)

The Pension Funds Advisory Committee must ensure that
contributions are paid timeously to the fund.
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c)

Surplus amounts paid in the form of a lump sum are taxed as a
lump sum.

d)
8.

The Pension Funds Act governs pension funds only.

David (35) expects his retirement expenses to be R10 000 per month.
He would like to retire at age 65, and wants the income to last until at
least age 85. He agrees that 7% is a fair assumption for inflation preand post-retirement, whilst 10% growth should be achievable. The
capital required in his first year of retirement will be:

9.

a)

R913 471

b)

R12 128 765

c)

R174 494

d)

R76 123

David (35) expects his retirement expenses to be R10 000 per month.
He would like to retire at age 65, and wants the income to last until at
least age 85. He agrees that 7% is a fair assumption for inflation preand post-retirement, whilst 10% growth should be achievable. The
capital amount that will be required to fund his retirement expenses
until age 85 is:

10.

a)

R1 185 685

b)

R14 228 139

c)

R2 400 000

d)

R16 323 257

David (35) started to save for retirement from age 25 and has already
accumulated savings of R500 000 earmarked for retirement. David
earns a pensionable salary of R300 000 per annum, R45 000 of which
is allocated towards retirement. He believes that his salary will keep
up with inflation (7%) and that growth of 10% is achievable over the
long term. His retirement capital at age 65 is estimated to amount to:
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a)

R8 724 701

b)

R16 231 364

c)

R930 196

d)

R24 956 065
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Self-Assessment Answers
1.

d)

2.

a)

3.

c)

4.

d)

5.

c)

6.

d)

7.

a)

8.

b)

9.

b)

10.

d)
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Chapter

8
Business assurance
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Discuss the various business entities and their business assurance requirements.
Discuss the need for business contingency plans in determining the client’s need for
business assurance.
Discuss how the buying and selling of stock/products affects the need for business
insurance.

SKILLS CRITERIA
Identify the areas of risk to which the client is exposed and determine the client’s need for
business assurance.
Conduct a basic needs analysis for a client in terms of business assurance.
Describe the impact of legislation on business assurance in terms of:
•

The law of contract

•

Matrimonial Property Act, 1988

•

Income Tax Act, 1962

•

Estate Duty Act, 1955

(Deferred compensation, preferred compensation, keyperson insurance and buy-and-sell
agreements.)
Structure policies to maximise tax benefits.
Discuss the role of business valuation and loan account cover in determining a client’s
need for business assurance.
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Purpose
Many clients have business interests. In order to provide financial planning to
these clients, financial advisers require a basic understanding of the different
types of business entities and business assurance needs that may arise.

8.1

BUSINESS ENTITIES

8.1.1

Sole proprietors

This business is owned by one person who runs the business for his own
profit/loss. This type of entity does not have any formal requirements for its
creation, unless a trade licence (such as a liquor licence) is required. It is thus
the simplest type of business entity to operate.
The business does not exist apart from its owner, and there is thus not a
separate legal entity.

All assets and liabilities of the business belong to the

business owner in his private capacity. The sole proprietor is thus liable for the
debts of the business. Profits earned will accrue to the sole proprietor.
All the income from the business will be added to other income that may
accrue to him and be taxed in the hands of the business owner. The tax tables
and rebates applicable to individuals will apply.
Whenever the business owner decides not to continue with his business, the
business is terminated.

The business is also terminated in the event of his

death. The business assets will form part of his estate. Unless the sole
proprietor’s Will stipulates that the executor may continue with the business as
a going concern, the executor will have to liquidate the business with
immediate effect.
When

it

comes

to

entering

into

contracts

(also

business

assurance

agreements), the sole proprietor will act on behalf of and bind his business.
Persons married in community of property may not, without the written
consent of their spouse, sell, mortgage or confer other real rights in any
immovable property, or

without consent

sell, cede or

pledge shares,

debentures, insurance policies, fixed deposits or similar investment assets. A
spouse

married

in

community

of

property

may,

however,

enter

into

transactions relating to the ordinary course of his profession, trade or business,
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without the consent of his spouse. The business will form part of the joint
estate, and in the case of the business failing and leading to the sequestration
of the one spouse, it means that the joint estate will be sequestrated.
8.1.2

Partnerships

A partnership is a legal relationship between a minimum of two and a
maximum of twenty people, formed with the purpose of carrying on business
together with the aim of making and sharing profits. Each partner will
contribute something to the business, such as capital and services. This type
of business entity is created by agreement, which agreement does not have to,
but should preferably be reduced to writing. There are also no formal
requirements for setting up this type of business entity (unless a trade licence
is required).
A partnership is not a separate legal entity. All the business assets are thus
owned by the partners in specified undivided shares. All partners are jointly
liable for partnership debts in the proportion agreed by them.
The profits accrue to the partners in the proportions agreed upon in the
partnership agreement, whether the profits are distributed or not. Each
partner’s share of the profits will be added to his other taxable income.
Expenses in the production of income are also deemed to be the partners’. The
tax liability will be calculated with reference to the tables and rebates
applicable to individuals.
A partnership will be terminated:
•

by agreement

•

at the expiry of the specified term or upon the completion of a specific
project if one or more of the partners leaves, retires, dies or if a new
partner joins

•

if any one of the partners is declared insolvent or if the court orders
termination.

The value of the deceased partner’s share will form part of his estate for estate
duty purposes. The assets of the partnership may have to be liquidated and all
liabilities settled in order to pay the deceased partner’s share to his estate.
A partnership agreement must stipulate who can act on behalf of the
partnership when entering into contracts.
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8.1.3

Close Corporations

In terms of the new Companies Act, 71 of 2008, no new close corporations
(CCs) will be incorporated. All current cc’s can continue to exist until
deregistration, dissolution or conversion to a company. In terms of the Close
Corporations Act 69 of 1984, there were formal requirements for the creation
of the close corporation. A Founding Statement had to be submitted to the
Registrar, together with a prescribed fee for registration. Once registered, a
separate legal entity (the close corporation) came into being.

Apart from a

Founding Statement, the members will also enter into an association
agreement.

This agreement will contain details on how the business will be

run, such as the management of the close corporation, voting rights, profit
sharing and the disposal of members’ interests.
This type of business entity was available to between 1 and 10 members. It
was aimed at providing entrepreneurs (and smaller businesses) with a less
formal (and costly) business entity than a company. Only natural persons may
be members of a close corporation, except for:
•

a testamentary trust, provided that the beneficiaries are natural
persons.

•

an executor of an estate.

•

a trustee of an insolvent estate.

•

an inter vivos trust, provided that:
o

no juristic person is a beneficiary of that trust.

o

the member concerned shall, as between himself and the
corporation, personally have all the obligations and rights of a
member.

o

the corporation shall not be obliged to observe or have any
obligation in respect of any provision of or affecting the trust or
any agreement between the trust and the member concerned
of the corporation.

o

if at any time the number of natural persons at that time
entitled to receive any benefit from the trust (i.e. beneficiaries
with vested rights only to be taken into account) shall, when
added to the number of members of the corporation at that
time, exceed 10, the provisions of, and exemption under, this
subsection shall cease to apply and shall not again become
applicable notwithstanding any diminution in the number of
members or beneficiaries.
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A company or another close corporation cannot be a member of a close
corporation.
Close corporations have to use the letters “cc” as part of the name of the
business, and the registration number of the cc must be reflected on all
correspondence.
As a close corporation is a separate legal entity, it owns its assets, is liable for
its own debts and can be sued in its own name. Under certain circumstances,
the members may be held liable for the debts of the cc:
•

Where transactions are entered into without the letters “cc” appearing
in the name of the close corporation.

•

If members fail to make the contributions as required by the Founding
Statement.

•

When the membership of the close corporation exceeds 10 for a period
longer than six months.

•

Where a person takes part in the management of the business whilst
he is disqualified from doing so.

•

When the office of the accounting officer is vacant for more than 6
months.

•

Where the court is satisfied that the business has been carried out
recklessly, with gross negligence or with the intent to defraud.

•

When payments are made to a member to buy the member’s interest
in the close corporation or as a loan to the member, unless:
o

after such payments, the reasonable valued assets of the
corporation exceed its liabilities and

o

the corporation is able to pay its liabilities in the ordinary
course of its business.

In practice, a member may also be liable for debts if the member has signed as
surety and co-principal debtor for the obligations of the close corporation.
The capital of a close corporation consists of the members’ contributions. This
contribution could consist of capital, services or property, and does not have to
be in direct relation to the members’ interest in the close corporation.

The

membership of a close corporation is expressed as a percentage and always
has to add up to 100%. Members have to give their consent for the disposal of
a member’s interest. Preference has to be given to existing members of the
cc.
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The profits of the close corporation belong to the close corporation. The close
corporation is a tax-paying entity in its own right and pays tax at the flat rate
of 28% on taxable income. Currently, close corporations also pay STC
(Secondary Tax on Companies) of 10% on profits distributed as a dividend to
members.

From 1 April 2012, this tax will be abolished and replaced by a

shareholder-level tax on dividends of 10%.
As a close corporation is a legal entity separate from its members, the death of
a member does not affect the continuance of the close corporation.

The

membership interest will form part of his estate for estate duty purposes.
Any member can act on behalf of the cc and can legally bind the corporation.
So from the perspective of the public, it can be generally assumed that the
member has the authority to enter into contracts on behalf of the cc.

The

members can internally agree in their association agreement on internal rulings
regarding binding the cc.
8.1.4

Companies

A company is a separate legal entity that operates in its own name in all
respects.

Previously, forming a company involved preparing a Memorandum

and Articles of Association. The Memorandum is the founding document of the
company and determines the nature and scope of the company’s activities. It
contains, amongst others, the company’s name, its intended life, its business
purpose and the number of shares that can be issued. The Articles of
Association are intended to regulate the internal affairs of the company.

It

contains the rules of the company, such as the issue and transfer of shares,
the powers of the directors, meetings and accounts. A company comes into
existence

when

the

Registrar

of

Companies

issues

a

Certificate

of

Incorporation. The new Companies Act provides for one document – the
Memorandum of Incorporation.

This document determines the nature of the

company and the rights, powers and duties of various stakeholders.
In terms of the new Companies Act 71 of 2008, there are profit companies and
non-profit companies. A profit company is defined as a company incorporated
for the purpose of financial gain for its shareholders. Profit companies include
state-owned companies, private companies, personal liability companies and
public companies. A private company could have up to 50 shareholders, whilst
the number of shareholders in public companies is unlimited.
The company is owned by shareholders, but controlled by directors. The board
of directors is elected by the shareholders. The directors then select the
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managers who are responsible for the day-to-day running of the company. The
managers must act in the interests of shareholders. Shareholders cannot bind
the company, only representatives duly authorised may do so.
As a company is a separate legal entity, the assets are owned by the company
and the company is responsible for its own liabilities. The profits that the
company makes also belong to the company. Taxable income is currently taxed
at 28%.

The company may decide to declare dividends, which may then be

claimed by shareholders. Currently, the dividends declared attract STC of 10%
on the company level. As mentioned earlier, STC is to be replaced by another
form of dividend tax soon.
The death of a shareholder has no impact on the existence of the company.
The value of the shareholding will be included in the estate of the deceased
shareholder for estate duty purposes. The shares may be bequeathed to
whomever he wants unless the Memorandum of Incorporation determines
otherwise.
The directors of the company act on behalf of the company and would be the
persons who enter into contracts on behalf of the company and bind the
company. It must be noted, though, that the directors can only act in terms of
the company’s Memorandum of Incorporation.

8.2

BUY-AND-SELL AGREEMENTS

8.2.1

The need

The death of a co-business owner could be problematic for remaining owners
and the family of the deceased. The family of the deceased wants to receive a
fair value for the deceased’s shares, whilst the remaining members want to
continue with the business unhindered and without the possible interference of
heirs. The remaining business owners need the right to buy the shares from
the executor of the deceased estate, and sufficient cash to fund the purchase.
8.2.2

The agreement and business valuation

In terms of a buy-and-sell agreement, the parties agree:
•

that the surviving business owners will purchase the interest of the
first-dying business owner.
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•

that the first-dying will sell, on death, his interest to the surviving
business owners.

•

the purchase price or method of determining the purchase price.

•

on a method of funding for the agreement. If life insurance is used,
the parties also need to agree on the cession of the policies held by the
executor of the first-dying business owner’s estate on the lives of the
surviving business owners to the surviving business owners.

•

on the procedure if all the owners die simultaneously.

It is important that the method of determining the purchase price as stipulated
in the agreement is followed. In Schwartz NO v Pike and Others [2008] 1 All

SA 89 (SCA), the association agreement required from the members that they
must reach an agreement regarding the value of the business, and if they
could not then they had to agree upon an auditor to be appointed for the
valuation.

In this case, the executor of the deceased member appointed an

auditor, and then he claimed payment from the surviving partners based upon
the valuation obtained. The court found that the valuation was not binding on
them as the auditor was appointed by the executor.
The valuation of a business is a specialised area and should be left to experts.
The value of a client’s interest in the business can then be established with
reference to his percentage share or member’s interest holding. The client may
also have lent money to the business. The value of this debit loan account will
also form part of the estate of the client.

The buy-and-sell agreement may

provide for the surviving partners to purchase the deceased’s share interest as

well as any claim the deceased had against the company or cc (i.e. the credit
loan account).
Buy-and-sell agreements are generally funded by life assurance policies so that
the funds are immediately available. If the agreement makes provision for the
shares to be bought and sold on disability, disability cover should be added as
accelerator. (The sale of the shares will occur on either the death or permanent
disability of the owner, whichever occurs first.)
8.2.3

Structuring the
the policies

This can best be explained by way of an example:
Hannah and Montana are members of a close corporation. Hannah owns 60%
of the membership interest, and Montana 40%. The value of the close
corporation is R1 000 000. Hannah will take out a policy on the life of Montana
with life cover of R400 000, and pay the premium on the policy. Montana will
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take out a life policy on Hannah’s life with cover of R600 000. Montana must
also be the premium payer of this policy. In the event of, say, Hannah’s death,
the proceeds of the policy will pay out in Montana’s hands, enabling her to
purchase Hannah’s share from her estate.
Where there are more than two business owners (say A, B and C), A and B will
take out a policy on C’s life, A and C on B’s life and B and C will take out a
policy on A’s life.

Where the partners intend to retain the ownership in the

same proportion as the original business, the partners must own the policies
and pay the premiums in that proportion.
Let’s look at an example:
The current value of Big Company (Pty) Ltd is R20 000 000.
The shareholding is as follows:
A – 20%, B – 50%, C – 30%
Policy 1: On the life of A in the amount of R4 000 000.
Owners: B (50/80) and C (30/80)
B and C will also pay the premium on A’s life in the same proportion as they
own the policy. In other words, if the premium on A’s life is R800, B will pay
R500 of the premium and C, R300.
Policy 2: On the life of B in the amount of R10 000 000.
Owners: A (20/50) and C (30/50)
Premium payment will be in the same proportion.
Policy 2: On the life of C in the amount of R6 000 000.
Owners: A (20/70) and B (50/70)
Premium payment will be in the same proportion.
If A dies, B will receive R2 500 000 of the total cover (that is 50/80 x
R4 000 000) and C the balance of R1 500 000.
After A’s death, the shareholding will be:
B = 50% plus 50/80 of A’s 20% = 62.50%
C = 30% plus 30/80 of A’s 20% = 37.50%
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The premiums on the lives of different shareholders may differ due to
underwriting reasons – age, health, etc. If the parties should agree to share
the premiums equally, the net effect is that the party that was supposed to pay
the lower premium (on the life of the healthy partner) will be paying towards
his own premium. The policy on his life will then not qualify for the estate duty
exemption.
8.2.4

Income Tax implications

As the policies are owned on a life-of-another basis (and not by an employer),
the premiums are not tax deductible.
8.2.5

Estate duty implications

The proceeds of a policy funding a buy-and-sell agreement will be excluded
from deemed property and therefore not subject to estate duty, provided that
all three of the following requirements are met:
1.

The policy was taken out or acquired by a person who, on the death of
the deceased, was a partner of the deceased or held any share or like
interest (for example, a member's interest in a close corporation) in a
company in which the deceased at the time of his death held any share
or like interest.

2.

The purpose of the policy was to acquire the whole or part of the
deceased's interest in a partnership, or the deceased's share or like
interest in the company or close corporation and any claim by the
deceased against the company or close corporation.

3.

No premium on the policy was paid or borne by the deceased.

Policies taken out by someone who is not a co-owner (such as a person
interested in a sole proprietorship or a company or close corporation wanting to
purchase the shares or interest of a shareholder/member) will not enjoy the
exclusion.
Also, note that not one (not even the first) premium must be paid by the
deceased.
8.2.6

Capital Gains Tax implications

The capital gains tax implications in respect of life policies are dealt with in
paragraph 55 of the Eighth Schedule to the Income Tax Act.
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The Taxation Laws Amendment Act of 2011 has introduced amendments to
paragraph 55, which now provides that capital gains in respect of risk policies
with no cash or surrender value must be disregarded. This means that pure
risk policies will ALWAYS be exempt from capital gains tax, regardless of whom
the policy pays to.

8.3

KEYPERSON INSURANCE

8.3.1

The need

Many businesses rely heavily on the skill of a particular employee.

In the

event of such an employee dying prematurely, or becoming disabled, the
business may suffer a financial loss.

The business will need to find a

replacement, which could lead to considerable financial expense depending on
the skills required and the time it takes to find a replacement.

Once a

replacement is found, the person may have to be trained or upskilled in
particular areas (at a cost), in which time the business may not be fully
operational.
8.3.2

The structure of the arrangement

The business will effect a keyperson policy on the life of the employee. The life
cover amount will firstly depend on the value of the key person.
There are different ways of determining the value of a key person:
•

Detailed specification of costs, such as:
Cost of replacement, namely recruitment, training and transfer costs.

•

Loss in profits for the period that the position is not filled with
reference to the percentage of profits that can be attributed to the key
person.

•

Arbitrary multiple of annual salary.

•

Loss of profits only.

The amount of life cover required will depend on the Income Tax and estate
duty implications of the particular policy. If the policy is subject to either or
both, the amount of life cover must be increased to ensure that sufficient funds
will be available to pay taxes and duties and fund the replacement of the key
person.

© INSETA– RE 7 Version 12a

253

8.3.3

Income Tax implications

Section 11(w) of the Income Tax Act (which provides for the deduction of
premiums of company/employer-owned policies) was amended by the 2010
Taxation Laws Amendment Act. The amendments are effective in respect of the
years of assessment commencing on or after 1 January 2011.
In short, in terms of section 11(w), premiums payable under a long-term
insurance policy owned by the company or employer, are only deductible in
two instances:
1.

Where the premium paid is included in the taxable income of an
employee or director of the taxpayer (section 11(w)(i));

2.

If it is a pure risk policy (section 11(w)(ii)).

As the intention of a keyperson policy is to provide risk cover, the requirements
of section 11(w)(ii) must be met in order for the premium to be tax deductible.
The requirements are as follows:
•

The policy must be a long-term policy of which the taxpayer (the
employer or company) is the owner.

•

The taxpayer is insured against any loss by reason of the death,
disablement or severe illness of an employee or director of the
taxpayer.

•

The policy must be a risk policy with no cash value or surrender value
prior to the maturity date thereof or the death of the employee or
director whose life is insured under the policy.

•

At the time of the payment of the premium, the policy must not be
owned by any person other than the taxpayer. The premium shall not
be disallowed as a deduction if the policy is being held by a creditor as
security for a debt of the taxpayer. However, where the creditor is the
employee/director

or

a

connected

person

in

relation

to

the

employee/director, or the estate of the employee/director or a person
who was dependent for maintenance upon the employee/director, then
the premium deduction will be disallowed.
•

No transaction, operation or scheme may exist in terms of which any
amount recoverable under the policy or an amount equivalent to or in
lieu of such amount will be made over by the taxpayer to or in favour
of the employee/director or a connected person in relation to the
employee/director, or the estate of the employee/director or a person
who was dependent for maintenance upon the employee/director.
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All the above requirements must be met for the premium to be deductible.
From the requirements it becomes clear that, in order to enjoy a deduction
under section 11(w)(ii): 1. the type of policy used is crucial (only pure risk)
and 2.

the proceeds or policy must not in any way be used to benefit the

employee/director or his estate or a person dependent on him.
Where the premium qualifies for a deduction, the proceeds will be included in
the gross income of the company/employer subject to certain deductions, such
as loans previously included in gross income or premiums that previously did
not qualify for a deduction.
Where the premium of a keyperson policy is thus deductible, the cover amount
must be adjusted to ensure that there will be sufficient cover available to pay
the 28% tax (assuming that the taxpayer is a company or cc). The formula
used is:
The value of the key person/(1 – 0.28)
So, if the value of the key person was calculated to be R500 000, the amount
of cover must be R500 000/0.72 = R694 444.
8.3.3.1 Implications in respect of the premiums
The Taxation Laws Amendment Act of 2011 has introduced significant changes
to the tax implications in respect of policies owned by employers/companies on
the life of employees or shareholders.

Amendments will be effective from

1.March 2012 and apply to premiums paid after that date.
Section 11(w) of the Income Tax Act now provides a deduction for expenditure
incurred by an employer/company in respect of premiums payable under an
insurance policy owned by the employer/company.
Section 11(w)(ii) is specifically important in this context as it relates directly to
keyperson policies. We will, therefore, look at the requirements set by this
section for the deductibility of premiums paid by an employer in respect of
keyperson insurance policies.
There are four requirements that must be met before the premiums in respect
of a keyperson policy will be deductible. If all four requirements are met, the
premiums will be deductible in full.
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The requirements are as follows:
1.

The employer must be insured against any loss by reason of the death,
disablement or severe illness of an employee or director of the employer;

2.

The policy is a risk policy with no cash or surrender value;

3.

The policy is not owned by a person other than the employer at the time
of payment of the premium;

(if the policy has been ceded as security

this requirement will not be affected)
4.

If the policy was taken out:
(A)

on or after 1 March 2012 the policy agreement/document must
contain a statement which indicates that s.11(w)(ii) applies to
premiums payable under that policy; or

(B)

before 1 March 2012 an addendum must be added to the policy
agreement/document by no later than 31 August 2012;

this

addendum must contain a statement which indicates that
s.11(w)(ii) applies to premiums payable under the policy.
As mentioned above, ALL four requirements must be met in order for
premiums to be deductible in a given tax year.
Let us look at the requirements in more detail:

1.

The employer must be insured against any loss by reason of the death,
disablement or severe illness of an employee or director of the
employer

If we look at the wording, we can see that the purpose of the policy must be
to insure the employer against an income loss, which is likely to occur on
the death, disablement or severe illness of the life assured. It is possible for
an employer to take out a policy on the life of an employee for a purpose
other than insuring against the loss of a keyperson. In such cases, this
requirement will not be met.
It is clear, though, that in the case of a keyperson policy this requirement
should be met, as the whole purpose of keyperson insurance is to insure the
employer

against

the

loss

that

the

business

may

suffer

on

the

death/disablement/severe illness of the keyperson.

2. The policy is a risk policy with no cash or surrender value
A keyperson policy will meet this requirement as long as a pure risk policy is
taken out. Most risk policies no longer offer the option of cash or surrender
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values. One must, however, remain aware that many older policies may still
provide for cash or surrender values.

3. The policy is not owned by a person other than the employer at the time
of payment of the premium (if the policy has been ceded as security
this requirement will not be affected)
In the normal course of business, the keyperson policy will meet this
requirement in order to serve its intended purpose the keyperson policy is
owned by the employer who also pays the premiums and receives the
proceeds.

4. If the policy was taken out:
(A)
on or after 1 March 2012 the policy agreement/document must
contain a statement, which indicates that s.11(w)(ii) applies to
premiums payable under that policy; or
before 1 March 2012 an addendum must be added to the policy
(B)
agreement/document by no later than 31 August 2012; this
addendum must contain a statement, which indicates that
s.11(w)(ii) applies to premiums payable under the policy.
In many instances the employer may specifically wish for the premiums of the
keyperson policy NOT to be deductible. We will see the effect of this nondeductibility on the proceeds later. Unless one (or more) of the requirements
are specifically NOT met, the premiums will, as a matter of course, be
deductible.
This requirement provides the employer with the opportunity to choose
whether the premiums will be deductible or not -

a type of ‘opt in/opt out’

option for the policy owner/employer.
In order for this fourth requirement to be met, a statement in the policy
document must specifically state that this section applies. A positive statement
in the policy document is thus required. Policies already in place before the
legislation becomes effective (1 March 2012) would obviously not have
contained such a statement in the policy agreement/document and, therefore,
(B) provides that for those policies an addendum must be added to the policy
agreement/document.
In order for an employer to also meet this final requirement, the statement
must simply be included (or added in the addendum, depending on the date
the policy was taken out – see (A) and (B)) in the policy document.
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Should an employer wish for the premiums NOT to be deductible, this
statement will simply be omitted from the policy document, thus resulting in
the policy not meeting all the requirements and the premiums not being
deductible.
8.3.3.2 Implications
Implications in respect of the proceeds
Paragraph (m)
Section 1 of the Income Tax Act contains a definition of ‘gross income’ and the
various paragraphs list items which must be included as ‘gross income’ of a
taxpayer (which can be an individual or another legal entity).
Paragraph (m) of this definition has also been amended is important when
discussing the tax implications in respect of the proceeds of a keyperson policy.
This paragraph makes it clear that that the proceeds of a keyperson policy
which is owned by an employer must be included in the gross income of the
employer. There is no requirement that the premiums must have been
deductible. Regardless of whether premiums were deductible or not, the
proceeds must be included in the gross income of the employer.
The proceeds that must be included in the gross income of the employer may
be reduced by any loan or advance that was previously made to the employer
on the strength of the policy. The reason for this is that the loan would have
been included in the gross income of the employer at the time the loan was
granted and that portion cannot be taxed twice.
Section 10(1)(gH)
Section 10 of the Income Tax Act provides for amounts to be exempted from
taxation. Exempt amounts are subtracted from a taxpayer’s gross income to
arrive at the taxpayer’s income (as defined in the Income Tax Act).
Section 10(1)(gH) provides for an exemption for an employer in respect of the
proceeds of a keyperson policy.
The exemption will apply where the premiums in respect of the keyperson
policy were not deductible because the statement or addendum was not added
(i.e. where the fourth requirement was not met).
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8.3.4
8.3.4

Capital gains tax implications of the keyperson policy

The capital gains tax implications in respect of life policies are dealt with in
paragraph 55 of the Eighth Schedule to the Income Tax Act.
The Taxation Laws Amendment Act of 2011 has introduced amendments to
paragraph 55 which now provides that capital gains in respect of risk policies
with no cash or surrender value must be disregarded. This means that pure
risk policies will ALWAYS be exempt from capital gains tax, regardless of whom
the policy pays to.
8.3.5
8.3.5

Estate Duty implications of the keyperson policy

In terms of the Estate Duty Act, any amount due and recoverable on any
insurance policy on the life of the deceased is deemed to be property in the
estate. There are, however, a number of exceptions to this general rule and
one of the exceptions is relevant to employer-owned policies. As we know, a
keyperson policy is an employer-owned policy.
Section 3(3)(a)(ii) of the Estate Duty Act determines that the proceeds will
not be deemed property if the requirements of section 3(3)(a)(ii) are met,
namely:
1.

That the policy was not taken out by or at the instance of the
deceased.

2.

That no premium on the policy was paid or borne by the deceased.

3.

That no amount has been or will be paid into the estate of the
deceased.

4.

That no amount has been paid or will be utilised for the benefit of:
a)

Any relative of the deceased.
Any person who was wholly or partly dependent for his
maintenance upon the deceased.

b)

Any company which was at any times a family company in
relation to the deceased.

“Family company” means any company (other than a listed company), which
at any relevant time was controlled or capable of being controlled directly or
indirectly, in any manner whatsoever, by the deceased or by the deceased
and one or more of these relatives.
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“Relative” includes the spouse of the person or anybody related to him or his
spouse within the third degree of consanguinity (relation) or any spouse of
such person.
However, the amount included for estate duty purposes will be the proceeds
of the policy less premiums paid plus 6% compound interest. This deduction
is available where the premiums were paid by a third party (someone other
than the life assured – in this case the employer), who is also the owner of
the policy and will receive the proceeds of the policy. In the case of a
keyperson policy, the company/employer is the owner of the policy, is
entitled to the proceeds and it has paid the premiums.

8.4

DEFERRED COMPENSATION

Recent legislative amendments have removed most of the tax benefits that
deferred compensation schemes offered for both employers and employees.
As such, its continued application is questionable.

8.5

PREFERRED COMPENSATION

8.5.1

The need

As we have seen, a huge challenge for employers today is to retain the
services of skilled and talented employees. Companies spend large amounts of
money training and developing staff, but often the most talented employees
are not retained for long. These employees regularly receive attractive offers
from competitors or other companies.
Preferred compensation is intended to provide the company with a way to
retain employees by providing them with a benefit during employment in
return for rendering services for a certain period of time.
8.5.2

The structure of the arrangement

The employer and employee enter into an agreement whereby the employer
agrees to provide the employee with a salary increase, subject to certain
provisions. The employee has to apply the increase (after tax) to take out an
endowment policy on his own life. In practice, the employer actually pays the
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premiums directly to the insurance company, while the amount is deducted
after tax from the employee’s new salary.
The parties agree that the employee will remain in the employ of the employer
for a period of at least 5 years. The employee cedes the policy to the employer
as security for the agreement for, say, 5 years (or longer as agreed).
If the employee remains in the employer’s employ for the specified period, the
security cession is cancelled and the employee can deal with the policy as he
wishes.

However, if the employee resigns before the expiry of the specified

term, the employer can claim the proceeds of the policy as the security cession
holder.
8.5.3

Income Tax implications

Employer
The employer grants the employee a salary increase. Salaries are paid in the
production of income and are therefore deductible under section 11(a) of the
Income Tax Act.
When the proceeds of the policy become payable, they do not accrue to the
employer as the employee is the owner of the policy.
Employee
The employee is taxed on the new, increased salary. The employer has to take
the tax that the employee would have to pay into account in determining the
amount of the increase. This can be done by dividing the premium by 100 less
the marginal tax rate of the employee.
When the policy matures, and provided that the employee is still in the
employer’s employ, the security cession will be cancelled and the proceeds will
pay out free of tax to the employee.
8.5.4

Estate duty

In terms of section 3(3)(a) of the Estate Duty Act, any amount due and
recoverable on any insurance policy on the life of the deceased is deemed to be
property in the estate. None of the exclusions in section 3 of the Estate Duty
Act will apply.
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Summary
A sole proprietor owns his own business for his own profit/loss. This type of
business does not have any formal requirements for its creation.
A partnership is not a separate legal entity but an agreement to carry on
business and make profit entered into by a minimum of two and a maximum of
twenty people.
A close corporation is a separate legal entity. A close corporation may have up
to 10 members, who will not be liable for the corporation’s debts except where
certain transgressions take place, or requirements have not been met. The cc
is a taxpayer in its own right.
A company is also a separate legal entity in all respects, owning all assets and
liabilities, earning profits and being taxed thereon as a taxpayer in its own
right. Profit companies include state-owned companies, private companies,
personal liability companies and public companies.
Business assurance solutions:
A buybuy-andand-sell agreement is where the parties agree that the surviving
business owners will purchase the interest of the first-dying business owner
and that the first-dying will sell, on death, his interest to the surviving business
owners. This business assurance solution addresses the need of the family of
the first-dying partner to receive the fair value of the business interest, and the
need of the surviving partners to continue with the business without the
interference of heirs.

The structure of the policies funding the agreement is

important in order to ensure that the requirements are met for the policies to
be exempt from estate duty:
•

The policy was taken out or acquired by a person who, on the death of
the deceased, was a partner of the deceased or held any share or like
interest (for example, a member's interest in a close corporation) in a
company in which the deceased at the time of his death held any share
or like interest.

•

The purpose of the policy was to acquire the whole or part of the
deceased's interest in a partnership, or the deceased's share or like
interest in the company or close corporation and any claim by the
deceased against the company or close corporation.
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•

No premium on the policy was paid or borne by the deceased.

If all these requirements are met, the policy will not attract estate duty.
Keyperson insurance is taken out by an employer on the life of a key
employee/director to protect the business against financial losses in the event
of an employee dying prematurely, or becoming disabled. Should the business
take out a pure risk policy, the premiums may be deductible if the
requirements are met (as stipulated by the new section 11(w)(ii)).
If the following requirements are met, the policy will not attract estate duty:
•

Such policy was not effected by or at the instance of the deceased.

•

No premium on such policy was paid or borne by the deceased.

•

No amount due or recoverable under such policy has been or will be
paid into the estate of the deceased and no such amount has been or
will be paid to, or utilised for the benefit of, any relative of the
deceased or any person who was wholly or partly dependent for his
maintenance upon the deceased or any company which was at any
time a family company in relation to the deceased.

Preferred compensation schemes
schemes may be used by businesses to retain valuable
employees by providing them with a benefit during their employment with the
employer.

The employer will give the employee a salary increase which the

employee must then invest in an endowment policy. The endowment policy is
ceded back to the employer as security.

If the employee stays with the

employer for the agreed term, the security cession is cancelled and the
employee becomes the full owner of the policy. The salary increase will attract
tax in the hands of the employee, but the investment is made with after-tax
money.
•

The requirements of the new s.11(w)(ii) are such that the premiums in
respect of a business contingency policy will never be deductible.
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Self-Assessment Questions
1.

Choose the incorrect answer:
Members may be held liable for the debts of the cc:
a)

where there is a failure to use the proper name and
registration number of the close corporation.

b)

when the membership of the close corporation exceeds 10 for a
period longer than six months.

c)

where a person takes part in the management of the business
whilst he is disqualified from doing so.

d)

whenever payments are made to a member to buy the
member’s interest in the close corporation or as a loan.

2.

Anna (40%) and Rina (50%) are partners in a business. The business
showed a net profit of R300 000 at the end of the year. During the
year they each drew a salary of R10 000 per month. The balance was
reinvested in the business.
a)

The net profit of R300 000 will attract tax in the hands of the
partnership at a rate of 28%.

b)

The partnership will be taxed on R60 000 (R300 000 less the
total salary bill of R240 000).

3.

c)

Anna will be taxed on R120 000, and Rina on R150 000.

d)

Anna and Rina will each be taxed on R120 000.

Sue entered into a preferred compensation scheme with her employer.
They agreed that the premium on the policy must be R1 000 per
month. Sue’s marginal tax rate is 40%.
a)

Sue will be able to deduct the full premium paid on the policy
for Income Tax purposes. R400 of the monthly premium is thus
subsidised by the taxman.

b)

The employer will be able to deduct the full premium as long as
the premium is less than 10% of Sue’s remuneration.

c)

The proceeds of the policy will be taxed, if the premium was
deductible.

d)
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4.

William and Francis started a business (a close corporation) by putting
in capital from their personal estates. William has seen his broker as he
wants the close corporation to take out life cover on his life. He wants
to be sure that the business will have sufficient cash to settle the loan
made by him.
a)

William will not be able to act on behalf of the close
corporation.

b)

The premium of the policy will be deductible if William is
employed by the close corporation.

c)

The full value of the policy will be deemed property in William’s
estate.

d)

The policy will be deemed property in William’s estate, but the
amount to be included may be reduced by the premiums paid
by the close corporation plus 6% compound interest.

5.

Hendrik was insured as a key person by his previous employer. The
keyperson policy is a pure risk policy with no surrender value.

The

previous employer ceded the keyperson policy to Hendrik on his
resignation. Hendrik has now passed away.
a)

The proceeds of the policy will be subject to CGT as it was not
owned by the original beneficial owner any longer.

b)

The proceeds of the policy will be subject to CGT if all the
premiums on the policy were deductible in terms of section
11(w)(ii).

c)

The proceeds of the policy will attract CGT if none of the
premiums were deductible.

d)

The proceeds will be excluded from CGT as it is a pure risk
policy with no surrender value.

6.

Choose the correct answer:
In terms of the new Companies Act, 71 of 2008:
a)

close

corporations

must

be

deregistered,

dissolved

or

converted to a company.
b)

a close corporation may hold shares in a company.

c)

a partner may always bind the partnership.

d)

a sole proprietor must register his business with the Registrar
of Companies.
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Self-Assessment Answers
1.

d)

2.

c)

3.

d)

4.

d)

5.

d)

6.

b)

266

© INSETA– RE 7 version 12a

Chapter

9
Investment planning
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Briefly describe financial markets and instruments in terms of investments including:
•

capital market

•

money market

•

equity market

•

property market

•

hard assets

•

derivatives.

Explain the basic investment principles including but not limited to:
•

income versus capital growth

•

risk versus return

•

tax efficiency

•

time value of money

•

economic indicators including but not limited to inflation rates, CPIX, interest
rates, GDP, currency, exchange rates and their effect on investments

•

benchmarks and indices

•

economic principles (buy and sell, economic cycles, supply and demand, etc.)

•

foreign/international investments

•

market expectations and investment risk

•

active versus passive management

•

rand cost averaging

•

compound interest and reinvestment of income

•

diversification.
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Describe the main asset classes in terms of structure (including risk vs return, volatility
attached to each asset class) as it relates to:
•

bonds

•

equities

•

property/alternative investments and cash investments.

Analyse a client’s current portfolio of assets in terms of:
•

tax effectiveness

•

risk

•

conditions

•

liquidity

•

impact of inflation

•

maturity dates

•

diversification

•

cost

•

rate of return.

Discuss the different types of client risk profiles.
Describe the different types of investments (as listed above) in terms of:
•

purpose

•

structure and classification

•

characteristics (term, underlying portfolio, risk and return, tax, liquidity, etc.)

•

benefits

•

limitations

•

policy provisions.

Advise the client on the Income Tax implications (including Capital Gains Tax, transfer
duty and estate duty) of existing and proposed investments.
Describe the estate duty implications for the client when analysing and evaluating
proposed investment options (in accordance with the Estate Duty Act, 1955).
Describe the transfer duty implications for the client when analysing and evaluating
proposed investment options (in accordance with the Transfer Duty Act, 1949).
Describe the implications of marriage and divorce when analysing and evaluating proposed
investment options (in accordance with the Matrimonial Property Act, 1988).
Advise the client on the benefits of offshore diversification as part of an investment plan
(including currency risk).
Advise the client on existing investment portfolios.
Discuss the basic components of an investment plan including:
•

wealth creation

•

income generation

•

wealth protection.
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SKILLS CRITERIA
Discuss the importance and purpose of investment planning.
Gather data in terms of investing for growth and/or income (including existing portfolios)
by:
•

determining the client’s current assets.

•

identifying cash flows available for investment.

•

determining the client’s experience and attitude towards investments.

•

determining the client’s investment objectives.

•

determining the client’s tolerance for investment risk.

•

identifying the client’s expectations in terms of returns.

•

identifying the client’s time horizon.

Conduct a basic needs analysis for a client in terms of investment planning.
Determine a client’s investment needs in terms of investing for income and/or growth,
based on the client’s risk profile, including advice on existing investment portfolios and
implications of portfolio restructuring.
Calculate the required rate of return to reach the client’s investment objectives.
Match the appropriate investment products with the client’s risk profile and investment
needs.
Match the appropriate insurance products with the client’s risk profile and investment
needs.
Identify the suitability of a product to meet the client’s needs.
Describe the client-specific contractual obligations of the various products.
Select the most appropriate products in order to meet the client’s needs.
Recommend structures and products to address a client’s financial, retirement, risk,
investment, estate planning and business assurance needs.
Communicate product features and benefits to a client in simple and easy-to-understand
language in order to enable the client to make an informed decision (including economic
concepts, events, indicators, CPIX, etc).
Advise client on the implications of restructuring existing investment portfolios.
Describe the impact of the following on investments:
•

Surrender/termination/transfers

•

Insolvency of the product supplier and implications for the client.

Interpret and communicate economic indicators and their effect on a client’s investment
portfolio.
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Purpose
In this chapter you will study basic investment principles, financial markets
and instruments. We also cover the investment planning process.

9.1

BASIC INVESTMENT AND ECONOMIC PRINCIPLES

9.1.1

Economic cycles

Economic conditions are directly relevant to the selection of investments,
both in terms of the choice of the investment and the timing of the
investment. For example, if interest rates are really low, investors may be
inclined to move away from interest-bearing investments and in an upturn,
more investors may be drawn to the share market.
The periodic fluctuations in economic activity are called economic cycles.
cycles
An upturn in the economy or recovery phase is characterised by the following
features:
•

When the economy starts recovering from a depression or recession,
sales rise and businesses start to build up stock.

•

Businesses invest in equipment to deal with the surge in demand.

•

People are more confident to go into business, and there is an
increasing number of new company registrations.

•

There is a general increase in building and construction, which leads
to rising levels of investment in new equipment and plant.

•

Employment opportunities increase and unemployment decreases.

•

Rising levels of personal income lead to increased spending which in
turn leads to increased profits and production.

Rapid economic expansion is known as a boom phase.
phase In this phase there is:
•

an increasing level of output and higher production.

•

more employment.

•

increased purchasing power.

•

a higher level of investment and more trade.

270

© INSETA– RE 7 version 12a

If the supply cannot keep up with the demand for resources, labour, goods and
services, prices will rise and more goods will have to be imported. The demand
for credit may exceed the availability and interest rates may rise.
A recession is experienced when the nation’s gross domestic product (GDP) has
shown a decline for at least two consecutive quarters. The downward phase
can be identified by the following characteristics:
•

Consumer spending starts to slow down, also due to high interest
rates.

•

Company

profits

decline,

thus

building

and

construction,

the

purchasing of plant and equipment, etc, also decrease.
•

Businesses go into liquidation and jobs are lost. Unemployment levels
rise.

•

Personal income declines and that leads to reduced savings.

•

Imports and exports decline. This leads to even more job losses and
retrenchments.

A recession encourages people and businesses to manage their funds more
effectively. If an economy enters a recovery phase, the economy starts the
cycle once again.
A depression is experienced if the low point in the economic cycle is prolonged.
The Great Depression in the 1930s was characterised by a stock market crash
and financial hardship for almost a decade. Jobs were unobtainable, many
companies went out of business, interest rates were high and people were
forced to rely on welfare for sustenance.
9.1.2

Supply and demand

Households (people) work for firms. The people provide the labour. The firms
pay the households income in exchange. The firms use the labour to produce
goods. Households use the income to buy goods from the firms. The theory of
supply and demand is a way to explain prices and quantities of goods and
services sold and changes in these in a market.
Demand describes the amount of a certain product or service that consumers
will be willing and able to purchase in a particular market during a specific
period. Demand is affected by factors such as:
•

the price of the product or service.

•

affordability.

•

market size.

•

price of substitute goods.

•

consumers’ tastes and preferences.
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A consumer’s demand for a specific product will change continually. There will
be various reasons for the change in the demand for a product. To understand
the concept of demand, it is best to think of yourself when you go shopping.
The lower the price of a commodity or service, the more you can afford and the
more you will buy.
Should there be a sudden increase in the price of a product we used to buy a
lot of, we may decide to buy less of that product or replace it with a similar,
cheaper product. This illustrates the negative relationship between the price of
a product and the quantity of the product that we will demand. The quantity of
a product that we demand will therefore depend on the price of the product.

The Demand Curve
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For illustrative purposes, linear graphs are often used, although in practice
they are usually curved.
Based on the above graph, the following can be noted:
•

The graph has a negative slope or curve which reflects the law of
demand: the higher the price of a certain product, the lower the
quantity that will be demanded. For example, at point A the price is
around R25 and the quantity is 5 articles. However, at point B, the
price is higher and the quantity demanded is proportionately lower.

•

Point X is where the demand curve meets the price axis. This
represents the price at which (and above which) none of the product
will be demanded and sold. This is the upper limit of the price band for
the product.
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Prices play a central role in a market economy. Consider, as an example, the
quantity of fresh milk demanded. Almost everyone purchases milk on a daily
basis. However, if the price of milk is very high, people will find ways to get
along with less fresh milk. If the price declines, people will be encouraged to
drink more fresh milk or offer their children larger portions of fresh milk as
opposed to juice or cold drinks.
Supply refers to the quantities of a product that firms are willing and able to
offer for sale in a specific market during a particular period. The supply side is
also influenced by factors such as the price of the product, the industry size,
the cost of factors of production and the prices of production substitutes.
The relationship between price and supply is positive, with higher prices
leading to higher quantities being produced. The total quantity of goods or
services produced by firms, forms what is known as aggregate supply. A
manufacturer of products can change the supply of products by producing
more or fewer goods. A shirt manufacturer works 8 hours per day and receives
R10 per shirt. If he is offered R14 a shirt, he may decide that it is worthwhile
to work harder to produce more and earn extra money. There is thus a positive
relationship between quantity and money. An increase in price leads to an
increase in quantity. This is shown in the next diagram.

The Supply Curve
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ased on the graph above, the following can be noted:

© INSETA– RE 7 Version 12a

273

•

The positive slope of the supply curve reflects the law of supply: The
higher the price of a product, the greater the quantity produced or
supplied and vice versa. For example, at point B, the price is around
R45 and the quantity of the supply is between 6 and 7.

At point A,

where the price is around R35, the quantity is between 4 and 5.
•

Point X, where the supply curve meets the price axis, represents the
price at (or below) which no amount of product will be produced or
supplied. This is the lower limit of the price band for the product.

Inherent to the model of supply and demand is the underlying principle that
price is the important variable. By looking at the price on the vertical axis, one
can determine the impact on supply and demand.
Equilibrium is reached when the demand for a product or service is equal to the
quantity supplied. This is represented by ‘E’ in the graph below, which shows
the intersection of the supply and demand curves at a quantity of Q1 and a
price of P1. It represents price stability.
If a price above the equilibrium price is charged, a situation of excess supply is
created. This can be caused by many different reasons, such as too many
providers selling the same product or a change in people’s preferences or a
supplier ordering too much of a certain product or even if a company suffers
from bad publicity. The quantity that suppliers would like to supply would be
larger than consumers would demand at that price, creating a surplus quantity.
An excess in supply puts pressure on suppliers to drop their prices. A surplus
would thus create forces among the many competitive suppliers to cut prices.
Those forces would push the price down to the equilibrium level.
Excess demand, i.e. when there is a shortage of a product or service, exists
below the equilibrium price. If prices are below the equilibrium price, the
quantity that suppliers would like to supply would be less than consumers
would demand at that price, creating a shortage. Because of the shortage and
competition among consumers, prices would tend to rise. Excess demand will
thus result in upward pressure on the price.
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EQUILIBRIUM
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A movement on the supply curve or a change in quantity supplied can only be
initiated by a price change. Price changes first, and then quantity supplied
changes as a consequence. A change in anything but the price of the good in
question is shown graphically by a new shifted demand curve. Other variables
include changes in the consumer’s income, other prices for substitutes or
complements, or just a change in taste for the good. To avoid confusion, a
change in these outside variables or a shift in the curve is called a change in
demand.

With no shift in the curve and only a change in price there is

movement on the curve and this movement is called a change in quantity

demanded.
On the graph to follow, the equilibrium E1 was reached by a balance between
the demand curve DD and the supply curve SS. At this stage, the quantity
supplied at Q1 was at the right price, namely P1 for the market. However, if
there was an increase in the demand for that particular product, the demand
curve would shift to the right to create a new curve D1D1. At the original price
P1 there would be insufficient supply to meet the new demand. The price would
rise to P2. The higher price would enable the supplier to supply more products,
and the quantity would therefore increase to Q2 where a new equilibrium E2
will be created at that higher price.
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INCREASES IN DEMAND AND SUPPLY
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A shift in the supply curve as a result of a number of outside variables (other
than price) is also possible. For example, the supply curve will shift where
improvements in technology which reduce costs and expand output make it
possible for firms to offer more products for sale at each price. For agricultural
products, weather conditions can dramatically affect the supply of a product.
9.1.3

Foreign markets

An understanding of supply and demand in the foreign markets will assist you
in understanding exchange rates. Money flows between countries for two main
reasons:
1.

Imports and exports (trade flows).

2.

Investment (capital flows).

The foreign market operates on the basis of a demand for and supply of the US
Dollar ($). South Africans will demand US$ when they have to pay for imports
or when they want to invest overseas. In the same way, foreigners will supply
US$ when they have to pay for exports or if they want to invest in South
Africa. The ‘price’ in this instance is the Rand/US$ exchange rate.
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If, for example, a political shock to the country convinces foreigners to
withdraw investments, the supply of US$ will reduce. The supply line will shift.
As a result, the price of dollars will increase. As it will take more Rands to
purchase the dollars, the Rand will weaken. In times of substantial foreign
capital inflows, the converse will happen. The supply of US$ will increase, and
the Rand will strengthen.
Under section 9.1.4 Economic indicators, we will discuss exchange rates in
more detail. For now you must understand that:
•

exchange rates are the ‘price’ of one currency expressed in terms of
the other.

•

an increase in demand for foreign currency such as the dollar will
weaken the price of the Rand, i.e. the R/$ exchange rate.

•

an increase in the supply of dollars will strengthen the Rand.

9.1.4

Economic indicators

Inflation means that the prices of goods and services continually escalate. This
means that the purchasing power of money decreases. Inflation is measured
by changes in the Consumer Price Index. The average price paid for a basket of
goods and services is determined at regular intervals. The change in price
reflects the inflation rate.
Let’s look at an example:
The base period is set for the year 2008, on 100. The average index for the
year of 2009 was 107.1. The inflation rate for 2009 was thus (107.1 –
100)/100 = 7.1%.
Inflation is caused in two ways:
•

Cost-push inflation: This is the inflation caused by the cost of
production going up. If, for example, wages are increased without a
corresponding increase in productivity, the additional cost will be
pushed on to the consumer. Our goods or services will become more
expensive due to the cost of labour going up.

•

Demand-pull inflation: This happens when the money supply is high,
people have access to lots of money, they are spending more and are
willing to pay more to satisfy their demand for the goods.
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Inflation causes the value of money and investments to go down if it is not
invested to grow, at minimum, at the rate of inflation.

Inflation also has

other disadvantages: It discourages people from saving as people will rather
spend now than save. Fixed salaried workers, pensioners and low-income
earners battle to protect themselves against the impact of inflation.

Price

stability or low inflation is very important not only for individuals but also the
economy as a whole. See the discussion below on the role of the SARB and
its monetary policy.
When inflation targeting was introduced in South Africa, the overall consumer
price index, excluding mortgage interest costs (CPIX), was used.
Interest rates are the rates paid by borrowers to lenders of money, which is a
charge for the use of the money.
Households save their extra income not spent on buying products in the
financial markets. At the same time, firms borrow funds to fund their
operations. Institutions such as banks, assurance companies and the JSE act
as intermediaries in the financial market.
The nominal or market interest rate is determined by the supply of and
demand for funds. The supply of funds depends on the preference of society
(households) for current versus future consumption. Households that are
prepared to postpone consumption to a later date (in other words, save) and
that prefer to accumulate wealth now, will set aside a higher portion of their
current income for wealth accumulation than societies that have a stronger
preference to spend now. The lower the preference for current consumption,
the stronger the incentive will be to accumulate funds.
The demand for funds depends on the opportunities available for using
borrowed funds efficiently and profitably.

The more profitable the usage of

funds, the greater the demand for funds will be.
Similar to the determination of the prices of goods and services, the price of
funds, i.e. the general level of interest rates, is determined by the demand for
and the supply of funds. If the demand for funds increases and/or the supply
declines, then the price of funds will rise, i.e. interest rates will go up. If the
demand for funds declines and/or the supply increases, interest rates will move
lower.
Interest rates depend on:
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•

The term of the period over which funds are made available
The longer the term of the loan, the greater the uncertainty that
circumstances may change and therefore the higher the compensation
demanded by lenders of funds.

Other factors may lead to higher short-term interest rates.
•

The ability of the borrower of the funds to repay the loan
The higher the risk of default by the user or the lower his credit
rating, the higher the interest rate asked by the supplier of the funds
will be.

•

Expected inflation rates
If inflation is expected to be high, the buying power of borrowed funds
declines rapidly. The supplier of the funds will seek protection against
the erosive power of inflation by demanding a higher interest rate.
Therefore, higher expected inflation rates will bring about higher
interest rates.
If expected inflation is not properly accounted for in interest rates,
lenders of funds will cut back on the portion of their income that they
are prepared to lend out. By contrast, the demand for borrowed funds
will be strong under such circumstances. The potential buyers will
borrow more money to buy ahead of the expected price increases.

If the supply of funds is inadequate relative to demand, the interest rate has to
rise to encourage a larger supply of funds to match the demand for funds. The
South African Reserve Bank plays an important role in determining the level of
interest rates as interest rates are closely related to the rates at which the
Reserve Bank lends money to private-sector banks.
The South African Reserve Bank (SARB) acts as banker for private banks. All
banks need to hold certain reserves and minimum amounts of liquidity. This is
done by borrowing cash from the SARB. The SARB lends this cash at the
repurchase or repo rate, a fixed interest rate which is expressed as a rate per
annum. This rate is determined by the Monetary Policy Committee, which has
regular quarterly meetings as well as ad hoc meetings if required.
The banks in turn charge their clients a rate higher than the repo rate. The
repo rate thus influences the rates charged by the banks. The banks have to
charge a rate higher than they pay the SARB. That is why the prime rate is
always higher than the repo rate. The prime rate is the interest rate that the
banks charge clients that they regard as standard risk.
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Monetary policy is the regulation of the economy through the control of the
quantity of money available, as well as through the price of money, i.e. interest
rates. Expanding the quantity of money and lowering interest rates should
stimulate spending in the economy. This step is thus expansionary or
inflationary. The reverse holds true.
The SARB will generally raise interest rates in an attempt to curb inflation, and
cut the interest rates in times when inflation levels are lower. The Reserve
Bank conducts monetary policy under the inflation-targeting framework. In
South Africa, the inflation target is for CPI inflation to be within the target
range of 3% - 6% on a continuous basis.
The official average annual inflation was 4.3% for the year 2010. Inflation thus
appears to be under control. However, the SARB has to consider risks to
inflation such as increases in worldwide food and oil prices. The repo rate is
currently unchanged at 5.5% (January 2011) after regular interest rate cuts
since December 2008, in an attempt to boost growth after the South African
economy slumped into a recession in 2009.
Gross Domestic Product (GDP) is the total value of final goods and services
(finished and ready to be used by consumers) produced by the factors of
production (land and natural resources; labour; capital and entrepreneurship)
of a specific country over a specified period. The size and economic growth in
a country is measured in terms of GDP. China is, for example, now seen as the
second-largest economy in the world with a nominal GDP of $5.8786 trillion
(February 2011), whilst the US is expected to reach $14.79tn in 2011.
An increase in the real value of the GDP reveals growth in the economy. The
seasonally adjusted real GDP for South Africa, for example, for the third
quarter of 2010, increased by an annualised rate of 2.6%.
GDP can be measured in one of three ways:
1.

Expenditure method: This method measures the total expenditure in a
country over the period for which the GDP is determined.

The main

component here is consumer spending on durable, non-durable and
semi-durable goods, as well as on services such as medical, financial
and entertainment services. Also included here is gross capital
expenditure by firms. These are investments made to improve
production, as well as the value of change in the inventories held by
firms. Finally, the expenditure method also includes the Government
expenditure. GDP includes exports, but excludes imports.
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2.

Income method: The income method represents the incomes earned
by the households and firms of the country.

3.

Value-added method: This formula adds together the individual value
added to a product at every step of the production process and is the
most involved of the three methods.

Currency and exchange rates and their effect on investments
Money flows in and out of countries due to:
•

Imports and exports (trade account transactions)
South Africans will need to buy dollars (demand/outflow) to pay for
goods that are imported.

At the same time, South Africans may be

exporting goods to other countries. In this instance, dollars will flow
into the country (supply/inflow) as foreigners pay for goods from South
Africans.
•

Financial account transactions
These transactions refer to international transactions in items such as
shares, loans and investments. For example, a South African debtor
may have to pay a foreign creditor which means that the debtor will
demand (outflow) foreign currency. At the same time, a foreign debtor
may be repaying a loan to a South African creditor, thus supplying
foreign currency (inflow).

•

Service and income payments and receipts
Examples are: foreign income earned by South Africans (inflow) or
income paid to foreigners (outflow); money spent in South Africa by
tourists (inflow) or money spent by South Africans overseas.
If, in a given period, the inflow is greater than the outflow, the dollar
will become less expensive and the Rand will strengthen. The converse
is also true.
Other reasons for changes in exchange rates:
•

Business cycle changes
If South Africa is experiencing a recession, the demand for
imported (and local) products will decrease.
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major trading partner could cause that country to demand
more exports.
•

Changed preferences
If there is an international upswing in the demand for gold, the
gold price will be impacted.

As South Africa exports a lot of

gold, this will influence the gold price.
•

Inflation
The wider the gap between the South African rate of inflation
and that of the USA, the greater the pressure would be on the
Rand to depreciate against the dollar.
South

African

products

will

lose

This happens because

their

competitive

edge

internationally if prices continually increase at a rate higher
than that of other countries producing the same products. If
the demand for local products decreases, the supply of dollars
will decrease, thereby causing the Rand to weaken.
This explains why the SARB pursues its objective of protecting
the value of the Rand via inflation targeting.
•

Changes in capital flows
Any major change in the capital flows into or out of the country
will change the demand and supply curves. The state of the
economy and political stability in the country are two factors
that can influence foreigners’ decisions to invest in the country.

•

The US dollar
As we have seen, the USA is the biggest economy in the world.
When the world loses confidence in the dollar, the dollar will
weaken against other currencies.
The trade account is part of the country’s balance of payments.
It is made up of the export of gold and visible goods, together
with the import of visible goods. It indicates economic activity,
showing a deficit where more goods are imported than
exported.
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The current account is also part of a country’s balance of
payments, calculated by deducting imports from exports (to
arrive at the total trade balance), then adding service receipts
and deducting payments for services and transfers.

The

balance on the current account is an important indicator of the
economic relationship of a country with the rest of the world,
with a smaller current account more beneficial for the economy
of a country.
Exchange rates fluctuate continuously and can be part of
investment risk, known as currency risk.
risk
If a South African investor invests in foreign US dollar assets and the Rand falls
against the dollar, the value of the investment will increase in Rand terms.
Conversely, if the value of the Rand strengthens against the US dollar, the
Rand value of the investment will decrease.
Let’s look at an example:
Investor A invests R700 000 in a US dollar-denominated fund at a time when
the

dollar/Rand

exchange

rate

is

US$1/R7.

His

investment

is

worth

US$100 000 in US dollar terms.
The value of the Rand weakens to US$1/R7.50. The Rand value of his
investment is now R750 000.
Other key economic indicators (statistics about the economy) are the gold and
oil price.
Gold forms part of South Africa’s balance of payments. Changes in net gold
and other foreign reserves occur as a result of all balance-of-payments trade
transactions. An increase in reserves contributes to economic growth.
Currency fluctuations impact on gold producers as they export gold. A strong
currency can thus cause losses for producers.
The oil price is an important international indicator and can have a significant
impact on an economy. Rising oil prices are not favourable for a country like
South Africa as the country has to pay more for oil and has to pass the price
increases to consumers through petrol price increases. This in turn can result
in increases in inflation.
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Benchmarks and indices
An index is a statistical measure of the changes in a portfolio of stocks
representing a portion of the overall market. It summarises the fluctuation of
share prices, and generally consists of a basket of shares. An index’s primary
purpose is to reflect the aggregate movement of the market it represents. It is
the percentage change that is important, and not the numerical value.
An example of an index is the JSE All Share Index (ALSI
(ALSI)
LSI) which is a proxy for
the performance of all companies listed on the JSE.
Indices can be used as a benchmark, and thus used to measure performance.
A benchmark is defined as a standard against which a share or portfolio can be
measured.
A general equity fund can, for example, be measured against the JSE All Share
Index. One can also use the index of a specific sector such as the bank index
to measure the performance of the banking sector, or a share in the banking
sector against the bank index.
The MSCI World is a stock market index of 1 500 'world' stocks of the
developed markets in the world.
The S&P 500 is an index focused on US-based companies and tracks 500 largecap common stocks actively traded in the United States.
The Dow Jones,
Jones, or simply the Dow, is an index that shows how 30 large,
publicly owned companies based in the United States have traded during a
standard trading session in the stock market.
The FTSE 100 Index,
Index or, informally, the 'Footsie' is a share index of the 100
most highly capitalised UK companies listed on the London Stock Exchange.
9.1.3
.1.3

Income versus capital growth

Clients may invest for growth (such as providing for retirement) or to earn
income (such as investing funds to provide an income at retirement).
Because investment is used by investors as a source of income or as a method
to store value, it is important that the impact of inflation is considered. If the
real value of the investment does not grow, the investor would not experience
capital growth.
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Different approaches and investment vehicles are used when a client seeks
income as opposed to growth. But prior to investigating the different options,
one should be familiar with different investment planning concepts that will
impact the investor’s investment decision.
9.1.4
.1.4

Risk versus return

Risk deals with uncertainty, i.e. whether the investment will earn its expected
rate of return or the probability of an adverse outcome. In the market of
financial assets, the riskier an asset, the higher the expected returns investors
will require of it.
The volatility of a particular investment, instrument or portfolio measures the
degree to which returns fluctuate around their average. Volatility is the rate at
which the value of an investment or market moves up and down. If the price of
a share moves up and down rapidly over short time periods, it has high
volatility. If the price almost never changes, it has low volatility. Theory
suggests that investors should be compensated for higher short-term volatility
with higher long-term returns.
Market and investment risk entails the exposure to uncertainty that could
influence the future returns on an investment, such as:
•

Interest rate risk
This is the risk that an investment's value will change due to a change
in the level of interest rates. For interest-bearing investments, the
interest earned on the investment stands the chance of being reduced
because of changes in the market.
For bonds, interest rate rises will cause bond prices to fall and vice
versa. As interest rates increase, the opportunity cost of holding a
bond decreases since investors are able to realise greater yields by
switching to other investments that reflect the higher interest rate. For
example, a 9% bond is worth more if interest rates decrease to 5%,
since the bondholder receives a fixed rate of return relative to the
market, which is offering a lower rate of return as a result of the
decrease in rates.
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•

Inflation risk
This is the risk that the purchasing power of the investment will
become less because of the eroding effect of inflation.

•

Liquidity risk
This is about how easily an asset can be converted into cash, and at
what price.

•

Industry risk
An investment in a specific sector of the economy can be influenced
negatively by events affecting the products and firms that make up a
specific industry.

•

Currency risk
This refers to the probability of an investment’s value reducing due to
the currency in which the investment was made devaluing against the
domestic currency of the investor.

•

Event risk
This is the risk that an adverse event such as a natural disaster or
terrorist attack will materialise.

Investor’s risk does not relate to the investment as such, but is the amount of
risk a specific investor is prepared to take. Term/time
erm/time horizon risk also refers
to the investor’s goals. The longer the time horizon, the more risk the investor
may have to take by investing in growth investments that will assist in the
investor achieving long-term goals. We will discuss these concepts in more
detail later in this chapter.
Return on investment is the reward an investor gets for lending out his surplus
funds. The reward for saving over a period can be in the form of dividends,
interest and/or capital growth. The return should compensate the investor for:
•

the time during which the funds were invested.

•

the expected rate of inflation.

•

the uncertainty of the future financial benefits expected from the
investment.
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Return on investment (ROI) is calculated as follows:
(the profit/the investment amount) x 100.
9.1.5
.1.5

Tax efficiency

Tax payable on investment returns can have a significant effect on an
investment decision. Gross returns (before tax) can differ substantially from
net after-tax returns. The investment with the highest yield is not necessarily
the best option once the impact of tax has been considered. The investor
should therefore consider the tax implications of the investment vehicles he
wishes to invest in. Some provide taxable interest, others returns not taxed in
the hands of the investor and others tax-deductible contributions.
The after-tax return of an investment yielding a gross fully taxable 9% for an
investor with a marginal tax rate of 40% will be:
9 less Tax payable (40% of 9) = 5.4
Note that the tax-effectiveness of the investment depends on the individual’s
situation.
9.1.6
9.1.6

Time in the market

We have seen in Chapter 4 on the Time Value of Money, compounding means
that not only the capital, but the returns that are earned on the investment
grow too. It is also referred to as ‘interest on interest’ or growth on growth.
When investors reinvest their income and start saving early enough to give
their investment time in the market, they are rewarded.
Let’s look at an example:
Phil started to save R18 000 per annum at age 20 for a period of 20 years. At
age 40 he did not make any further contributions to the investment. The
investment return was 10% over the period concerned.
Mike started saving at age 35. He, however, saved R36 000 a year for 20 years
until age 55.
Phil saved R18 000 x 20 = R360 000. At age 55 his investment was valued at
R4 737 187.
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Mike put away double the amount that Phil saved (R720 000) to accumulate
only R2 268 090 at age 55.
Phil’s funds were invested at the same rate and he saved far less, but he
managed to accumulate more than double because of time in the market. His
funds were in the market for 35 years, during which he earned growth on his
capital and growth on growth (the effect of compounding).
9.1.7
9.1.7

Diversification

Diversification is the spreading of an investment portfolio over a combination of
asset classes, or over a range of shares or bonds. This is done to reduce the
investor’s exposure to the risk of investing in one asset class, or in one share.
Diversification is thus about reducing portfolio risk. By diversifying across asset
classes, it means that the investor is exposed to various asset classes (equity,
property, bonds and cash) with different characteristics. If negative events
affect one asset class, the idea is that the performance of another asset class
will reduce or offset the loss.
One can also diversify within an asset class, for example, an equity portfolio by
selecting different companies from different sectors or even the same sector of
the market.
9.1.8
9.1.8

Active versus passive management

Active management is where the fund manager identifies specific stocks and
sectors in line with his mandate with the view to outperform the index. With
active management, one is reliant on the managers to identify inefficiencies in
the market and be able to utilise the opportunities.
Passive management is where the funds follow the index, such as where funds
are invested in index trackers (also called tracker funds).
9.1.9
9.1.9

Rand cost averaging

Rand cost averaging is to invest a fixed amount of money in the same
investment at regular intervals, regardless of market conditions.

When the

prices fall, a fixed sum will buy more units, and when prices rise, fewer units
are bought. The result is that the average price paid over a period is lower. It
is a technique to reduce the risk of buying and selling at the wrong times.
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9.2

FINANCIAL MARKETS AND INSTRUMENTS

A financial market is a mechanism that allows people to trade financial
securities, commodities (such as precious metals or agricultural goods), and
other items of value such as crude oil and currencies. In this section, we will
briefly describe the different types of financial markets and instruments to be
found in those markets.
9.2.1

Capital market

The capital market is the market for longer-term debt instruments, or new
equity.

New equity is when a company quoted on the JSE decides to raise

money via issuing new shares.
Longer-term debt instruments have a life-span of between 3 and 20 years.
Government, local authorities, parastatals and corporate institutions borrow
money from investors by issuing them with debt instruments called bonds. By
holding a bond, an investor is entitled to fixed interest payments and the
capital back at the end of the term.

These instruments can be interest-

bearing, where a fixed rate of interest is paid, or discounted instruments where
the initial nominal investment amount is discounted.
Before we discuss the different types of bond instruments available in the
marketplace, it is necessary to become familiar with terms used in relation to
bonds:
•

Face value/nominal value or par value is the value that will be paid
upon maturity.

•

Issue price is the amount paid when purchasing the bond. We will see
that the issue price for zero-coupon bonds will be less than the nominal
value of the bond.

•

Redemption date or maturity date is when the nominal value of the
bond will be paid/repaid.

•

Fixed interest rate or coupon rate is the fixed rate of interest that the
holder of the bond will receive during the term of the bond.

Types of debt instruments include:
•

Government bonds
Also known as RSA bonds or ‘gilts’, these instruments constitute the
long-term debt obligations of the government, issued to finance
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expenditure mainly of a capital nature that cannot be funded from the
proceeds of taxation.
•

Eskom bonds or bonds of other public enterprises
These are also known as ‘semi-gilt’ bonds and are issued to finance
capital and infrastructural projects.

•

Corporate debentures
Debentures are used by companies to raise long-term loan capital, and
are fixed-interest securities. The debenture is a promise by the
company to pay fixed amounts of interest at regular intervals, and the
capital back at the maturity date.

•

ZeroZero-coupon bonds
Zero-coupon bonds do not offer coupon interest during the term, i.e.
no regular interest payments are made to the investor. Instead, a
discount is given on the initial investment amount. For example, the
maturity (or nominal) value of a zero-coupon bond can be R750 000,
but the initial investment amount say, R675 000.

•

InflationInflation-linked bonds
These bonds offer an interest rate that adjusts to keep pace with
inflation. The real return payable is known upfront. The end value is
not fixed and is adjusted for inflation.
The interest earned on these investments is taxable as interest, subject
to a portion being exempt in terms of a general interest exemption.
The difference between the issue price and the nominal value of zerocoupon bonds is also taxed as interest.
Bonds can be traded or sold on the secondary market prior to
redemption date. It must be noted, though, that the market interest
rates will have an effect on the price of the bonds. If the market rate
is higher than the nominal rate on the certificate for the remaining
term, then the value of the bond will decrease. The converse is also
true.

Bond values increase when interest rates in the marketplace

decline to a lesser interest rate than that offered by the specific bond
instrument.
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9.2.2

Money market

The money market is the market for short-term debt instruments offered
mainly by banks, other financial institutions and large corporations.
Money market instruments are securities which mature in one year or less and
include:
•

cash, call deposits,
deposits, savings accounts with banks.

•

notice or fixed deposits where the cash is invested for a specific term.

•

Banker’s Acceptance (BA) which is a bill of exchange drawn on a bank
and accepted by a bank. It is often accepted in terms of a Letter of
Credit to meet some specified short-term need of a business
enterprise. This is generally used in connection with the movement of
goods in domestic or foreign trade.

•

Treasury bills are direct, short-term debt securities issued by the
central government. As it is government debt backed by the revenue
and assets of the government, it is seen as secure and readily
negotiable.

•

Bill of Exchange or a promissory note is an unconditional promise in
writing made by one person to another, signed by the person giving it,
who promises to pay a certain sum of money on demand or on a future
date.

•

Negotiable Certificates of Deposit (NCDs) are large-denomination
Certificates of Deposit (CDs), savings instruments issued by a bank. It
is usually bought by institutional investors who want a low-risk, shortterm investment which provides a fixed interest rate return over an
agreed period. The NCD cannot be cashed in before maturity but often
comes in bearer form and can trade in the highly liquid secondary
market.

These money market instruments are very liquid. Interest earned is taxable.
9.2.3

Equity market

Companies raise capital on the Johannesburg Securities Exchange (JSE) by
listing the company and allowing members of the public to purchase shares in
the company. Ownership of these ordinary shares allows the owner to vote at
the Annual General Meetings and participate in the profits of the company in
the form of dividends, which are declared by the company.
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The JSE is essentially a virtual market (shares on the JSE can only be traded
using the STRATE system), which allows people to buy and sell shares in
companies. The economic principles of demand and supply operate so that
shares are sold at a price that the sellers are prepared to sell at, and buyers
are prepared to pay. If the supply of certain shares is greater than the
demand, then one can expect the price of those shares to fall, and vice versa.
Price fluctuations can also be affected by economic cycles, reports and even
psychological factors such as anxiety or optimism for the South African
economy.
This secondary market allows people to trade in shares freely and to make
profits, as well as earn income in the form of dividends. The owners of these
shares naturally have the risk of realising losses as well as profits in these
transactions, and could lose their whole investment if the company were to fail.
Their liability is limited to the amount that they invested in the shares. The
liquidity of the investment depends purely on supply and demand, but in most
instances it is possible to sell shares immediately. That does not mean that one
will realise a profit on the sale, as the market may be down at the time when
the shares are sold.
There are various types of shares:
Ordinary shares: The shareholder will share in the profits and losses of the
company and will receive dividends when they are declared. If the company
fails, the shareholders will only be paid out once the creditors and preference
shareholders have been paid.
Preference shares: Owners of these shares will receive their dividends before
the other shareholders and will rank before ordinary shareholders in the event
of the company failing. They are usually paid a fixed dividend.
9.2.4

Property market

There are two ways in which the investor can enter the property market –
either directly by buying the physical property or indirectly by investing in
vehicles such as quoted property vehicles.
Property, especially physical property investments, is an illiquid investment.
Returns may beat inflation over the long term, but the return on property is
very much dependent on factors such as location and political, social and
economic conditions. Interest rates play a particular role in the value of
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residential property, as most investors have to finance the purchase with a
mortgage bond.
9.2.5

Hard assets

Hard assets are assets such as paintings and art, rare coins, stamps,
gemstones, Krugerrands and gold coins, Persian carpets, antique furniture, etc.
There is not an organised or open market for these kinds of assets.
Hard assets may be susceptible to damage or loss (fire, floods, etc.), but have
the benefit of being transportable (and have been proven possible in times of
war). The value of these assets is very dependent on scarcity and even
fashion, therefore requiring specialist knowledge. Many clients invest in hard
assets not only for the possible investment value but for the enjoyment and
beauty of the asset.
9.2.6

Derivatives

A derivative security is a financial instrument of contract, the value of which is
determined from the value of one or more underlying assets, an index or
indices, and other related variables. Derivative instruments are traded in South
Africa on an over-the-counter basis, and on regulated exchanges, i.e. the JSE
and SAFEX.
The following instruments can be identified:
•

Futures
Futures contracts that oblige traders to purchase or sell an asset at an
agreed-upon price at a specified future date.

•

Put option is the right to sell an asset at a specified exercise price on or
before a specified expiration date.

•

Call option is the right to buy an asset at a specified price on or by a
specified expiration date.

Price volatility (commodity prices, interest rates and exchange rates) is a
characteristic of financial and commodity markets. A way to hedge against
price risks is to use futures. Futures contracts may also be used for
investment, speculation and arbitrage in any underlying asset.
Hedgers are investors who are exposed to price risk and wish to secure
protection against such risk by taking an opposite position by means of a
derivative transaction.
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Speculators are investors who transact in the derivatives market purely in the
hope of realising a capital gain.
Investors are people or institutions who see an opportunity to establish
synthetic cash positions in the futures market as an alternative to investments
in the cash markets.
Arbitrageurs are investors who buy and sell the same asset in different markets
in order to profit from price differentials that arise in these separate markets.

9.3

MAIN ASSET CLASSES

Asset allocation has a major impact on whether an investor will meet his
financial goals. If a portfolio does not carry sufficient risk, the portfolio may
not earn a large enough return to meet the goals.

Conversely, a portfolio

aimed at realising short-term goals should not carry too much risk. Asset
allocation is the practice of diversifying across different asset classes. In this
section, we will describe the main asset classes, particularly in terms of risk
and returns.
9.3.1

Cash

Cash is seen as a low-risk asset. It is the safest asset class and provides the
lowest return over time. It covers investment options such as bank deposits
and money market accounts. This asset class offers the investor the assurance
that his capital will not be subject to huge fluctuations. The investor may also
earn a regular interest income. These investments are safer in the shorter
term, but their performance is likely to lag behind equities and other more
volatile asset classes over the longer term. As cash does not have any inherent
growth potential, the investor’s capital is not protected against inflation.
9.3.2

Bonds

Bonds normally provide higher returns than cash investments, and are seen as
medium-risk investments. The risk of default on the repayment of capital and
interest is low on government bonds, but other bonds have varying degrees of
risk. The volatility of a fund is increased by the trading of bonds in an attempt
to generate profit. As we have seen, market interest rates will impact on the
returns achieved. If a manager anticipates a decline in interest rates, he will
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invest in bonds with a long duration to derive maximum benefit from the
decline in interest rates.
This asset class is less volatile in the short to medium term than equities.
Although in the short term cash and bonds are somewhat safer, in the longer
term they provide less protection against inflation. This means that for longterm investment, they are actually riskier in terms of maintaining real buying
power, while property and equities would be more suitable.
9.3.3

Property

Property is viewed as a medium- to high-risk investment. As this asset class
covers the whole range of real estate investment (from residential property to
office blocks, local or international property unit trusts or listed property
funds), the risk will vary. As we have seen, the risk attached to property
depends on the location of the property as well as the political and economic
environment. Property returns may keep pace with inflation over the long
term. Property investment should be seen as a long-term investment.
Property is more stable than investments in the stock market and may provide
stability to a portfolio.
9.3.4

Equities

Equities (high risk) have the potential to provide the investor with the highest
return. Equities are generally expected to outperform inflation over the longer
term, but are likely to be volatile in the shorter term. Although equities are
very volatile in the short term, the volatility decreases the longer the
investment is held.
9.3.5
9.3.5

Alternative investments

In an attempt to find an asset class that is uncorrelated to asset classes
already held by an investor, the investor may look at alternative investment
classes. In times of political uncertainty, gold may for example be able to hold
its value while the value of equities and bonds decreases.
Alternative investments (hedge funds, private equity, commodities), however,
require specialist knowledge and maybe fairly illiquid. These factors add to the
risk of investing in this asset class.
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9.4

RISK PROFILING

From an investor’s perspective, there are three main aspects to risk, namely
the risk inherent to the investment instrument (market and investment risk),
the level of risk an investor is prepared to accept (investor’s risk) and the term
over which an investment is made (time horizon risk). In the previous sections,
we discussed the risk inherent to different asset classes.
An investor’s risk profile will determine the appropriate asset allocation and
investment portfolio for the client. The risk profile will be determined by his
attitude, size of the funds available for investment, time horizon and
investment objectives.
9.4.1 Subjective factors
Risk in this context is the measurement of the investor’s willingness to see his
investments shrink in the short term.

The investor’s tolerance for risk (also

called ‘appetite for risk’ or ‘risk profile’) is determined amongst others by his
personality, attitudes and values. These factors are referred to as the
subjective factors.
A client’s financial knowledge and experience may impact on the client’s
subjective attitude towards risk.
9.4.2 Objective factors
But it is not only the investor’s personality that affects his risk profile. Other
important elements that determine the investor’s risk profile include:
•

The amount
amount that will be invested as a proportion of all his assets
If the amount available for investment is a small proportion, the
investor will probably be willing to take and able to afford more risk.

•

Sufficiency of wealth protection
A client with insufficient protection against death and disability may not
be able to afford high risks with his investments or assets.
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•

The investor’s time horizon
An investor with a short time horizon will need access to his funds in
the short term.

If the investor is invested in equities and need to

access the funds in, say, one year’s time, he faces the possibility of
realising less than the original amount invested.

This is due to the

volatility of equity returns. A client with a short time horizon should
look at investments where the return is predetermined, such as with
cash investments. Due to the effect of inflation, longer time horizons
require taking a higher risk. Consequently, portfolios for clients with
longer time horizons should hold more equities.
•

Life cycle stage
A younger client has more time to recover any losses or wait out
downturns, and can thus opt for more volatile investment options.
These clients (may be single or married) are generally in the
accumulation phase.

Again, long time horizons indicate high-risk

investments as suitable. The objectives of clients in the consolidation
phase

(perhaps

approaching

retirement)

may

include

capital

preservation, which will require a portfolio with a greater proportion of
fixed income-generating investments.

In the spending phase,
phase, the

emphasis is on capital protection with a greater proportion of low-risk
investments such as money market investments.
•

Objectives
We have alluded to objectives in the previous paragraph.

The client

may have the objectives of capital preservation or capital appreciation
or varying degrees of both.
9.4.3 RiskRisk-profiling tools and outcomes
Various companies have different risk-profiling tools. These are in the form of
questionnaires and are either in an electronic format or hard copy.

The

questionnaire may contain 10 to 20 questions covering both subjective and
objective factors. The resulting score will place the client in a specific riskprofile category.
Risk-profiling questionnaires should be handled with care. The way a question
is phrased may influence how the client answers the question. It is suggested
that clients be read the description of the risk-profile category, to ensure that
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the client agrees to and understands the risk-profile category in which he was
placed.
The result of the questionnaire may show the client to be conservative,
moderately conservative, moderate, moderately aggressive or aggressive.
If the investor’s objective is that of stability and the protection of his current
investments as opposed to increasing the real value of his investments, he will
be conservative.
conservative The conservative investor cannot afford to and does not want
to take risks or experience volatility. These investors generally have short time
horizons. They should be mainly invested in cash and bonds, with a smaller
proportion in equities.
If the investor wants to protect his capital and achieve some real increase in
the value of his investments, he is probably moderately conservative or
prudent. Gilts, bonds and other investments may be selected to provide
security. These investors typically require steady income as well, which may be
offered via bond investments and high-yielding shares.
Moderate investors are long-term investors who want reasonable but relatively
stable growth. Some fluctuations are tolerable, but these investors want less
risk than that of a fully equity-based investment. An investor with a mediumterm time frame (5 to 10 years), with a medium tolerance for risk and an
objective aimed at capital growth as well as regular income should have a fair
amount of exposure towards equities (to beat inflation and achieve growth), as
well as bonds, property and cash (to provide some security). He will have to
take calculated risks to ensure that his portfolio offers a reasonable return, but
will be interested in a well-balanced portfolio invested in a variety of asset
classes – equities, bonds, property and cash.
Moderately aggressive or venturesome investors are long-term investors who
want good real growth in their capital. A fair amount of risk is acceptable. They
want to take more risk to receive more-than-average returns. This investor’s
portfolio will contain a bigger proportion of equity with less in bonds and cash.
Aggressive investors are long-term investors who want high capital growth.
Substantial year-to-year fluctuations in value are acceptable in exchange for a
potentially high long-term return. The security of the capital is secondary to
the creation of wealth. The time horizon for these investors is often 10 years
or longer. The client should be mainly invested in equities with a small
proportion in cash.
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Asset allocation is the key to long-term investment returns. Investors need to
allocate their available capital to equities, property, bonds and cash in the right
proportion. Unfortunately, many investors tend to invest in conservative cashbased products when the markets appear to be uncertain. When a client has a
long-term investment horizon, his financial adviser should explain that it is
time in the market (invested in equities) that will deliver inflation-beating
returns. The stable and fixed returns offered by fixed-interest investments will
not protect the client’s capital against the impact of inflation.

9.5

INVESTMENT OPTIONS

Clients may access the different asset classes via a wide array of investment
product options: from banking products, unit trusts, endowments and property
to direct investment in shares on the JSE and offshore investment options. In
this section, we will discuss these options and their characteristics in more
detail.
9.5.1

Banking products

We have seen that money market instruments include cash investments or
deposits with banks. With these cash investments, the original capital invested
remains static and offers interest earnings.
These investment options offer the investor the access and security that is
needed for short-term goals such as a holiday or motor vehicle, and for
emergency funding.
Notice and fixed-term deposits have restrictions in terms of access. On 32-day
accounts, the investor has to give notice before the funds can be withdrawn.
With fixed-term deposits, the funds are invested for a specific period of time
such as 3 or 6 months. Because of the lower liquidity, these options offer
higher interest than options with no restrictions, such as with call deposits.
With linked deposits, the investment is also fixed and return is linked to the
prime rate.
Savings accounts generally have lower deposit requirements and are fully
accessible, making it ideal for regular use or emergency funding. More interest
can, however, be earned on deposits. An investor saving for a short-term goal
should therefore rather look at deposits as an investment option.
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Banks also offer money market accounts (not to be confused with money
market funds offered by collective investment schemes).

A money market

account typically invests in instruments issued by a single bank and is treated
like a bank account. The bank will use the funds in this account to purchase
various money market instruments.
The risks attached to cash or bank investments are low, and the capital
invested is protected. The investment is not affected by fluctuations in the
stock market.
These investments are, however, heavily impacted by inflation and tax, and the
investment loses value in real terms when taking into account the effect of
inflation and tax paid. These investments are therefore only suitable for shortterm goals.
Interest earned is taxable subject to interest exemptions available to natural
persons – R22 800 per annum for persons under 65 and R33 000 per annum
persons 65 and older (for the 2011/2012 tax year).
9.5.2

Unit trusts

Unit trusts offer investors access to equity markets without having to buy and
administer a share portfolio personally.

Unit trusts are a form of collective

investment scheme and are regulated by the Collective Investment Schemes
Control Act.

The idea is that a group of investors pool their money to get

access and exposure to investments that are professionally managed.
All collective investment schemes (that includes unit trusts, participatory
bonds, and collective investment schemes in property) are classified in a threetier structure.

On the first level, funds are classified according to the

geographic focus (domestic, worldwide and foreign). On the second level, the
funds are grouped into equity (listed shares), asset allocation (combination of
equity and fixed interest), fixed interest (bonds, money market and other
interest-bearing securities) and real estate. On the third level, the funds are
grouped in terms of specific asset classes or objectives (such as general
growth, small companies, money market, income, prudential, high equity,
etc.).
When an investor buys a share (called a unit) in a unit trust fund, his money is
pooled in a central fund along with that of other investors. This then enables a
large number of investors to pool their capital investment on the JSE, thereby
obtaining a spread of investments that they could not achieve individually. The
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unitholder’s money is invested by the unit trust managers. For a relatively
small fee, the unitholder obtains a spread of investment and risk, professional
management of the funds invested, the provision of a full administration
service and the ability to acquire and realise the investment at ruling prices
without having to compete against other buyers and sellers.

It affords the

ordinary man-in-the-street an opportunity to invest in blue chip shares (as
example) which would otherwise not be possible due to their cost.
Unit trusts are often referred to as open-ended trusts that reflect the fact that
the number of units in a trust can be increased or decreased by their ‘creation’
or ‘cancellation’ as the demand or supply varies. In a closed-ended trust, the
number of shares does not change except where there may be an increase in
capital at the company’s discretion. The management company will buy back
units from unitholders (open-ended) at any time at a price related to the
market value. The units themselves are not quoted on the JSE, but prices and
other details are available in daily newspapers and financial magazines.

The

price of a unit is directly related to the market prices of the securities held and
fluctuates in direct relation to the price changes of the underlying shares.
The portfolio of a unit trust fund consists of securities that are mainly made up
of shares, but also include fixed-interest investments and cash. The objective
of a unit trust can be seen in its choice of investment. Unit trusts may, for
example, have the objective of providing growth or income, or offering the
investor access to a particular sector, such as mining.
The risk of the fund will range from low to high depending on which asset
classes/investments the fund is exposed to. Funds invested in mainly fixedinterest securities will obviously have a lower risk than a fund exposed to
mainly equity. Even then, due to their spread over a basket of shares, equity
fund unit trusts generally show less volatility than investing in a single share on
the JSE. Unit trusts do not offer any guarantees. Even money market funds
(or unit trusts where fund managers purchase a mix of money market
instruments such as Banker’s Acceptances, Negotiable Certificates of Deposit
and government bills) are not completely risk free.

A price fall in a money

market fund can occur if, for example, one of the issuers of the assets
underlying the fund is in trouble or liquidated. Money market funds (as
opposed to accounts) do, however, offer the investor the benefits of
diversification, as assets in money market fund portfolios are mainly spread
across the different banking institutions, and higher interest rate earnings.
Unit trusts pay investors dividends and interest in the proportion that they are
earned on the underlying portfolio. The unit trust fund is obliged to distribute
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the income after making provision for audit and management fees, but the
investor has the option to take the income in cash or reinvest it. The usual tax
implications will apply in either case. The normal dividend and interest
exemptions are applicable.
When selling unit trusts, the proceeds are likely to be seen as capital in nature
and subject to Capital Gains Tax in the hands of the individual. The unit trust
fund itself is exempted from Capital Gains Tax.
Unit trusts are mainly used to offer clients access to the equity asset class and
as such play a vital role in most investment portfolios.
9.5.3

Endowments and sinking funds

An endowment is an insurance policy, the proceeds of which become payable
at the end of the term or in the event of the life insured’s death. With a pure
endowment, the full premium (after costs) is allocated to an accumulation or
savings account. An endowment is frequently used as an investment vehicle
through which an investor can make regular or lump-sum investments.
A sinking fund is also a policy but, unlike an endowment, does not have a life
assured. In the event of the owner’s death, the proceeds will not pay out. The
investment vehicle will thus not come to an end, but continue to be in
existence until its maturity date or when the new owner decides to surrender
the policy.
One of the major benefits of these types of investment is that a beneficiary for
proceeds (or ownership in case of a sinking fund) can be nominated. The
proceeds of an endowment will not become payable into the estate of the
investor but paid directly to the nominee. The proceeds paid directly to the
beneficiary will thus not be subject to estate administration costs, such as
executor fees.
The risk attached to these investments will depend on the investment plan or
portfolio chosen – the options include guaranteed investments, market-linked
investments and smoothed-bonus investments.
Depending on the tax position of the investor, this investment option may also
be a tax-efficient option. Endowments and sinking funds are taxed in terms of
the Four Funds approach. The respective rates at which the gross interest and
net rental within the funds are taxed depend on the policyholder’s funds to
which assets are allocated:

302

© INSETA– RE 7 version 12a

Untaxed policyholder’s fund – exempt
Individual policyholder’s fund – 30%
Company policyholder’s fund – 28%
Corporate fund – 28%
The effective Capital Gains Tax rates payable on gains within the fund:
Untaxed policyholder’s fund – exempt
Individual policyholder’s fund – 25% (inclusion rate for individuals) x 30 =
7.5%
Company policyholder’s fund – 50% (inclusion rate for companies) x 28 = 14%
Corporate fund – 50% (inclusion rate for corporates) x 28 = 14%
The proceeds paid to the owner or investor are thus after tax and will not
attract Income Tax or CGT in the hands of the individual (the original beneficial
owner). Second-hand policies are subject to CGT.
Endowments and sinking funds are regulated by the Long-term Insurance Act.
It is thus necessary to take note of important restrictions that will apply to
these investments. In terms of section 54 of the Long-term Insurance Act, an
insurer may not offer benefits within a period of five years of the inception of
the policy.
years.
limited.

This means that these investments have a minimum term of 5

Furthermore, access in the first 5 years (or a restricted period) is
During such term, only one loan and one surrender may be made

against the policy. The value of such loan or surrender will also be limited to
premiums plus 5% compound interest. Should the premiums of an endowment
or sinking fund policy be increased by more than 20% compared to the higher
of the total of the premiums received during any one of the two premium
periods immediately preceding, another restriction period will start to run.
Let’s confirm
confirm these principles with an example:
example:
Yvonne invested a lump sum of R20 000 in an endowment policy for 5 years.
Her adviser convinces her that she will get better returns than in the bank, and
she will still have access to her funds.

Three years later, her motor vehicle

breaks down. She needs access to all her funds in the endowment policy. She
will

not

have

access

to

all

funds

within

the

endowment

(long-term

investments) as the surrender value will be limited to premiums paid plus 5%
growth. Yvonne then decides to make a part surrender of her policy. She will
not be able to make another surrender, but will be able to make one loan. A
year-and-a-half later (the policy is now 4-and-a-half years old), she receives a
performance bonus and decides to add the lump sum of R20 000 to this
endowment. As she has transgressed the 20% rule, a new restriction period
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will start to run. This means that she will only be able to access the full
proceeds of her policy without any restrictions 5 years from now.
Endowments and sinking funds are clearly investment vehicles aimed at
satisfying longer-term goals.
Because costs vary so much between products and companies, the concept of
reduction in yield (RIY) was introduced to simplify the comparison of long-term
investment products. All ASISA members must now summarise all their actual
charges in one figure and reflect it in quotations for savings and investment
policies. It summarises all the charges that will be payable on a specific policy
and expresses them as a single figure which shows how much of the annual
investment return of a policy is needed to cover the policy charges. The lower
the RIY, the higher the potential net investment returns.
9.5.4

Property investments

Direct property investments are often made by investors with the aim of
earning rental income and profit on the sale of the property. These investments
can be made by acquiring full title to a property, sectional title, share block
schemes, etc. This investment decision requires an investor to carefully
consider the purchase price, costs related to the purchase (transfer duty,
conveyancing fees and other legal costs), the area and possible developments
in the area, maintenance costs and other social factors such as crime. As we
have seen in the chapter on Income Tax, the transfer duty scales have been
amended, with the first R600 000 now exempted from transfer duty. On the
value of property that exceeds R600 000, but not R1 000 000: 3% transfer
duty will be paid. On the value of property that exceeds R1 000 000, but not
R1 500 000: R12 000 plus 5% on the value exceeding R1 000 000, and on the
value of property that exceeds R1 500 000: R37 000 plus 8% on the value that
exceeds R1 500 000.
As the investor will probably finance his purchase with a mortgage bond, the
sufficiency of the rental income to cover financing costs must be considered.
Other regular expenses will include rates and taxes, levies, insurance
premiums and provision for repairs and maintenance.
Another form of direct property investment would be investing in property
syndication, where a group of investors pool their money in order to purchase
a commercial property or properties. The shares/units offered to investors are
unlisted shares. The net rental is then shared between the investors - generally
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paid quarterly.

Investors should, however, take extreme care and scrutinise

the track records of the managers, the location of the property, tenancy, the
quality of the development, etc. Investors are also often lured by rentals
promised that are not comparable to market rates. These investments are not
very liquid.
Apart from direct property investments, investors may invest in quoted
property vehicles that are traded on the JSE: Property (or variable) loan stock,
quoted property companies or property unit trusts (PUTs),
Property (or variable) loan stock companies – The investor would invest in
shares and/or debentures offered by the company.

The company does not

have to pay out its income. The return to investors will be mainly in the form of
taxable interest.
Quoted property companies are companies that specialise in purchasing or
developing properties for profit or to earn rental income. The investor will have
shares in the company and earn dividend income.
A Property Unit Trust (PUT) is a closed-ended collective investment scheme
and is listed on the JSE. The scheme holds a portfolio of direct property
investments that are professionally managed. The investor has the benefit of
sharing proceeds in a large and diversified property portfolio. The return is paid
and taxed as interest.
A PUT is different from a regular unit trust (open-ended) which invests mainly
in property through property unit trusts or property loan stock.
Property apart from the quoted options is an illiquid investment. The quoted
options, however, provide investors with a flexible way to access the property
asset class.

In addition, the ruling price is available from the JSE. Returns

vary, though interest earned on PUTs and property loan stock has been shown
to be attractive compared to bond and money market yields.
9.5.5

JSE investments

A direct investment on the JSE is very liquid and transparent, as newspapers
and financial publications carry up-to-date lists of share price movements.
When investing directly in shares, the investor is very quickly exposed to
market risk, and knowledge of the company selected is required as the
performance of the company is a risk factor. Investment in the stock market
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also requires self-discipline from the investor in terms of buying and selling for
the right reasons and remaining non-emotional.
There is no fixed term for investing in shares, but ideally it should be for the
longer term due to the volatility of shares. The risk of direct share investment
can be reduced by investing in a variety of shares across different industries,
should the client have sufficient funds to do so. The level of return on share
investments is generally expected to outperform inflation, but this is very
dependent on the performance of the particular share/s selected.
Where an investor speculates in shares (in other words, buying and selling
shares with the aim of making a profit), the investor will pay Income Tax on
the profit made.

Where the shares are held for a period longer than three

years and then sold, the proceeds are deemed to be of a capital nature. The
investor will then be liable for Capital Gains Tax on the gain made.
The investor can manage his own portfolio or invest through a stockbroker. If
the investor decides to not do it on his own, he may use a portfolio manager
for a fee.
As mentioned above investment on the JSE is by its nature very liquid and
transparent due to the prices and other important information, such as the
share’s price earnings and earnings yield being freely available.
As discussed previously, the term for investing in shares is longer due to the
volatility of this asset class. Unit trusts may be a less risky way to access
equity as an asset class, as the investment in unit trusts is by definition more
diversified.
A relatively inexpensive way to invest on the JSE is to purchase shares in an
exchange-traded fund. The fund tracks an index (such as the ALSI 40 if one
invests in Satrix 40). The tracking (as opposed to active asset management)
provides a cost advantage.
9.5.6

RSA retail bonds

Individuals (smaller investors) now also have access to bond instruments via
retail bonds offered by the government, with a minimum investment of R1 000
required. The maximum investment amount is R5 000 000. There are fixedinterest and also inflation-linked bonds available. Early withdrawal after 12
months is possible with these bonds, but a penalty will be payable. Investors
over 60 may draw interest earned on fixed-rate bonds.

306

© INSETA– RE 7 version 12a

The interest earned on these investments is taxable as interest.
An investment in RSA retail bonds carries a low risk due to the fact that the
money is invested with the government. The risk of default on the repayment
of the capital and interest is thus low. We have discussed the risk (possibility of
capital loss) when bonds are traded in circumstances where market interest
rates have increased. The investors in RSA retail bonds are, however, not
exposed to this volatility or market risk as these bonds may not be traded.
RSA retail savings bonds may also not be used as collateral for a loan.
9.5.7

Offshore investment

Investors can obtain offshore exposure either via indirect offshore investments
or direct offshore investments.
With indirect offshore investments, the investment is made in a local product,
such as unit trusts or an endowment. The investment is denominated in Rands
and will pay out in South Africa, but the funds enjoy offshore exposure due to
an asset-swap investment made by the life company or collective investment
scheme.
This option is suitable for clients with smaller amounts to invest, where the
client has already used up his individual allowance or does not require the
funds abroad.
Other investors may require the funds abroad, maybe because they are
considering emigrating or retiring abroad, or considering sending their children
overseas to study. For these clients, it would be more appropriate to invest
overseas directly. The individual capital offshore allowance was increased with
effect from 5 November 2010 to R4 million per annum (instead of the previous
limit of R4 million over an individual’s life-time). An individual who wishes to
invest overseas must be over 18 and obtain a tax clearance certificate. The
income on the investment does not need to be repatriated although such
income and/or capital gains would be subject to the normal rules of South
African tax. Choosing to make a direct offshore investment allows the investor
to spend the money in the particular foreign currency as the funds do not need
to be repatriated to South Africa.
The main reasons for investing overseas are to protect an investment portfolio
against a weakening Rand, and to diversify an investment portfolio.
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The South African Rand can be volatile and therefore offshore investments are
an excellent way to hedge against the effects of the depreciating currency. We
have already looked at currency risk and the effect of an appreciating or
depreciating currency on an offshore investment. The choice of currency to
invest in may be a difficult one, as currency movements are difficult to predict,
and it is best left to an asset manager. Where the investor is going to need
funds in a particular currency, then an investment in that currency will make
sense.
The global investment environment offers much more choice in terms of asset
classes, geographical areas and currencies. The diversification into countries
with different profiles to South Africa will also further reduce the risk of a
portfolio. The investment can then be diversified further between equities,
bonds and cash. These decisions – how to diversify across different countries
and asset classes - is best left for a fund manager.
How much should one invest offshore? It is suggested that between 20% and
40% of discretionary funds for clients with a long-term investment horizon
should be invested offshore.

If a client is emigrating, he should obviously

invest more offshore.

9.6

INVESTMENT PLANNING

9.6.1

Step 1: Establish, define and agree on the relationship

In this step, the financial adviser and client agree on the nature and scope of
their relationship. The financial adviser should use the opportunity to explain
the purpose and components of investment planning, and confirm the services
that he is able to offer.
Investment planning has a lot to do with financial goal-setting. It starts with
the client’s objectives and dreams – the lifestyle he wishes to maintain at
retirement, capital purchases, or education for the children. The next step
would be to plan how to accumulate sufficient funds in appropriate investment
vehicles to make the dreams a reality.
In terms of financial planning, the client will first address wealth-protection
needs.

Wealth protection covers the protection of personal assets through

short-term insurance and protection against the untimely death, disability or
illness of a client.
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Investment planning falls under wealth creation. Investment planning is the
process of determining how to invest current assets and future savings, based
on the client’s financial goals and his attitude towards risk. The client may
need to invest for growth or income or a combination thereof.
9.6.2

Step 2: Gather client information

The financial adviser needs to gather all the relevant information from the
client that could assist him in analysing the client’s situation. Data to be
gathered includes:
•

the client’s current assets.

•

cash flows available for investments.

•

the client’s experience financial knowledge and attitude towards
investments.

•

the client’s investment objectives.

•

the client’s tolerance for investment risk.

•

the client’s expectations in terms of returns.

•

identifying the client’s time horizon.

9.6.3

Step 3: Analysing the client’s financial situation

This step entails an analysis of the client’s current portfolio of assets in terms
of:
•

tax effectiveness.

•

risk.

•

conditions.

•

liquidity.

•

impact of inflation.

•

maturity dates.

•

diversification.

•

cost.

•

rate of return.

Depending on a client’s investment needs (whether for income or growth) and
risk profile, the existing investment portfolio may require restructuring.
The

implications

of

restructuring

particular

investments

must

be

well

understood as it could lead to unnecessary financial losses or costs. A client
not achieving sufficient growth in a retirement annuity or endowment policy
should, for example, consider switching the investment portfolio as opposed to
terminating the product.
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Where a client has a specific future need, part of the analysis will be to
calculate whether the current rate of return earned is sufficient.
9.6.4

Step 4: Make recommendations

Recommendations should include comment regarding the suitability of the
client’s

existing

investment

portfolio.

For

new

investments,

a

suitable

investment vehicle with an investment portfolio that matches the client’s risk
profile and investment needs must be recommended.
It is important that product features and benefits are explained to a client in
simple and easy-to-understand language in order to enable the client to make
an informed decision. When it comes to investment planning, it may be
necessary to explain certain economic concepts. These explanations should
also be done using appropriate language considering the client’s financial
experience.
When advising clients on the implications of restructuring existing investment
portfolios, specific contractual obligations must be considered and explained.
9.6.5

Step 5: Implement recommendations

Once a client has decided on a particular product and provider to address a
certain financial need or objective, the necessary forms must be completed or
instructions should be given to implement that solution.
9.6.6

Step 6: Review

As the economic environment changes regularly, the financial adviser should
interpret and explain the effect of the changes as reflected by the relevant
economic indicators on the client’s investment portfolio.

Summary
The periodic fluctuations in economic activity are called economic cycles and
consist of the following phases: recovery, boom, recession and depression.
Demand describes the amount of a certain product or service that consumers
will be willing and able to purchase in a particular market during a specific
period. There is a negative relationship between the price of a product and the
quantity of the demand.
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Supply refers to the quantities of a product that firms are willing and able to
offer for sale in a specific market during a particular period. The relationship
between price and supply is positive.
Equilibrium is reached when the demand for a product or service is equal to the
quantity supplied.
Exchange rate is the ‘price’ of one currency expressed in terms of the other.
An increase in demand for foreign currency will weaken the price of the local
currency. An increase in the supply of the foreign currency will strengthen the
local currency.
Inflation causes purchasing power of money to decrease.
Interest rates are the ‘price’ for the use of the money.
The South African Reserve Bank (SARB) acts as banker for private banks by
lending cash at the repo rate.
Monetary policy is the regulation of the economy through the control of the
quantity of money available, via interest rates.
Gross Domestic Product (GDP) is the total value of final goods and services of a
specific country over a specified period.

This will indicate the size and

economic growth in a country and it is measured in terms of the GDP of a
country.
Money flows in and out of a country due to imports and exports, financial
account transactions and service and income payments and receipts.

If, in a

given period, the inflow is greater than the outflow, the local currency will
strengthen.
The trade account is made up of exports and imports.
The current account is calculated by deducting imports from exports, adding
service receipts and deducting payments for services and transfers.
Exchange rates fluctuating continuously give rise to currency risk.
risk
An index is a statistical measure of the changes in a portfolio of stocks
representing a portion of the overall market. An index is used as a benchmark.
Clients may invest for growth (such as providing for retirement) or to earn
income (such as investing funds to provide an income at retirement).
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The volatility of a particular investment, instrument or portfolio measures the
degree to which returns fluctuate around their average.

The higher the

volatility, the higher the risk and expected returns.
Market and investment risk entails the exposure to uncertainties such as
interest rate risk, inflation risk, liquidity risk, industry risk, currency risk and
event risk.
Return on an investment is the reward an investor gets for lending out his
surplus funds.

Return on investment (ROI) is the profit expressed as a

percentage of the amount invested.
Tax payable on investment returns can have a significant effect on investment
return.
Diversification is the spreading of an investment portfolio over a combination of
asset classes and the resultant reduction of risk.
Active management is where the fund manager engages in stock selection.
Passive management is where the funds follow a particular index.
Rand cost averaging is where the investor invests the same amount regularly
which may lead to a lower average price.
The capital market is the market for longer-term debt instruments, or new
equity. This is where bonds for 3-20 years are issued by institutions such as
government, parastatal and corporate institutions. A bond offers fixed interest
payments and the capital back at the end of the term. Discounted instruments
where the initial nominal investment amounts are discounted as opposed to the
interest being paid out are also available (zero-coupon bonds).
Bonds can be sold on the secondary market prior to redemption date. The
current market interest rates will influence the price of the bonds.

If the

market rate is higher than the nominal rate, the value of the bond will
decrease.
The money market is the market for short-term debt instruments.

Money

market instruments are securities which mature in one year or less and include
cash, call deposits, savings accounts, notice or fixed deposits, Banker’s
Acceptances (BAs), Treasury bills, Bills of Exchange and Negotiable Certificates
of Deposit (NCDs).
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The equity market is where shares in public companies are traded.

If the

supply for certain shares is greater than the demand, then one can expect the
price of those shares to fall, and vice versa.

Price fluctuations can also be

affected by economic cycles, reports and even psychological factors such as
anxiety or optimism for the South African economy.
The property market offers either direct investment in physical property or
indirectly by investing in vehicles such as quoted property vehicles.
Hard assets are assets such as: paintings and art, rare coins, stamps,
gemstones, Krugerrands, etc.
A derivative security is a financial instrument of contract, the value of which is
determined from the value of one or more underlying assets, an index or
indices, and other related variables, and include futures
futures contracts that oblige
traders to purchase or sell an asset at an agreed-upon price at a specified
future date. A put option is the right to sell an asset at a specified exercise
price on or before a specified expiration date. A call option is the right to buy
an asset at a specified price on or by a specified expiration date.
Asset classes
Cash is the safest asset class and provides the lowest return over time.
Bonds provide higher returns than cash investments, and are seen as mediumrisk investments – higher risk than cash, lower risk than equity.
Equity investments are high-risk investments with the potential of the highest
return, outperforming inflation over the longer term.
Alternative investments may offer the client an asset class that is uncorrelated
to asset classes already held.
An investor’s risk profile will determine the appropriate asset allocation and
investment portfolio for the client. Subjective factors considered include the
client’s personality, attitudes and values, and experience.

Objective factors

include the amount that will be invested as a proportion of all his assets, the
sufficiency of wealth protection, the investor’s time horizon, life cycle stage and
objectives.
Asset allocation is the key to long-term investment returns and meeting client
objectives.
Conservative investors should be mainly invested in cash and bonds, with a
smaller proportion in equities.
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Moderately conservative investors may invest a greater proportion in gilts,
bonds and other investments, such as high-yielding shares, to provide security
and/or income.
Moderate investors looking for reasonable but relatively stable growth should
be invested in a well-balanced portfolio with a variety of asset classes –
equities, bonds, property and cash.
Moderately aggressive investors should be invested in a bigger proportion of
equity with less bonds and cash to achieve growth needs.
Aggressive investors can stomach year-to-year fluctuations and should be
mainly invested in equities with a small proportion in cash.
Banking products offer access and security that are needed for short-term
goals. Notice and fixed-term deposits have restrictions in terms of access, but
offer higher returns than savings accounts where there are no restrictions on
access. With a money market account, the underlying investments are various
money market instruments, but it is treated like a bank account. Banking
products are heavily impacted by inflation and tax.

Interest earnings are

taxable subject to exemptions.
Unit trusts offer investors access to equity markets through the pooling of
money.

Investments in unit trusts are professionally managed by unit trust

managers, and are governed by the Collective Investment Schemes Act. The
portfolio of a unit trust fund consists of securities that are mainly made up of
shares, but also include fixed-interest assets and cash. The risk of the fund will
range from low to high depending to which asset classes/investments the fund
is exposed to. Unit trust investments are lower risk than direct equity
investments due to the effect of diversification. Unit trusts pay investors
dividends and interest in the proportion that they are earned on the underlying
portfolio. The normal dividend and interest exemptions are applicable. Capital
gains are subject to Capital Gains Tax in the hands of the individual.
An endowment is an insurance policy, the proceeds of which become payable
at the end of the term or in the event of the life insured’s death. A sinking fund
differs in that it does not have a life assured, and the proceeds will thus
become payable only at the end of the term. The risk attached to these
investments will depend on the investment plan or portfolio chosen – the
options include guaranteed investments, market-linked investments and
smoothed bonus investments. Endowments and sinking funds are taxed in
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terms of the Four Funds approach.

The respective rates at which the gross

interest and net rental within the funds are taxed depend on the policyholder’s
funds to which assets are allocated:
Untaxed policyholder’s fund – exempt
Individual policyholder’s fund – 30%
Company policyholder’s fund – 28%
Corporate fund – 28%
The effective Capital Gains Tax rates payable on gains within the fund:
Untaxed policyholder’s fund – exempt
Individual policyholder’s fund – 25% (inclusion rate for individuals) x 30 =
7.5%
Company policyholder’s fund – 50% (inclusion rate for companies) x 28 = 14%
Corporate fund – 50% (inclusion rate for corporates) x 28 = 14%
The proceeds paid to the owner or investor are thus after tax.
In terms of section 54 of the Long-term Insurance Act:
•

no benefits may be offered within five years of inception.

•

during the restricted term, only one loan and one surrender are
available.

•

the value of such loan or surrender is limited to premiums plus 5%
compound interest.

•

premiums increased by more than 20%, compared to the higher of the
total of the premiums received during any one of the two premium
periods immediately preceding, will cause another restriction period to
begin.

Direct property investments include full title to a property, sectional title, share
block schemes, property syndications, etc. This investment decision requires
an investor to carefully consider the purchase price, costs related to the
purchase (transfer duty, conveyancing fees and other legal costs), the area and
possible

developments

in

the

area,

maintenance

costs

and

social

developments.
Indirect property investments include quoted property vehicles that are traded
on the JSE: Property (or variable) loan stock, quoted property companies or
property unit trusts (PUTs).
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A direct listed share investment is liquid and transparent.
higher due to reduced diversification.

The volatility is

The investor can do the investment

himself or work through a stockbroker. A passive JSE investment is available
through purchasing shares in an exchange-traded fund.
RSA retail bonds offer access to bond instruments with a minimum investment
of R1 000 required. Interest earnings are taxable.
Indirect offshore investments are denominated in Rands and will pay out in
South Africa, but the funds enjoy offshore exposure.
Direct offshore investments are available to individuals using their offshore
capital allowance.

Self-Assessment Questions
1.

2.

An upturn in the economy can be recognised by:
a)

Businesses control their expenses strictly.

b)

There is an increasing number of new company registrations.

c)

Employment opportunities decrease.

d)

Decreased spending and production.

Choose the correct statement:
a)

If the demand for funds increases, interest rates stay the
same.

b)

The higher the risk of default by the user of the funds, the
lower the interest rate charged.

c)

If the supply of funds is inadequate relative to demand, the
interest rate has to rise to encourage a larger supply of funds.

d)

Higher expected inflation rates will bring about lower interest
rates.

3.

The following event may lead to an inflow of money to South Africa:
a)

Increased imports.

b)

Increased spending by tourists within the borders of the
country.
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c)

The payment of interest to foreign investors.

d)

Decreased exports.
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4.

Choose the correct statement:
a)

Interest rate risk is the risk that an investment's value will
change due to a change in the level of interest rates.

b)

Inflation risk is the risk that the purchasing power of the
investment will increase.

c)

Liquidity risk is the risk that a client may not have sufficient
cash in his estate to pay for estate liabilities.

d)

Currency

risk

refers

to

the

probability

of

an

offshore

investment’s value increasing due to the strengthening of the
Rand.
5.

An investor should expose his investment portfolio to higher risk if:
a)

The amount available for investment is a small proportion of
his funds, irrespective of his objective.

6.

b)

He has insufficient protection against death and disability.

c)

He has a short time horizon.

d)

He is looking for inflation-beating returns and growth.

Christine is invested in a unit trust portfolio but is uncertain of the tax
implications.
a)

The unit trust company will pay the CGT due to the buying and
selling of units.

b)

The growth in Christine’s unit trust portfolio will be taxed at her
marginal tax rate when she realises her units.

c)

The interest earned is taxable, but she will be entitled to an
interest exemption.

d)

Dividends are now taxed at shareholder level at a rate of
12.5%.

7.

Rina saves R150 per month in a 10-year endowment policy. The policy
recently reached its fifth policy anniversary.

Rina now increases her

monthly premium on the policy to R250 per month.

What are the

implications in terms of section 54 of the Long-term Insurance Act?
a)

The proceeds of her policy will become taxable.

b)

No implications apart from the fact that her maturity value will
be increased.

c)

The value of a surrender may not exceed premiums plus 6%.

d)

The term of her policy will be extended.
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8.

Choose the correct statement:
a)

The shares in a property syndication are listed on the JSE.

b)

Property loan stock companies offer interest returns which will
be tax free in the hands of the investor.

c)

Quoted property companies are companies that specialise in
purchasing or developing properties for profit or to earn rental
income.

d)

Property unit trusts (PUTs) are unit trust schemes which invest
mainly in property through property unit trusts or property
loan stock.

9.

Choose the correct statement:
a)

The individual capital offshore allowance is a once-off R4
million.

b)

Individuals must be over 21 to invest offshore directly.

c)

The income earned on the investment must be repatriated.

d)

Choosing to make a direct offshore investment allows the
investor to spend the money in the particular foreign currency.

10.

Choose the correct statement:
a)

Interest and capital gains earned on offshore investments are
not taxable in SA.

b)

Gains made on share portfolios are subject to Capital Gains Tax
as long as the investment has been held for at least five years.

c)

Pay-outs from second-hand policies are subject to Income Tax.

d)

The rental income earned on a direct property investment is
included in the gross income of the investor.
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Self-Assessment Answers
1.

b)

2.

c)

3.

b)

4.

a)

5.

d)

6.

c)

7.

d)

8.

c)

9.

d)

10.

d)
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Chapter

10
Estate planning
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Explain the implications if a client do not have a valid Will.
Discuss the implications of the clauses of a standard Will, taking into account the:
•

Trust Company Control Act, 1988

•

Administration of Estates Act, 1965

•

Companies Act, 1973

•

Close Corporations Act, 1984.

Explain the impact of the following Acts on the liquidity of an estate:
•

Estate Duty Act, 1955

•

Matrimonial Property Act, 1988

•

Intestate Succession Act, 1987

•

Wills Act, 1953

•

Income Tax Act, 1962

•

Divorce Act, 1979

•

Pension Funds Act, 1956

•

Maintenance of Surviving Spouses Act, 1990.

Discuss the concept of a trust and its benefits in estate planning.
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SKILLS CRITERIA
Discuss the importance and purpose of estate planning.
Explain to the client the implications of his Will and how it may be updated/improved.
Explain to the client the implications of the clauses of a standard Will.
Gather data in terms of estate planning by collecting information on:
•

legal agreements and documents impacting on estate planning.

•

the client’s estate planning objectives.

•

business relationships and family dynamics that impact on estate planning.

Conduct a basic needs analysis for a client in terms of estate planning.
Explain the impact of the following Acts on an estate, where the residue may be
bequeathed to a spouse and where a client may be married with or without accrual, and
with or without community of property:
•

Estate Duty Act, 1955

•

Matrimonial Property Act, 1988

•

Intestate Succession Act, 1987

•

Wills Act, 1953

•

CGT/Income Tax Act, 1962

Perform a basic estate duty calculation (including executor’s fees) where residue may be
bequeathed to a spouse and where the client may be married with or without accrual, and
with or without community of property (not taking CGT into account).
Perform a basic estate liquidity calculation (not taking CGT into account).
Analyse an estate in order to propose an appropriate financial solution (excluding resultant
rate), including:
•

net worth at death.

•

potential expenses and taxes owing at death.

•

specific needs of beneficiaries.

•

liquidity of the estate at death.

•

potential estate planning strategies.
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Purpose
Estate planning includes succession planning, and clients need to ensure that
their estates devolve upon their beneficiaries as effectively as possible, and in
such a way that will limit estate liabilities.

In this chapter, we will study the

succession of estates (testate as well as intestate), look at effective ways to
distribute one’s estate, and establish how estate liabilities are calculated and can
be minimised.

10.1

ESTATE PLANNING DEFINED

Estate planning is often defined as having the primary objective of minimising
estate duty. Whilst minimising the effect of duties and taxes is important, the
estate planner’s main objective is to arrange his affairs in such a manner as to
ensure the efficient distribution of his estate and so that his family and other
beneficiaries may enjoy the maximum benefit from his estate. An estate plan
may thus include the following key components:
•

A properly drafted and legally valid Will to ensure a practical and
equitable distribution of the estate, whilst at the same time affording
beneficiaries adequate protection and minimising taxes and death
duties.

•

The provision of capital to maintain his spouse and dependants.

•

The provision of liquidity to ensure the efficient administration of the
estate.

•

The use of trusts to protect and preserve assets for the beneficiaries of
the estate planner.

10.2

DISTRIBUTION OF ASSETS UPON DEATH

10.2.1 The estate available for distribution
The impact of marital regimes:
Couples married in community of property own the estate in equal undivided
shares.

When a client (married in community of property) decides how he

would like his estate to be distributed, he is free to distribute his half-share in
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the estate as he wishes. The practical implications, however, of bequeathing
one-half of an asset that is co-owned and not easily divisible should be
carefully considered. The other half belongs in the other spouse's estate and if
his half is bequeathed to someone other than the surviving spouse, the
efficient distribution of the estate may be hampered. Although only the halfshare owned by the deceased partner will be distributed, the joint estate will be
administered by the executor. (This has implications for the calculation of
executor’s fees.)
A person married out of community of property owns his separate personal
estate and is free to bequeath his estate as he sees fit.

In the event of death,

the executor will administer the estate of the deceased spouse only.
Where the accrual system is applicable to the marriage, the estate showing a
smaller accrual since inception of the marriage will acquire a claim against the
other estate for the amount equal to one-half of the difference between the
accrual of the respective estates. So, although a person may be married out of
community of property, those couples who made the accrual system applicable
to their marriage must consider that the surviving spouse may have an accrual
claim against the estate. This claim must be settled before effect can be given
to the Will (or rules of intestate succession, if applicable). Accrual claims can
arise in favour of or against the deceased estate. In the event of the latter, the
accrual claims could increase the liquidity needs of the estate. In the case of a
claim against a surviving spouse, that spouse may need liquidity to settle the
claim. Instead of settling an accrual claim with cash, it can also be settled by
the transfer of assets.
The impact of the provisions of the Pension Funds Act
Although clients might view their retirement benefits as part of their estates,
section 37C of the Pension Funds Act determines that it does not form part of
the assets in the estate. The Act also determines how the benefits must be
distributed. The executor must effect an equitable distribution between
dependants and nominated beneficiaries. Only if the deceased left no
dependants and has not nominated any beneficiaries will the benefit be paid
into the deceased's estate and be available for distribution in terms of the Will.
Generally, the benefits will thus not be paid into the estate. Clients should thus
not rely on these benefits to provide liquidity to their estates. Clients must also
be made aware that the executor has a 12-month period within which to trace
dependants. This is important when considering the needs of dependants in the
period immediately after the client’s death.
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The impact of divorce
Obligations, such as those arising under a divorce order, may continue after
death. The executor may thus be required to settle divorce order/maintenance
claims prior to the distribution of the estate. The claims thus impact on the
liquidity of the estate.
Clients must also consider that bequests to an ex-spouse in a Will which was
made before the divorce will not necessarily fall away. The Wills Act determines
that, unless you specifically provide otherwise, a bequest to your divorced
spouse will be cancelled only if you die within three months of the divorce. This
gives a divorced person three months after the divorce in which to amend his
Will. If the Will is not changed within three months after the divorce, the
divorced spouse will benefit as indicated in the Will.
The impact of the Maintenance of Surviving Spouses Act, 1990
This Act was discussed in the chapter on marital regimes. Should a client
‘disown’ his surviving spouse or does not leave her enough assets to maintain
herself, this Act makes provision for a maintenance claim for the surviving
spouse against the deceased estate. This claim must also be settled prior to
testamentary distributions.
10.2.2 Intestate succession
A client’s estate may be distributed either via a Will or in terms of the laws of
intestate succession. The latter will happen should a client die without leaving
a Will or a legally valid Will.

In terms of the Intestate Succession Act 81 of

1987, the following rules apply:
•

If there is a surviving spouse and no descendant, the spouse inherits
the entire estate.

•

If there are descendants but no surviving spouse, the descendants
inherit the entire estate by representation.

•

If there is a surviving spouse and there are descendants, the spouse
inherits the greater of a child’s share or R125 000.

•

If there is no surviving spouse and no descendants, the deceased’s
parents inherit the estate.

If one parent has already died, leaving

descendants, the descendants of the deceased parent inherit one half
by representation and the surviving parent, the other half.
•

If there is no surviving spouse, no descendant and no parent, the
deceased’s siblings and their descendants inherit by representation.
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•

Failing a surviving spouse, descendants, parents, siblings and their
descendants, the deceased’s closest blood relations will inherit in equal
shares.

Important

terms

to

understand

when

applying

these

rules

are

‘by

representation’ and ‘child’s share’:
•

By representation means that a person who is related to the deceased
more remotely takes the place of another heir that cannot inherit. For
example, X had three sons (A, B and C) and a grandson D (the child of
son C). If C predeceased his father X, the grandson D is placed in the
same position as C would have been.

•

A child’s share is calculated by dividing the value of the estate by a
number equal to the number of children of the deceased who have
survived him, or died leaving descendants, plus one (thus counting the
surviving spouse as a child).

The Intestate Succession Act does not include a definition for ‘spouse’.

In

recent court cases, however, spouses not legally married were seen as a
spouse for purposes of this Act.
In the case of Govender v Ragavayah NO and Others, 2009 (3) SA 178 (D), the
applicant was married to her husband in accordance with the traditions and
customs of Hindu religion. Her husband died without leaving a valid Will and
as they did not have any children it meant that his parents would inherit his
entire estate. The judge granted an order which interpreted the word ‘spouse’
as used in s1 of the Intestate Succession Act as including the surviving partner
of a monogamous Hindu marriage.
In the Constitutional Court case Fatima Hassam v Johan Jacobs NO and Others

(83/08 2009 ZACC 19), the court held that the term ‘spouse’ should be
interpreted to include spouses in polygamous Muslim marriages.

The court

also ordered that the mechanism used to calculate the child’s share be
adjusted. It must be calculated by dividing the monetary value of the estate
by a number equal to all children (surviving or predeceased with descendants)
plus the number of spouses.

Each spouse must then be entitled to the

minimum amount, currently fixed at R125 000.

Where the estate is not

sufficient to provide the spouses with this amount, the estate must be equally
divided amongst the surviving spouses.
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Following the Gary v Kolver case, same-sex persons in a union that is intended
to be permanent may also be seen as ‘spouses’ for purposes of intestate
succession.
For purposes of this Act, therefore, persons married (in and out of community
of property), persons married according to Muslim rites, persons married under
customary law, parties to civil unions and same-sex persons in a union that the
Commissioner is satisfied is intended as permanent, should qualify as spouses.
An adopted child is seen as the descendant of his adoptive parent or parents.
Let
Let’s look at some examples
examples to illustrate
illustrate the application of some of the
intestate rules:
1.

Henk and Abe entered into a civil union, but did not sign a matrimonial
property agreement. Henk passed away without leaving a valid Will.
He is survived by Abe and his parent.

Answer:
Abe keeps his half of the joint estate, and inherits Henk’s half in terms of the
rules of intestate succession.
2.

Derek was married to Joan in community of property. They had three
children, and a joint estate of R400 000.

Answer:
A child’s share will be R200 000/4 = R50 000.
Joan will thus be entitled to R125 000 of Derek’s share of the joint estate. The
balance of R75 000 will be divided between the three children, who will thus
inherit R25 000 each.
3.

Linda (unmarried) passed away.

She is survived by her mother,

father, a sister and the children of her pre-deceased brother.
Answer:
Linda’s estate will devolve upon her parents in equal shares.
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4.

Linda (unmarried) passed away.

She is survived by her mother, a

sister and the children (2) of her pre-deceased brother. Her father is
pre-deceased.
Answer:
Her estate will be divided as follows:
Mother: 50%
Sister: 25%
Children of brother: 12.5% each.
Where the intestate heirs are unknown or do not exist, the executor converts
the intestate estate into money, and after payment of the deceased’s debts,
the proceeds are placed in the Guardian’s Fund. The intestate estate accrues
to the State after 30 years have elapsed (and if nobody is able to make a
legitimate claim to it as an intestate heir of the deceased).
The impact of dying intestate includes the following:
•

The estate of the deceased does not necessarily devolve according the
wishes of the deceased.

•

The inheritance of the surviving spouse may be limited, which can
mean financial hardship.

•

The deceased does not have the opportunity to impose conditions on
the heirs and

beneficiaries to his

estate,

such as creating a

testamentary trust for children.
•

The process of appointing an executor lengthens the administration
and delays the finalisation of the estate.

•

The owner of a trading concern who dies intestate can cause disarray
in a business, as all the banking accounts would immediately be frozen
until such time as an executor can be appointed.

•

The required division of the estate in terms of the rules of intestate
succession can cause the unnecessary liquidation of estate assets.

10.3

FORMALITIES FOR EXECUTION OF A WILL

The Wills Act 7 of 1953 sets out the formalities required for the valid
execution of Wills. In 1992, substantial amendments were made to the law on
Wills that moved away from the rigid provision previously prescribed. The
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formalities for the valid execution of a Will means that all the statutory
requirements and formalities for drawing up a Will have been complied with.
The purpose of having these formalities is to avoid fraud and to ensure that
the Will genuinely represents the Will of the testator.
A Will must comply with the formalities applicable at the time of its execution.
It is therefore not necessary for a person to execute a new Will should the
formalities applicable to a Will change. Wills that were validly executed in
terms of the legislation in force before the amendments in 1992 came into
operation, will therefore still be valid.
The Wills Act 7 of 1953 came into effect for the first time on 1 January 1954
to regulate the formalities involved in drawing up a Will. It outlines who can
make a Will, who may sign as a witness, which formalities have to be
complied with in executing a valid Will or in altering an existing Will, and in
what circumstances certain persons are disqualified from taking benefits under
a Will.
As already mentioned, sweeping changes were made to the Act in 1992. The
Law of Succession Amendment Act 43 of 1992 came into effect on 1 October
1992.
Example:
Before the amendment of the Wills Act 43 of 1992, the testator and the
witnesses had to sign all the pages of the Will.
Now the testator must sign all the pages and the witnesses only the last page.
Should a two-page Will, executed before the commencement of the Act 43 of
1992, be signed by the testator on both pages but only on the first page by
the witnesses, it would formerly have been invalid. Now it will be judged in
terms of the new provision, and accordingly be valid if the testator dies after
the commencement of the Act. The less strict formalities of the new Act will
thus apply to such a Will.
10.3.1 What is a testamentary writing?
The Act provides that a Will has to comply with certain formalities. The Act,
however, does not specify exactly what a Will is. In section 1, a Will is only
described as a “codicil and any other testamentary writing.” As the Act does
not give a complete definition, the court had to decide this issue.
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In Ex parte Davies 1957 (3) SA 471 (N) the court decided that a testamentary
writing is a document that defines any one of the three essential elements of a
bequest:
1.

The property bequeathed

2.

The extent of the interest that is bequeathed, ownership, usufruct or

fideicommissum
3.

The beneficiary

A document that identifies any one of these three elements is a testamentary
writing, and must comply with the formal requirements of Act 7 of 1953 (The
Wills Act).
The first requirement set by section 2 of the Wills Act, is that the Will must be
in writing. This is inferred from the use of words such as ‘sign’, ‘signature’ and
‘writing’ in section 2. It is therefore clear that a Will cannot be made orally – it
cannot be executed verbally or informally.
Some jurists are of the opinion that the legislature should also make provision
for videotaped Wills and that writing is not a requirement for a Will to be
executed on an audio or videotape. The South African Law Commission has,
however, rejected recommendations to this effect.
What is true is that the date and place of execution need not be mentioned. A
Will that appears to have been signed by the testator and witnesses is
presumed to be validly executed.
It was ruled in Moses v Abinader 1951 (4) SA 537 (A) that any document that
complies with the definition of a testamentary writing, and that is referred to
in a Will (incorporated by reference into a Will), must itself comply with the
formal requirements for a valid Will. The purpose requirement is to prevent
the circumvention of Will formalities, thereby reducing the likelihood of fraud.
This means, for example, that lists of assets for distribution referred to in the
will or even attached to a Will have no effect unless they too are executed
with the formalities required for a valid Will.
10.3.2 Valid execution
In short, a Will executed today shall not be valid unless:
•

it is signed at the end thereof by the testator, or by some other
person in his presence and by his direction.
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•

the signature made by the testator (or by such other person in his
presence and by his direction), is acknowledged by the testator and
the other person in the presence of two or more competent witnesses
both present at the same time. This means that it is not necessary for
the testator to sign in the presence of the witnesses as long as he
acknowledges, in their presence that it is his signature.

•

the witnesses attest and sign the Will in the presence of the testator
and of each other. If the Will is signed by another person, the
witnesses must sign in their presence too.

•

each page other than the page on which it ends, must also be signed
by the testator or by such other person who signs on his behalf.

•

it is signed by the testator by the making of a mark or by some other
person in the presence and by the direction of the testator, a
commissioner of oaths has to certify that he has satisfied himself as
to the identity of the testator, and that the Will signed is the Will of
the testator. He must also sign each page of the Will, excluding the
page on which his certificate appears.

10.3.3
10.3.3 Signing and signature
From the above, one can see that the general requirement is that the Will
must be signed. The question now arises as to what a signature is. How did
the legislature intend the signing and attestation (verification by witnesses) to
take place? These are the most important of the formalities aimed at
combating fraud.
What is a signature?
The Act does not specify what a signature is. It does, however, allow the
testator to sign the Will by making “a mark”.
In Ex parte Goldman and Klamer 1965 (A) SA 464 (W), the court had to
distinguish between a mark and a signature. The court held that the sign
made by the testator was a signature and not a mark, although it was no
more than a feeble attempt to write the initial letter of the testators’ Christian
name. The decision was made on the grounds that the testator had probably
intended to write a signature, and not to make a mark. The testator’s
intention was regarded as being of considerable importance in deciding the
question.
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The court gave the word “signature” a wide meaning, while giving the word
“mark” a narrow meaning, for two reasons:
1.

The court considered the expense and inconvenience of the special
procedure that must be followed when a mark is made

2.

In order to maintain, as far as possible, the validity of a genuine act
of testation

In Jhajbhai v The Master 1971 (2) SA 370 (D), one of the witnesses printed a
name in block letters. The court found the Will to be valid, and that this may
also constitute a “signature”. The court again attached a lot of importance to
the fact that the witnesses intended to make their signatures.
In Ex parte Singh 1981 (1) SA 793 (W), the court had to rule on a joint Will in
which one of the testators had only initialled one of the six pages – the Will
was found to be valid. It was concluded that it was sufficient compliance if he
intended it to be his signature.
In Ex parte Jackson: In re Estate Miller 1991 (2) SA 586 (W), the Will
consisted of four pages. The last page did have the testatrix’s signature but all
the other pages were signed by the testatrix and the witnesses by means of
their initials only. The Will was found to be valid.
In Dempers v The Master (1) 1997 (4) SA 44 (SWA) the witnesses had only
initialled some of the pages. In Melville v The Master 1984 (3) SA 387 (C) the
testator had only initialled certain pages of the Will. In both these cases, the
courts found that the formalities had not been complied with. In both cases,
particular emphasis was placed on the meaning of the words “sign”,
“signature”, and “initials”. It was found that these words had to be interpreted
in their ordinary popular meaning and that the words “signature” and “initials”
had different meanings. It was found in both cases that initialling did not
constitute a signature.
This uncertainty caused the South African Law Commission to recommend
that provision be made for the definition of a signature to include initialling.
The Law of Succession Amendment Act 43 of 1992 thus amended the
definition of 'sign' to read:
‘Sign’ includes the making of initials and, only in the case of a testator, the
making of a mark, and 'signature' has a corresponding meaning.
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This means that a testator or a witness may now sign a Will with initials only.
It must, however, be noted that only a testator may sign a Will by making a
mark.
A mark usually involves the making of a cross, but can also include a
thumbprint. As far as a testator is concerned, a signature includes the making
of a mark as long as the additional provisions are complied with. Where the
testator has made a mark, a certificate is required. It is thus important to
establish whether the testator has made a mark or a signature. The
“certificate” and accompanying requirements will be discussed in a separate
paragraph.
Signing at the end of the Will
The section that requires the testator (or person who signs on his behalf and
by his direction) must place their signatures at the ‘end of the Will’. The
question is: where precisely is the end of the Will?
In Kidwell v The Master 1983 (1) SA 509 (E), the testator signed the second
page of his two-page Will some 13 cm below the signature of the second
witness, and 17 cm below the attestation clause. There was a gap of 9cm
between the concluding words of the Will and the signature. It was held that
the Will was invalid because of the possibility of fraud.
Although it was found that no fraud had taken place, the court still declared
the Will invalid. The court found that the Will was invalid because the
signature of the testator did not appear close to the end of the written part of
the Will. As far as the testator is concerned, the end of the Will is therefore
where the written portion ends, and not the bottom of the page. The written
portion ends at the point where the testator must comply with this part of the
formalities, and this should be before the witnesses’ signatures.
It is now important to note that section 2(3) of the Wills Act, a new provision
introduced by the Law of Succession Amendment Act empowers the court to
accept a document as a valid Will, even if it does not comply with all the
formalities required for the execution of Wills. It is quite conceivable that in
future a court may declare a document such as the one in the Kidwell case to
be a valid Will by using the power of condonation now conferred upon them.
It is suggested that the practice of advising clients to sign and not merely
initial each page; and to do so before two witnesses with all of them signing at
the same time, should be continued. Even though it is not necessary for the
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formal validity of the Will, unfailing observance of this procedure could be
important if evidence is required in the event of a Will being challenged.
It is also important to comply with all formalities during the meeting where
the Will or Wills will be signed. Giles NO and Another v Henriques and Others
[2007] 4 All SA 1409 (C) is an example where formalities were not followed:
Grandparents had instructed a drafter to draft separate Wills for them in
1999, but had inadvertently signed each other’s Wills instead of their own.
This fatal error was discovered only after their death.
The court made mention of the international trend towards relaxing the ageold requirement for strict compliance with the formalities for a valid Will. It
confirmed the modern notion that an error should not always override
testamentary intention.
The court emphasised that while s 2(1) of the Wills Act 7 of 1953 (the Act)
lays down the requirements for the execution of a valid Will, s 2(3) of the Act
provides the High Court with the power to condone the failure to comply with
the formalities required for the execution of a valid Will. The court held that
the testators had understood the contents of the Wills, and that each had
intended to sign his or her own Will. The signing of the other’s Will was an
error. The application for verification therefore succeeded.

Smith v Parsons Supreme Court of Appeal, 30 March 2010. The testator made
a reference in his suicide note to his Will that was kept in the safe. There was
an issue around the testator's formal signature lacking on the suicide note
(only signed with his name). The Court found that they were satisfied that the
note was intended by the deceased to be an amendment to his Will. The Court
declared that adherence must be given to people’s last wishes.
10.3.4
10.3.4 The certificate
If the testator signs by making a mark, a commissioner of oaths must attach a
certificate to the Will.
The testator must make his mark in the presence of two or more competent
witnesses who are present at the same time. In addition, the certifying officer
must also be present when the testator makes his mark. The certifying officer
cannot sign the Will both as certifying officer and as a witness. He must also
sign each page (excluding the page on which the certificate is placed), in his
capacity as certifying officer. He can sign anywhere on the page.
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The wording of the certificate
The role of the certifying officer is to certify that:
•

he has satisfied himself as to the identity of the testator.

•

the Will is in fact the testator’s Will.

The wording of the certificate must be clear to this effect.
To resolve the earlier problems that arose with regard to the wording of the
certificate, the South African Law Commission recommended that an example
of a certificate be included in the Law of Succession Amendment Act.
The Act thus contains an example of a certificate which reads as follows:
Certificate in terms of section 2(1)(a)(v)
I, (full name)
of (full address)
in my capacity as commissioner of oaths certify that I have satisfied myself as
to the identity of the testator (full name)
and that the accompanying Will is the Will of the testator.
Signature

When the certificate should be appended
The certifying officer must be present at the signing of the Will. His certificate
must be made as soon as possible after the Will has been signed by the
testator, or by someone on his behalf, and by the witnesses. The certificate
must preferably be appended at the time when the Will is signed and attested,
to ensure that the testator has full knowledge of what is happening to his Will,
and to ensure that the Will is valid.
Today, if the testator dies after the Will has been signed but before the
certificate has been made, the certifying officer must make or complete his
certificate as soon as possible. If the certificate is made only after a long
period of time has elapsed after the testator’s death, it will be inadmissible.
It should be noted that the Act only provides for the making or completion of
the certificate after the testator’s death, and not for the amendment of a
certificate which has been made before.
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Where the certificate should be appended
Prior to the amendment of the Wills Act, the certificate had to be placed at the
end of the Will. Seeing that the certifying officer had to certify that the Will
was that of the testator, it was presumed that the testator had already signed
the Will. The end of the Will for the certifying officer was therefore after the
signature of the testator.
The certificate could not be placed in the margin. If there was not sufficient
space on the page for the certifying officer to place his certificate directly after
the testator’s signature, it could be placed on the following page, but then the
certifying officer also had to sign the previous page.
These and other problems with regards to the placement were brought to an
end when the requirement to place it at the end was removed in 1992. The
certificate can now be placed on any page throughout the Will. In practice the
certificate is still appended to the end of the Will.
10.3.5
10.3.5 Signing on behalf of the testator
If the testator directs some other person to sign a Will on his behalf, the other
person must sign the Will, or acknowledge this signature at the end of the Will
in the presence of the testator and two or more competent witnesses. Note
that the person whom the testator directs to sign the Will on his behalf and in
his presence, may not sign by making a mark.
If the Will consists of more than one page, this person must also sign all
preceding pages. The witnesses must then, in the presence of the testator,
the person signing the Will and in the presence of each other, sign and attest
the Will on the last page of the Will.
The signing of the Will by the person signing on behalf of the testator, as well
as the witnesses, must take place in the presence of the commissioner of
oaths. Where the testator signs the Will by making a mark, the certificate of
the commissioner of oaths must be appended to the Will.
Blind persons
There is no specific provision for the signing of a Will by a blind person. If he is
able to sign his name in the appropriate place, then on the face of it, his Will
should be valid and accepted by the Master. It is suggested, however, that it
would be prudent for a commissioner of oaths to certify the Will in the same
way as he would the Will of a person who is unable to sign.
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Proprietary provisions of a Will
In these provisions, the testator indicates how he wishes his estate to devolve.
He can do this by bequeathing assets directly or subject to conditions.
A direct bequest of a specific asset is known as a legacy,
legacy and the person
nominated to receive the benefit is a legatee. The balance of the assets
remaining in the estate after payment of liabilities and claims, and after the
legacies have been catered for, is called the residue of the estate.

All Wills

should have a clause dealing with the residue of the estate to ensure that all
the estate assets are devolved via the Last Will and Testament.
Also note the importance of nominating alternative legatees: If no alternative
legatee is nominated and the legatee named is unable to receive the benefit
(e.g. if he predeceases the testator), the subject of the legacy will fall into the
residue of the estate unless the legatee is a descendant of the testator, in
which case his descendants, if any, shall be entitled to the benefit, unless the
context of the Will indicates otherwise. This may not be in line with the wishes
of the testator.
On a practical note, a long list of specific bequests is not always wise, as the
size of the residue (after legacies and debts) may not be sufficient. This is
particularly important where the residual heir is the spouse or another
dependant. The financial adviser has an important role to play by calculating
the size of the residue (considering all estate liabilities) and whether this
inheritance will meet the objectives of the client. The client may not be aware
of all or realise the quantum of liabilities and taxes payable on death. Cash
legacies will also place further pressure on the liquidity needs of the estate.
A bequest may be made with certain conditions attached to it. The effect of
such a bequest is that the heir is at liberty to accept the inheritance and to
fulfil the condition, or to refuse the bequest. Examples of conditions: leaving an
asset to a legatee subject to the payment of a bequest price, or subject to a
limited interest (such as a usufruct or fideicommissum).
A bequest price will obviously only make sense if the legatee will have access
to sufficient funds to pay the bequest price. Otherwise, a bequest price is an
ideal solution where the client has an asset that is not easily divisible and
insufficient other assets to ensure beneficiaries benefit equally from his estate.
When a client contemplates adding a condition to a bequest, he must be made
aware of the consequences. For example, he must remember that the
inheritance must be managed by the executor until the legatee fulfils the
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condition. Also, ask the client what should happen if the condition is not met.
A condition without an alternative beneficiary is without force. The client must
stipulate what must happen with the legacy if the condition is not met.
The use of limited interests must be carefully considered, due to the limitations
placed upon the legatees or heirs.

Where, for example, a testator leaves his

farm to his son on the condition that upon his death (the son’s death) it must
go to his grandchild (the son’s child), a fideicommissum is created.

In this

case, the son’s actions are limited by his son’s rights (the property cannot be
alienated or mortgaged) and the grandson receives no benefit until his father
dies. Also, where property is left to, say, a son subject to a usufruct in favour
of his mother, the son will not be able to use the property as security for
financing purposes. Leaving assets subject to their being held in trust may be
more practical.
A testamentary trust is formed where an individual wants to place assets in a
trust for specific beneficiaries in terms of a Will (mortis causa). This type of
trust only comes into effect after the death of the testator.
Testamentary trusts are ideal to protect the inheritance of minors. The
bequeathed assets are protected until the beneficiary reaches majority age, i.e.
18 years.

Unless alternative provision to the satisfaction of the Master is

made, any benefits payable to minors under a Will must be placed in the
Guardian's Fund. The security offered by this Fund can be to the detriment of
flexibility with regard to the investment and distribution of the funds held.
A testamentary trust is also a useful tool if the testator wants to prolong the
time period before the actual asset transfers to the beneficiary, as the
testamentary trust can be structured in such a way that the inheritance only
passes to the beneficiary at an age older than 18, i.e. when the beneficiary
turns 25.
The problem of beneficiaries lacking business experience can also be overcome
by placing the estate assets under the control of experienced trustees who will
ensure that the testator's business will continue to operate under sound
management for the benefit of the beneficiaries.
In terms of the Administration of Estates Act, a guardian may not (subject to
consent of the High Court or the Master, depending on the value of the
property) alienate or mortgage any immovable property belonging to his minor
child.

More flexible management is possible of immovable property left to a

testamentary trust.
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The Will contains instructions on how the trust assets should be managed, and
stipulates the powers and duties of the trustees who manage the assets of the
trust on behalf of the beneficiaries. The trustees must exercise the care, skill
and diligence of a person who is managing the affairs of another, and must
have the necessary expertise. When making investment decisions, the trustees
must consider the interests of present and future beneficiaries.
A testamentary trust is a flexible means available to the testator to direct the
payment or distribution of trust income: It may be paid out, in part or in full,
or reinvested, or paid out at the trustees’ discretion.
Testamentary trusts (just like inter vivos trusts) are governed by the Trust
Property Control Act. This Act defines a trust as the arrangement through
which the ownership of the property of one person is, by virtue of a trust
instrument, made over or bequeathed:
•

to another person, the trustee, in whole or in part, to be administered
or disposed of according to the provisions of the trust instrument for
the benefit of the person or class of persons designated in the trust
instrument, or for the achievement of the object stated in the trust
instrument. With this type of trust, the trustee becomes the owner of
the trust assets for the benefit and interests of the trust beneficiary.

•

to the beneficiaries designated in the trust instrument; such property is
placed under the control of another person, the trustee, to be
administered or disposed of according to the provisions of the trust
instrument, for the benefit of the person or class of persons designated
in the trust instrument, or for the achievement of the object stated in
the trust document, but does not include the case where the property
of another is to be administered by any person as executor, tutor or
curator in terms of the provisions of the Administration of Estates Act
66 of 1965. With this type of trust (also called a “bewind” trust), the
trust assets vest in the beneficiary (he or she owns the trust assets)
but the trustees control and administer the assets.

Massing is governed by the Administration of Estates Act 66 of 1965. In terms
of Section 37:
•

Massing may only be created in a mutual Will.

The Act does not

require the parties to be married.
•

The parties may decide to mass the whole or a specific portion of their
estates.

•

The massed estate or assets are then disposed of as a unit, but
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the survivor gets a limited right in return for giving up his estate or
assets massed, which right or benefit the survivor must accept for
massing to take place.
•

The effect of the acceptance (adiation) is that the person who inherits
the massed estate inherits the survivor’s share as if the property had
belonged to the first-dying.

•

The effect of repudiation would be that the survivor may not receive
the benefit (such as the limited interest) from the estate of the firstdying, but he will retain his own estate.

•

The survivor retains his own estate and may dispose of it in any way
he wishes.

The legal effect of massing is that the survivor gives up his or her own property
in return for a different benefit. The value of the property that the survivor
gives up might be more than the value of the benefit received in return. This
could therefore lead to Donations Tax liability. The survivor is also making a
disposal which could lead to a Capital Gains Tax liability. Other taxes might
also become payable (e.g. transfer duty). The use of massing should therefore
be carefully considered.
Considering the asset types when drafting a Will
Business interests
In the case of membership in a close corporation, the interest may be left to a
testamentary trust, provided that no juristic person is a beneficiary of the
trust. (Generally speaking, only natural persons can be a member of a close
corporation.) The executor of a deceased estate with membership interest
must, however, dispose of the member’s interest of the deceased member
subject to the Association Agreement.

This means, for example, that if the

deceased entered into a buy-and-sell agreement, the executor must sell the
deceased member’s interest in terms of that agreement. In the absence of an
Association Agreement, section 35 of the Close Corporations Act applies - the
executor may only transfer the member’s interest to an heir if the heir qualifies
to become a member and if the remaining members have given their consent.
If they refuse to consent, the executor is forced to sell the member’s interest
to the close corporation, the remaining members or an outsider.

This can

leave an heir in a position whereby he qualifies to act as a member but is being
refused the opportunity to act as such by the other members’ failure to
consent, with the result that the interest is sold, contrary to the wishes of the
deceased. It is thus important that business owners with membership in close
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corporations reach an agreement as to what will happen in the event of a
member’s death during their lifetime.
Shareholders in private companies may also have entered into a buy-and-sell
agreement and can therefore also not leave the shares to whoever they want.
They must also consider the Memorandum of Incorporation – it may determine
that a minor may not be a shareholder in the company. The Companies Act
does not have a ‘section 35’ as described above.
Agricultural property – The Subdivision of Agricultural Land Act 70 of 1970
prohibits the subdivision or transfer of ownership of agricultural land in
undivided shares.
Firearms – can only be transferred to a person who holds a valid

firearm

licence.
NonNon-proprietary provisions of a Will
Nomination of executors: The Administration of Estates Act, 1965, governs the
winding up of deceased estates. The executor is the person or institution that is
appointed to handle the winding up of the deceased estate. The executor takes
custody of the deceased's property and financial affairs, advertises for
creditors, determines the solvency of the estate, examines claims, lodges
detailed accounts with the Master for examination, advertises the Liquidation
and Distribution Account for public inspection, pays creditors and distributes
the balance of the estate to the legatees and heirs.
The executor is entitled to charge a fee based on a tariff set by the Master of
the High Court which currently amounts to 3.5% plus 14% VAT (if the executor
is a VAT vendor) on the gross value of the assets he deals with in the
liquidation and distribution of the estate. Where a beneficiary is nominated to
receive the proceeds from a life/endowment policy, the proceeds are paid
directly to the nominated beneficiary.

Therefore, the executor will not be

entitled to a fee on the value of the policy.
Waiver of security: The Administration of Estates Act also provides that the
Master may require the executor to find security to the satisfaction of the
Master in an amount determined by the Master for the proper performance of
his functions. Security for the proper performance of the executor’s functions
is, however, not required if it is waived, or where the executor nominated is a
parent, spouse or child of the deceased. If it is not waived or where the Master
believes there is good reason to require security, the Master will not grant
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Letters of Executorship until security is given. Security is usually given in the
form of a guarantee or fidelity insurance by a short-term insurance company,
for the gross value of the estate. Trustees are also required to provide security
to the Master, unless exempted from doing so in the Will.
Power of assumption:This
power is required so that the executor appointed in
assumption:
terms of the Will can nominate another administrator to assume his position.
Nomination of guardian:

Testators with minor children can provide for the

nomination of a guardian/s in their Will.
Protection of property (and income if stipulated): This is a clause that
stipulates that an inheritance shall not fall into the joint estate of the
beneficiary and his or her spouse.

10.4

ESTATE DUTY

10.4
10.4.1 Introduction
Estate duty is levied on the dutiable amount of a person's estate which is
determined as follows:
•

Determine the value of all property of the deceased.

•

Add the value of all deemed property of the deceased.

•

Deduct the allowable deductions giving the net value of the estate.

•

Deduct the allowable abatement (R3 500 000 per spouse), giving the
required dutiable estate.

•

Calculate 20% of the dutiable estate, giving the estate duty payable.

10.4
10.4.2 Property in the deceased estate
Property means any right in or to property, movable or immovable, corporeal
or incorporeal. This includes ownership and any other right in property such as
usufructs.
Corporeal property is property which is tangible, for example, vehicles,
buildings and personal effects, while incorporeal property is property which is
intangible, for example, shares and investments.
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All assets belonging to a person who is ordinarily resident in South Africa at the
date of his death will fall into his estate, no matter where those assets are
situated.
A usufruct is created when the ownership of a property is left to one person
(the bare dominium holder) and the right to the use and enjoyment of the
property to another (the usufructuary).

If Piet, for example, bequeaths his

farm to his son, Paul, subject to the condition that his spouse shall have the
sole use and usufruct thereof during her lifetime, Paul will be the bare
dominium holder and his mother the usufructuary. He becomes the owner of
the farm, but may not use it.
but she may not sell it.
the ownership.

His mother can use the farm for her own benefit

Paul gets a vested right to the farm – he is entitled to

He has bare ownership – nude of the right of enjoyment.

Enjoyment of the farm is postponed until his mother dies. When she dies, Paul
will become the full owner of the farm. Should Paul predecease his mother, the
ownership of the farm will pass to his heirs, subject to the usufruct in favour of
his mother until her death.
The value of the bare dominium will be included in Paul’s estate. Also, when
his mother dies, the value of the usufruct will be part of her estate for estate
duty purposes.
A fideicommissum is a bequest of property to a person (the fiduciary) on
condition that on the happening of an event (normally the death of that
person) the property must go to another person (the fideicommissary).

The

fiduciary has ownership of the property but it is subject to the fideicommissum.
He may only alienate or mortgage the property subject to the fideicommissum;
furthermore, he (or his executor) must transfer the property to the
fideicommissary on the happening of the event (normally the death of the
fiduciary).

Prior to the death of the fiduciary, the fideicommissary does not

have a vested right to the property, but only has a spes (i.e. a hope) of
acquiring ownership in the future.

If he dies before the fiduciary, his estate

does not have any rights to the property. The fiduciary will then become the
full owner of the farm. If the fiduciary passes away before the fideicommissary,
the fiduciary rights will form part of his estate for estate duty purposes.
Usufructuary and fiduciary rights are similar as both owners have the use and
enjoyment of the property for their lifetime.

They differ in that, whereas a

usufructuary can never automatically acquire any greater right in the property,
a fiduciary's right may in his lifetime become full ownership where the
fideicommissary dies before him. The rights of the other persons concerned,
namely,

the

bare
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dominium

holder

and

the

fideicommissary,

differ

343

considerably. In the case of a usufruct, the bare dominium holder has a vested
right,

though

his

enjoyment

is

postponed,

whereas

the right

of

the

fideicommissary is not vested and is merely a spes (hope).
The usufructuary and fiduciary rights are valued in terms of section 5(2) of the
Estate Duty Act.

First, the annual value of the right is determined by

multiplying the fair market value of the property by 12%. (A lower rate may
be used if the Commissioner is satisfied that the property cannot be expected
to yield 12% per annum.) The annual value is then capitalised over the lifetime
of the person who benefits as a result of the death of the holder of the limited
interest.
Certain annuities are also included in an estate for estate duty purposes. An
annuity may be defined as the right to a fixed or determinable annual payment
(which may be divided into instalments) which is repetitive, i.e. payable from
year to year for some period, and chargeable against some person or some
property or fund.
person
son on the
Annuities not charged against property but payable to another per
annuitant’s death are included in the annuitant’s estate. They will be included
at the present value of the annuity over the shorter of a fixed period or the life
expectancy of the subsequent holder. An example is where a testator leaves
his estate to a person (A), subject to the condition that he pays another (B) an
annuity of, say, R120 000 per annum and in the event of that person’s death,
the annuity must be paid to C for 10 years. A becomes the absolute owner of
the property, but is subject to the personal obligation to pay B R120 000 per
annum until B’s death. His duty to pay the annuity is in no way connected with
his position as owner of the property. In the event of B’s death, the value of
the annuity that will pay to C for a period of 10 years will be included in B’s
estate.
The annuity must be valued over the shorter of the fixed period of 10 years or
C’s life expectancy.

Assuming that 10 years is the shorter, the value to be

included in B’s estate will be R120 000 x 5.6502 = R678 024.
(The tables published in the Regulations contain the factors to be used for fixed
terms as well.)
Annuities charged against property burden the property with the payment of
the annuity. For example, a testator may bequeath his farm to A, subject to
the condition that A pays an annuity to B from the income of the farm, until B’s
death. If A were to sell the property to a third party, that person would
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purchase the property subject to the annuity. The valuation of this annuity will
depend on whether the annuity must be paid to someone else or whether the
annuity ceases. Where the annuity is payable to someone else, the annuity will
be valued over the life expectancy of the person who will receive the annuity
upon the death of the previous annuitant. Where the annuity ceases, the life
expectancy of the person who owns the property is used.
Annuities not charged against property and not payable to someone else on the
annuitant’s death simply cease. They are not property for estate duty purposes
and do not need to be valued.
Annuities payable from retirement funds are also not subject to estate duty.
In the case of spouses married in community of property, the assets of the
estate belong in equal shares to both spouses. Thus only half of the joint estate
is property of the deceased and only this half is subject to estate duty.
Fiduciary and usufructuary rights and property belonging to the deceased
spouse only (not part of joint estate) will be fully included in the estate of the
deceased spouse.
10.4
10.4.3 Deemed property in the deceased estate
On the death of a person, not only is his ‘property’ included in his estate for
estate duty purposes, but also certain property which is deemed to be property
under the provisions of the Act, namely:
•

certain domestic policies on the life of the deceased.

•

property donated under a "donatio mortis causa".

•

accruals in terms of the Matrimonial Property Act.

•

property which the deceased was competent to dispose of for his
benefit or for the benefit of the estate.

In respect of the estate of a person who dies on or after January 2009, benefits
payable by pension, provident and retirement annuity funds will no longer be
deemed property in the estate of the deceased. The definition of property was
also to specifically exclude so much of any benefit which is due and payable by,
or in consequence of membership or past membership of any pension fund,
pension preservation fund, provident fund, provident preservation fund or
retirement annuity fund on or as a result of the death of the deceased.
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Life assurance policies on the life of the deceased (section 3(3)(a))
So much of any amount due and recoverable under any policy of insurance
which is a 'domestic policy' is, subject to certain exclusions, deemed to be
property of the deceased. The Act does, however, provide that all premiums
paid plus 6% compound interest thereon will be allowed to be deducted from
the gross proceeds of the policy on a deceased's life, where:
•

someone other than the life assured must have paid the premiums on
the policy, and

•

the person who paid the premiums must be entitled to the proceeds of
the policy.

Only that portion of the proceeds of the policy which exceeds the premiums
paid plus 6% is deemed to be property for estate duty purposes.
Let’s look at an example:
Mr Jones, the beneficiary of a policy on the life of his father, has paid premiums
of R2 400 (including 6% per annum compounded interest) on the policy at the
date of his dad's death. The policy was taken out two years ago. The proceeds
of the policy are R150 000. The amount to be included in his dad’s estate is
calculated as follows:
Full amount due under policy

R150 000

LESS:

R2 400

Premiums paid by beneficiary plus 6%
Amount to be included in estate

R147 600

Exceptions to the rule that insurance policies due and recoverable are included
as deemed property:
•

The proceeds of a policy on the life of the deceased, recoverable by a
surviving spouse or child of the deceased under a duly registered
antenuptial or post-nuptial contract, are excluded from deemed
property.

•

The proceeds of policies used to fund buy-and-sell agreements
between shareholders, members of close corporations or partners are
excluded from deemed property provided that:
o

the policy was taken out or acquired by a person who, on the
death of the deceased, was a partner of the deceased or held
any share or like interest (for example, a member's interest in
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a close corporation) in a company in which the deceased at the
time of his death held any share or like interest.
o

the purpose of the policy was to acquire the whole or part of
the deceased's interest in a partnership, or the deceased's
share or like interest in the company or close corporation and
any claim by the deceased against the company or close
corporation.

o
•

no premium on the policy was paid or borne by the deceased.

The proceeds of policies in which the deceased, his family or family
company had no interest in are not deemed to be his property for
estate duty purposes, provided that:
o

such policy was not effected by or at the instance of the
deceased.

o

no premium on such policy was paid or borne by the deceased.

o

no amount due or recoverable under such policy has been or
will be paid into the estate of the deceased.

o

no amount due or recoverable under such policy will be paid to,
or utilised for the benefit of any relative of the deceased or any
person

who

was

wholly

or

partially

dependent

for

his

maintenance upon the deceased, or any company which was at
any time a family company in relation to the deceased.
A ‘family company’ is a company which is not quoted on the stock exchange
and which was controlled or capable of being controlled directly or indirectly by
the deceased or by the deceased and one or more of his relatives.
‘Relative’ means the spouse of such person or anybody related to him or his
spouse with the third degree of consanguinity.
In respect of the second proviso above, namely that no premium must have
been paid or borne by the deceased, it should be noted that a premium will
have been ‘paid or borne’ by the deceased where it has been paid either by
him directly or indirectly by someone else on his behalf out of funds provided
by the deceased for that purpose.
Let’s look at an example:
Suzie holds 40% shares in a company. The balance of the shares is held by
non-family members. It was decided to take out keyperson cover on her life,
due to her specialist IT knowledge.

The proceeds of the policy will not be

deemed property in her estate.
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If the facts were different in that her brother is one of the other shareholders
and he, for example, holds 20% of the shares, then the company will be a
family company in relation to Suzie. She, together with a relative, her brother,
will be able to control the company through their shareholding – which will be
60% in total. The proceeds of the policy will then be deemed property.
Deemed property is added in full to the estate of a deceased who was married
in community of property.

There is one exception to this rule, and that is

policies payable to the joint estate. One-half of the proceeds will form part of
the surviving spouse’s half-share.

Only one-half of the proceeds of policies

payable to the estate should thus be considered when calculating the estate
duty liability of the first-dying spouse.
10.4
10.4.4 Deductions against the deceased estate
The net value of a deceased person's estate for estate duty purposes is
determined by making certain deductions from the total value of all property
and deemed property. The most important ones are:
•

Deathbed and funeral expenses (section 4(a)) – such as medical,
nursing home and expenses relating to the burial or cremation of the
deceased.

•

Debts due within the Republic (section 4(b)) - all claims against the
estate, such as bonds, outstanding tax and other liabilities.

•

Administration charges (sections 4(c) and (d)) - costs of winding up
the estate, such as the costs of realising assets, the costs of debt
collection and executor's fees. Executor’s fees are 3.5% plus VAT on
the gross estate. A fee is payable to the Master only where an executor
is appointed. The fee depends on the value of the gross estate. The
maximum fee of R600 is reached on a value of R203 000.

•

Certain property situated outside the Republic (section 4(e)) – if it was
acquired by the deceased before he became ordinarily resident in the
Republic, or after he first became ordinarily resident in the Republic, by
inheritance or donation, provided that the testator/donor was not
ordinarily resident in the Republic, or property acquired out of the
profits or proceeds from the disposal of the property mentioned above
or out of any income from such property.

•

Bequests to a Public Benefit Organisation (section 4(h)).

•

Accrual claim by the surviving spouse in terms of the Matrimonial
Property Act (section 4(lA)).

•
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‘Spouse’ is defined to be a partner of such a person:
a)

in a marriage or a customary union recognised in terms of the
laws of the Republic, or

b)

in a union recognised as a marriage in accordance with the
tenets of any religion, or

c)

in a same-sex or heterosexual union which the Commissioner
is satisfied is intended to be permanent.

This deduction will be reduced by so much of any bequest or legacy that the
surviving spouse is, in terms of the Will, required to pay to any other person or
trust in terms of the Will of the deceased.
In the case of spouses married in community of property, as we have already
seen, the assets of the estate belong in equal shares to both spouses. Thus
only half of the joint estate is property of the deceased and only this half is
subject to estate duty. It follows that only half of the expenses and liabilities
incurred by the community estate are deductible from the deceased's share of
the estate in determining the net value thereof.

Funeral and deathbed

expenses are, however, deducted in full from the deceased's share of the
estate.
10.4
10.4.5 The section 4A abatement
The dutiable amount of an estate is calculated by deducting R3 500 000 from
the net value of the estate (section 4A). However, where the deceased was at
the time of his death a spouse of a previously deceased person (one or more),
then the abatement is calculated by multiplying R3 500 000 by two, and
reducing it by any abatement used by any one of the previously deceased
spouses.
This provision therefore ensures that any ‘unused portion’ of the abatement is
available in future.
Let’s look at an example:
Mr Murray (not previously married) dies, leaving his wife and three children.
He leaves the family home, valued at R4 500 000, to his wife and the residue
of his estate (R3 000 000) to his children. His estate will not attract any estate
duty as his net estate (R3 000 000) is less than the abatement.
Mrs Murray passes away and leaves her estate of R10 000 000 to her children.
Her abatement will be: R3 500 000 x 2 less R3 000 000 (the abatement used
by her deceased spouse) = R7 000 000 less R3 000 000 = R4 000 000.
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10.4
10.4.6 The calculation of the estate duty liability
Estate duty is payable at a rate of 20%.

The calculation of the estate duty

liability will now be illustrated by way of an example:
Sean and Rita are married out of community of property (without accrual). In
terms of Sean’s Last Will and Testament, he leaves a cash legacy of
R4 000 000 in trust for his children, and the residue of the estate to his
spouse.
Sean’s assets
Primary residence

R5 000 000

Unit trust portfolio

R

Holiday home

R1 200 000

40% share in cc

R4 000 000

500 000

Sean’s liabilities
Bond

R1 000 000

Credit cards

R

50 000

It is assumed that the funeral and deathbed expenses will amount to R25 000
and Capital Gains Tax due to his death, R200 000.
Life policies on Sean’s life
Payable to his spouse

R1 000 000

Payable to his estate

R1 500 000

Payable to his business

R4 000 000

partner*
*This policy was taken out so that the partner could acquire Sean’s
membership in the event of his death. The partner is the owner and premium
payer of this policy.
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CALCULATIONS:
Calculation of executor’s fees:
Sean’s assets
Primary residence

R 5 000 000

Unit trust portfolio

R

Holiday home

R 1 200 000

40% share in cc

R 4 000 000

Plus life policy payable to estate

R 1 500 000

500 000

R12 200 000
3.5% plus VAT

R486 780

Calculation of the residue accruing to the spouse:
The residue consists of assets in the estate reduced by estate liabilities (before
estate duty) and legacies.
Sean’s assets
Primary residence

R 5 000 000

Unit trust portfolio

R

Holiday home

R 1 200 000

40% share in cc

R 4 000 000

Plus life policy payable to estate

R 1 500 000

Less expenses and legacies

R12 200 000

Funeral and deathbed expenses

R

25 000

Executor’s fees

R

486 780

CGT

R

200 000

Bond

R1 000 000

Credit cards

R

Legacy to children’s trust

R4 000 000

500 000

50 000
R 5 761 780

Residue

R6 438 220

Estate duty calculation
PROPERTY
Primary residence

R 5 000 000

Unit trust portfolio

R

Holiday home

R 1 200 000

40% share in cc

R 4 000 000

500 000

R10 700 000
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Plus DEEMED PROPERTY
Life policy payable to spouse

R1 000 000

Life policy payable to estate

R1 500 000

R 2 500 000
R13 200 000

Less DEDUCTIONS
Funeral and deathbed expenses

R

25 000

Executor’s fees

R

486 780

CGT

R

200 000

Bond

R1 000 000

Credit cards

R

Policy payable to spouse

R1 000 000

Residue accruing to spouse

R6 438 220

50 000
R 9 200 000

Net estate

R 4 000 000

Less s4A abatement

R 3 500 000

Dutiable estate

R

500 000

X 20% Estate Duty

R

100 000

The estate duty liability of R100 000 will add to the liquidity needs of the
estate.
10.4
10.4.6 The apportionment of the estate duty liability
The total amount of estate duty payable in respect of any deceased estate is
payable by the executor.

The executor, however, has the right to recover

estate duty paid by him from certain persons entitled to benefit from property
in the deceased estate.
In the case of any fiduciary, usufructuary or like interest (including an annuity
charged upon property) or annuity enjoyed by the deceased, the person liable
for the duty is the person to whom any advantage accrues as a result of the
death of the deceased.
If an amount due under a policy is recoverable by a person (as the policy
owner or beneficiary) other than the executor, such person will be liable for the
duty attributable to the inclusion of the policy proceeds in the deceased estate.
The liability of the other person is calculated by taking the net value of the
property from which that person will benefit, dividing it by the net value of the
estate and multiplying it by the total estate duty liability.
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Let’s look at an example:
The total net value of the deceased estate is R6 000 000 and the total estate
duty payable is R500 000.

Included in the net value of the estate is an

insurance policy of R3 000 000 payable to a family company.

The family

company will thus be liable for: R3 000 000/R6 000 000 x R500 000 =
R250 000. The executor will thus be able to recover this amount from the
family company. The balance of the liability must be paid from estate assets.

10.5

CAPITAL GAINS AND INCOME TAX

A deceased person is treated as having disposed of his assets to his estate at
market value on the date of his death (deemed disposal). Growth assets will
thus attract CGT in the event of the death of a client.
In certain specified instances, a disposal is deemed not to have taken place or
any capital gains can be ignored. Some of these instances are:
•

Assets that are transferred to the surviving spouse qualify for roll-over
relief. This means that the CGT implications will not occur at the date
of death of the owner of the asset, but that it will be deferred until the
ultimate disposal thereof by the surviving spouse.

•

Assets bequeathed by the deceased to a Public Benefit Organisation
approved by the Commissioner.

•

The capital gain or capital loss on the proceeds of a long-term
insurance policy, if the policy was a pure risk policy with no surrender
value would have been disregarded in terms of paragraph 55.

•

An interest in South African pension, provident or retirement annuity
funds.

The annual exclusion is increased in the year of death. The annual exclusion
available in the year of death is currently R200 000.
An estate may also incur a CGT liability if the executor realises or sells an
asset. The base cost of a specific asset (market value on date of death) will be
compared to the amount received on the disposal of the asset. A capital gain
or loss might arise. These capital gains or losses will be locked in the deceased
estate and will be included in the taxable income of the estate (now a duly
registered taxpayer with its own tax reference number).

The effective CGT

rate of an estate is 0%-10%.
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CGT is, as we have seen above, deductible for estate duty purposes. This is,
however, an additional liability that must be considered when the liquidity
needs of an estate are established.
Income received after the date of death will either be taxed in the hands of an
ascertained heir or legatee to the extent that the income is derived for the
benefit of the heir or legatee, or in the hands of the deceased estate. As a
taxpayer, a deceased estate is not entitled to any interest exemptions or
rebates.

10.6

TRUSTS AND ESTATE PLANNING

In this section, we will look at how inter vivos trusts are used as an estateplanning device.

Inter vivos trusts are established during the lifetime of the

founder and are governed by the provisions of a trust deed and provisions of
the Trust Property Control Act of 1988.
Once assets are placed in an inter vivos trust (any asset, preferably a growth
asset such as immovable property or shares), they belong to the trustees who
hold and manage the assets on behalf of beneficiaries.

The value of assets

transferred will not be taken into account when valuing the client’s estate for
estate duty purposes. This is the primary reason why an inter vivos trust is
formed: the separation of certain assets from the personal estate.
Removing assets from the personal estate not only has estate-planning
advantages. It could also keep assets out of the reach of creditors. The trust’s
assets are protected from creditors of the settlor, the trustees and the
beneficiaries. Other costs incurred at death, estate administrative and transfer
costs will also be saved, as assets held in trust will not need to be administered
or distributed to beneficiaries in the event of the client’s death.

The

beneficiaries will also save estate duty as the trust assets are kept out of their
estates.
Assets may be transferred by way of a donation or by way of a sale against an
interest-free loan account. Due to the impact of Donations Tax, donations are
often limited to the annual donation exemption of R100 000.
Where an interest-free loan is used, the effect will be the freezing of the value
in the estate. The original purchase price will be due by the trust to the founder
and if interest free, the value of the loan account will be a static value in his
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estate. The trust is thus used to keep the increase in the value of the assets in
the client’s estate to a minimum. Therefore, the estate duty liability is reduced.
There are three different role players:

the founder, the trustees and the

beneficiaries. The founder is the person who divests himself of ownership of
assets when they are transferred to a trust and is also sometimes referred to
as the settlor or donor.
The trustees manage the assets of the trust on behalf of and in the best
interests of the beneficiaries as stipulated by the powers and duties
contained in the Trust Deed. The trustees must act according to the decisionmaking process prescribed by the Trust Deed. The trustees can only act on
behalf of the trust once the Master has issued Letters of Authority to do so.
There must be at least three trustees and their relationship with the founder
must be such that the estate planner cannot be seen to have control over
the trust assets. The minimum number of trustees required must be
maintained and trustees must be appointed and replaced in terms of the
procedures determined by the Trust Deed.
The independence and above-board independent functioning of the trustees
are important to ensure that the control and ownership of assets are in their
hands and not in the hands of the founder or only one of the trustees.
In Badenhorst v Badenhorst (07/2005) ZASCA 116, the Court had to decide
whether the assets which belonged to the husband (who was a trustee of the
trust under scrutiny) and which had been transferred to a trust during his
marriage could be taken into account in making a redistribution of assets in
terms of section 7 of the Divorce Act.
The Court held that, in order to succeed, the wife would need to prove:
•

that the husband controlled the trust and that

•

but for the creation of the trust, he would have acquired and owned
the assets in his own name.

It was thus necessary to examine:
•

the Trust Deed with regard to who the trustees were and what their
powers were.

© INSETA– RE 7 Version 12a

355

•

each asset transferred to the trust, as to when and how such asset
was acquired and the circumstances surrounding the transfer of that
asset to the trust.

•

how the trust was administered between the time of its creation and
the date of divorce.

A trust should be managed and controlled as an independent entity. If it is
shown that the founding spouse controlled the trust and administered it as if
it were his own assets, the Court can and will redistribute trust assets in a
divorce. In this case, the Court found in favour of the spouse.
The inter vivos trust is set up as a discretionary trust – this means the
trustees decide what and how much to distribute to beneficiaries, depending
on changes in both the legislative environment and in the beneficiaries’
circumstances. If the founder is also a capital beneficiary, it is even more
important to establish that he cannot be seen to be able to control the trust
assets. This is not only important for protection against creditors, but also for
estate planning reasons.
In terms of section 3(3)(d) of the Estate Duty Act, property shall be deemed
to be property of the deceased if he was, immediately prior to his death,
competent to dispose for his own benefit or for the benefit of his estate. For
this section to apply, the founder:
•

must have held the necessary power to dispose of property, and he

•

must have been able to dispose of the property for his own benefit.

The founder shall be deemed to have been competent to dispose of any
property if he had the power to dispose of trust assets as he saw fit, or if he
retained the right to revoke or vary the provisions relating to such property.
When deciding whether to set up a trust or not, the potential benefits must
be weighed up against the costs. The actual costs will depend on the
circumstances and will include some or all of the following:
•

Fees for drawing up of the Trust Deed.

•

Transfer

costs

(for

example,

transfer

duty/VAT/stamp

duty,

conveyancing fees, legal costs). The costs will depend on the type of
asset being transferred.
•

Capital Gains Tax on the sale or donation of the asset.

•

Donations Tax if the asset is donated to the trust.

356

© INSETA– RE 7 version 12a

The main financial benefit is the pegging of the growth of the founder’s estate
when growth assets are transferred to an inter vivos trust. Potential estate
duty can thus be limited. Other benefits already mentioned are the saving of
the costs of successive administrations of estates and quicker, less costly
distribution of assets to beneficiaries.

10.7

THE ESTATE PLANNING PROCESS

10.7
10.7.1 Step 1: Establish goals and estateestate-planning objectives
The complexity and size of the estate and client circumstances will influence
the

client’s

objectives.

In

some

cases,

the

straightforward Will and sufficient life assurance.

client

might

require

a

In other cases, the need

could be for more complex planning such as establishment of trusts. Estate
planning objectives could comprise the following:
•

Meeting the succession and asset division needs considering the
client’s personal circumstances.

•

Meeting estate liquidity needs to support efficient succession and
adequate funds to meet estate liabilities.

•

Ensuring that dependants will be able to maintain their standard of
living.

•

Provision for guardianship and maintenance of minor children.

•

Protection of inheritance against insolvency and future spouses of
heirs.

•

Minimising estate duty.

10.7
10.7.2 Step 2: Gather financial data
The data collected may deepen the estate-planning objectives.
Personal information,
information such as details regarding dependants and family
dynamics, may point to specific needs regarding the distribution of the client’s
wealth. Personal details of the client, spouse/partner, any dependants and
other important role players such as legatees must be obtained. The client’s
marital regime has a huge impact on the distribution of his estate, costs and
duties payable. In case of clients previously married, divorce orders may be
relevant to establish outstanding obligations and maintenance responsibilities.
In case of minor children or other beneficiaries whose inheritances must be
protected, the use of a trust may be required.
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Comprehensive information on assets and liabilities such as the market value
and base cost (for Capital Gains Tax calculations) of assets will be required.
Detail regarding income-generating assets, such as rental property, must also
be gathered.
When it comes to business relationships,
relationships, the business entity used, the value of
the client’s share/interest, the value of credit and debit loan accounts as well
as legal agreements (such as a buy-and-sell agreement and other business
assurance solutions) becomes relevant. The existence of these agreements not
only has an impact on the deceased’s estate duty calculation, but may also
affect the distribution of his estate and the liquidity available in the estate. In
the case of a buy-and-sell agreement, it may be necessary to check that the
valuation reflects the current value of the business and not some historical
value, and that sufficient cover is in place to fund the agreement.
The policy and investment schedule,
schedule, with details regarding the cover amounts,
premiums and, in particular, beneficiary nominations for ownership and
proceeds, will be required. The beneficiary nominations are not only relevant
for the executor's fee calculation, but also when the value of a joint estate is
calculated, and when the size of a beneficiary/dependant’s inheritance is
calculated. Retirement fund details and, in particular, death benefits (whether
income or capital) payable on the death of the member will be required to
establish whether the dependant/s will be able to maintain their standard of
living.

It must be remembered that section 37 of the Pension Funds Act

creates mandatory procedures that override a fund member’s freedom of
testation. The financial position of an heir to a client’s estate can be
compromised by the ability of fund trustees to decide who are dependants and
the percentage distribution to each dependant in cases where there is more
than one.

A client may have assumed that perhaps his widow would be

considered his sole dependant and that retirement products would provide
adequately for her future support. If other dependants are identified by fund
trustees, this assumption could be fatally flawed.
The client’s Last Will and Testament must be checked against the client’s
current wishes for the distribution of assets on death. His current wishes will
of course impact the analyses, such as the calculation of estate duty and
Capital Gains Tax liabilities, and also the liquidity analysis.
Where the client has established an inter vivos trust,
trus a copy of the Trust Deed
should be gathered. This will enable the adviser to establish who the trustees
are and that the required number of trustees is in place. In addition, details of
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the financial affairs of the trust, including the assets owned by the trust and
the existence of debit and/or credit loan accounts should be gathered.
Income and/or
and/or capital needs to maintain the family's standard of living, pay for
children’s education and other needs must be ascertained.
10.7
10.7.3 Step 3: Analysis
The analysis of the client’s estate will include establishing the client’s net worth
at death, calculating potential liabilities, expenses and taxes owing at death
(executor’s fees, accrual claim, Capital Gains Tax, estate duty, etc.),
calculating the capital needs of beneficiaries and establishing the liquidity
position of the estate at death.
During this step, the Will of the client should be reviewed for validity, whether
it supports the efficient distribution of the estate (in other words, whether it is
practical) and whether it meets the needs of the client.
Let’s look at an example:
You have gathered the following information regarding your client, Clint. He is
40 and is married out of community of property (without the accrual system)
to Emma (38). They have two children, Diana (3) and Sarah (5).
Clint assumes that his wife will inherit sufficient capital via his life assurance
and pension portfolio. He therefore wishes to amend his Will so that his entire
estate goes to his children.
Clint’s assets
Primary residence

5 500 000

Business (50% interest in cc)

2 500 000

Vehicle

500 000

Investment portfolio

900 000

Furniture and personal effects

200 000

There is a bond of R800 000 outstanding against his primary residence.
Emma does not have a substantial estate of her own.
Policy

Owner

Life Assured

Life cover

Beneficiary

Life 1

Clint

Clint

R700 000

Emma

Life 2

Clint

Clint

R200 000

Clint

R2 000 000

RA
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Capital Gains Tax and Income Tax liabilities in the event of death are calculated
and estimated to be R500 000.

As Clint intends to leave his estate to his

children, his estate will not be entitled to roll-over relief.
Funeral and deathbed expenses are estimated to be R25 000.
Calculation of estate administration costs
Clint’s assets
Primary residence

R5 500 000

Business

R2 500 000

Vehicle

R

500 000

Investment portfolio

R

900 000

Furniture and personal effects

R

200 000

Life policy 2

R

200 000

R9 800 000
3.99% on gross value

R

391 020

The executor’s fees will thus amount to R391 020. Master’s fees will amount to
R600. Note that, although we are using a total of R391 620 estate
administration costs in this example, it could be higher in practice due to other
costs, such as advertising and transfer costs incurred in the liquidation and
distribution of the estate.
Calculation of estate duty
PROPERTY
Primary residence

5 500 000

Business

2 500 000

Vehicle

500 000

Investment portfolio

900 000

Furniture and personal effects

200 000

Plus DEEMED PROPERTY
Life policy to spouse

700 000

Life policy to estate

200 000

GROSS ESTATE

900 000
10 500 000

Less DEDUCTIONS
Estate administration costs
Deathbed and funeral expenses

391 620
25 000

Capital Gains Tax

500 000

Bond

800 000

Life policy to spouse

700 000
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NET ESTATE

8 083 380

LESS ABATEMENT (Section 4A)

3 500 000

DUTIABLE ESTATE

4 583 380

ESTATE DUTY @ 20%

916 676

The calculation of estate
estate liquidity
Liquidity need
Administration costs

391 620

Deathbed and funeral

25 000

expenses
Capital Gains Tax

500 000

Bond

800 000

Estate duty

916 676
2 633 296

Liquidity available in the estate
Policy payable to the estate

200 000

Investment portfolio

900 000

SHORTFALL

1 100 000
(1 533 296)

Note that it was assumed that the investment portfolio is in fact liquid. The
implications of realising investments on death must be discussed with the client
i.e. if market-related, the full value may not materialise; if it was earmarked
for a specific goal (such as the education of the children), separate or
additional funding will be required. The liquidity shortfall will lead to the forced
sale of assets. The untimely and forced sale of assets could lead to realisation
of assets at below market value prices. In practice, the executor will give the
heirs the chance to pay in the shortfall before selling any assets. In this case,
the children will most probably not be able to obtain financing.
Capital needs analysis
A financial planning exercise should be conducted to determine whether the
surviving spouse’s inheritance will in fact be sufficient to support her needs.
It should also be noted that spouses and children qualify as dependants and
that, in most cases where minor children are involved, a portion of the RA
benefit will be allocated to them.
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Emma’s right to institute a claim against the estate in terms of the
Maintenance of Surviving Spouses Act must also be explained.
Testamentary analysis
The implications of leaving business interests to minor children must be
discussed. The children will not have the capacity to become involved in the
business, and Clint’s co-member in the cc may refuse to accept them as heirs.
This situation can be prevented by making provision for a buy-and-sell
agreement. Provision must be made for the supervision of the business whilst
the appointment of the executor is finalised.
As the main beneficiaries will be minor children, the Will must be reviewed to
ensure that a testamentary trust for the management and protection of their
inheritance is set up.
His spouse will be the guardian of the children in the event of his death. The
Will should be reviewed to ensure that a guardian is nominated in the event of
both of them dying.
10.7
10.7.4 Step 4: Develop recommendations
Liquidity and capital shortfalls can be addressed with additional life cover.
Whether to add a beneficiary and who the beneficiary should be must form part
of the recommendation. The life cover amount might need to be adjusted to
make provision for estate administration costs and estate duty.
The shortfall must be divided by 0.768 to determine the actual liquidity
required to cover the shortfall as well as the additional estate duty and
administration costs attracted by the policy.
Testamentary planning will include recommendations regarding current and/or
suggested clauses which will be covered here.
Estate planning strategies most appropriate to circumstances must be
recommended and a rationale for the motivation must be included.

All

implications, advantages and disadvantages, costs, etc. must be explained and
disclosed.
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Back to our example:
It should also be noted that bequests to spouses give rise to a section 4(q)
deduction.

Leaving some assets to Emma can also alleviate the estate duty

liability on Clint’s death.
It is suggested that a discussion of the advantages of changing the
testamentary provisions be entered into with care.

The testator should be

made aware of the impacts and benefits of, for example, leaving his estate or a
bigger portion of it directly to his spouse, and he should weigh it up against his
children inheriting his estate on his death.
Clint’s estate is sizeable and contains growth assets which will increase his
liability for estate duty over time.

The use of an inter vivos trust for future

growth assets or to transfer current growth assets may be recommended. A
calculation and careful consideration of costs against potential benefits will be
required.
10.7
10.7.5 Step 5: Implement recommendations
Here the client and planner agree and make an informed decision on the next
steps.

The responsible parties for implementation, roles and responsibilities

and time frames will be agreed.
Implementation steps may include:
•

taking Will instructions and submitting it to a specialist for an updated
Will - it should be agreed who will draft the Will, who will be nominated
as guardian, trustees and executor, and when you or another party will
proceed to draft the Will. A follow-up meeting for the execution of the
Will should be arranged.

•

facilitating the setting up of an inter vivos trusts if appropriate - the
services of a professional will be employed. The responsible parties for
implementation, roles and responsibilities and time frames should be
agreed upon.

•

taking out the necessary life cover, etc. to address liquidity needs.

•

amending beneficiary nominations (where applicable) to address
liquidity needs and/or address estate duty impacts.

10.7
10.7.6 Step 6: Review
Periodic review is of utmost importance as changes occur in clients’ daily lives.
Changes in asset structure, dependants and other personal circumstances will
necessitate an earlier review.
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Summary
Estate planning is about arranging your affairs in such a manner as to ensure
the efficient distribution of your estate so that your beneficiaries may enjoy the
maximum benefit from your estate.
Clients married in community of property must remember that their assets are
co-owned. The bequests of assets not easily divisible should be carefully
considered.

Clients married out of community of property with accrual must

remember that their freedom of testation may also be hampered in the case of
an accrual claim.
Retirement benefits are subject to the provisions of the Pension Funds Act, and
will not form part of an estate for testamentary or intestate succession.
The Maintenance of Surviving Spouses Act, 1990,
1990, also limits a client’s freedom
of testation, as spouses may have a claim for maintenance if they are
disowned.
The Wills Act determines that, unless you specifically provide otherwise, a
bequest to your divorced spouse will be cancelled only if you die within three
months of the divorce.

This gives a divorced person three months after the

divorce in which to amend his Will.

If the Will is not changed within three

months after the divorce, the divorced spouse will benefit as indicated in the
Will.
Intestate rules (in terms of the Intestate Succession Act 81 of 1987) will
govern the succession of the estate if the client dies without a valid Will:
•

If there is a surviving spouse and no descendant, the spouse inherits
the entire estate.

•

If there are descendants but no surviving spouse, the descendants
inherit the entire estate by representation.

•

If there is a surviving spouse and there are descendants, the spouse
inherits the greater of a child’s share or R125 000.

•

If there is no surviving spouse and no descendants, the deceased’s
parents inherit the estate.

If one parent has already died, leaving

descendants, the descendants of the deceased parent inherit one half
by representation and the surviving parent, the other half.
•

If there is no surviving spouse, no descendants and no parents, the
deceased’s siblings and their descendants inherit by representation.
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•

Failing a surviving spouse, descendants, parents, siblings and their
descendants, the deceased’s closest blood relations will inherit in
equal shares.

Testate succession
Legacies are direct bequests of a specific asset. The residue of the estate is
the balance remaining after payment of liabilities and claims, and after the
legacies have been catered for.
Bequests may be made subject to conditions, such as the payment of a
bequest price.

The legatee or heir has the option to accept the inheritance

with the condition or to decline the inheritance.

The testator must indicate

what must happen to the legacy/residue if the legatee/heir should refuse to
take it.
Usufructs and fideicommissums are examples of limited interests. A usufruct
is created when the ownership of a property is left to one person (the bare
dominium holder) and the right to the use and enjoyment of the property to
another (the usufructuary). A fideicommissum is a bequest of property to a
person (the fiduciary) on condition that, on the happening of an event
(normally the death of that person), the property must go to another person
(the fideicommissary).
A trust that is created in a Will comes into being only after the death of the
testator. It is known as a testamentary trust.
trust A testamentary trust is useful
to protect the inheritance of minors and where the testator wants to prolong
the time period before the actual asset transfers to the beneficiary.
Massing is where parties mass their estates or a portion which is then
disposed of as a unit, but subject to a limited right in favour of the survivor.
The survivor must adiate for massing to take place. The survivor’s estate or
portion will then go to the heir. If the survivor repudiates, he will not receive
the limited interest from the estate of the first-dying, but he will retain his
own estate or portion.
Testators must also consider the types of assets they own when drafting a
Will:
Section 35 of the Close Corporations Act stipulates that the executor may only
transfer the member’s interest to an heir if the heir qualifies to become a
member

and

if

the
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remaining

members

have

given

their

consent.
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Alternatively, the executor is forced to sell the member’s interest to the close
corporation, the remaining members or an outsider.
Farm land cannot be subdivided, and firearms can only go to persons who may
obtain a licence.
Executors are responsible for the winding up of deceased estates.

They take

custody of the deceased's property and financial affairs, advertise for creditors,
determine the solvency of the estate, examine claims, lodge detailed accounts
with the Master for examination, advertise the Liquidation and Distribution
account for public inspection, pay creditors and distribute the balance of the
estate to the legatees and heirs, in return for a fee of 3.5% plus 14% VAT on
the gross value of the assets in the estate.
Executors may be required to provide security for the proper performance of
their function. It is generally not if the need for security is waived, or where
the executor nominated is a parent, spouse or child of the deceased.

The

Master has the discretion to require security nevertheless.
Other important non-proprietary clauses in a Will relate to the power of
assumption,
assumption the nomination of a guardian and the protection of property
against the effect of in community of property marriages.
Estate duty is levied on the dutiable amount of a person's estate which is
determined as follows:
•

Determine the value of all property of the deceased.

•

Add the value of all deemed property of the deceased.

•

Deduct the allowable deductions giving the net value of the estate.

•

Deduct the allowable abatement (r3 500 000 per spouse), giving the
required dutiable estate.

•

Calculate 20% of the dutiable estate, giving the estate duty payable.

Property means any right in or to property, movable or immovable, corporeal
or incorporeal. Property is included in the estate at its fair market value.
Usufructuary and fiduciary rights are valued by capitalising the annual value of
the right over the lifetime of the person who benefits as a result of the death of
the holder of the limited interest. Annuities not charged against property but
payable to another person and annuities charged against property are also
included as property. Annuities (and lump sums) payable by retirement funds
are specifically excluded.
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The following are deemed to be the property of the deceased for estate duty
purposes:
•

Certain domestic policies on the life of the deceased – unless it is
recoverable

under

spouse/children;

an

antenuptial

buy-and-sell

or

policies

postnuptial

meeting

the

contract

by

requirements,

keyperson policies meeting the requirements. Where the person who
is entitled to the proceeds also paid the premiums, the amount
included in the estate will be the amount due and recoverable reduced
by premiums plus 6% compound interest.
•

Property donated under a "donatio mortis causa".

•

Accruals in terms of the Matrimonial Property Act.

•

Property which the deceased was competent to dispose of for his
benefit or for the benefit of the estate.

Deductions against the estate for estate duty purposes include:
•

Deathbed and funeral expenses (section 4(a)) – such as medical,
nursing home and expenses relating to the burial or cremation of the
deceased.

•

Debts due within the Republic (section 4(b)) - all claims against the
estate, such as bonds, outstanding tax and other liabilities.

•

Administration charges (sections 4(c) and (d)) - costs of winding up
the estate, such as the costs of realising assets, the costs of debt
collection and executor's fees. Executor’s fees are 3.5% plus VAT on
the gross estate. A fee is payable to the Master only where an executor
is appointed. The fee depends on the value of the gross estate. The
maximum fee of R600 is reached on a value of R203 000.

•

Certain property situated outside the Republic (section 4(e)) – if it was
acquired by the deceased before he became ordinarily resident in the
Republic, or after he first became ordinarily resident in the Republic, by
inheritance or donation, provided that the testator/donor was not
ordinarily resident in the Republic, or property acquired out of the
profits or proceeds from the disposal of the property mentioned above
or out of any income from such property.

•

Bequests to a Public Benefit Organisation (section 4(h)).

•

Accrual claim by the surviving spouse in terms of the Matrimonial
Property Act (section 4(lA)).

•

Property left to surviving spouse (section 4(q))
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“Spouse” is defined to be a partner of such a person:
a)

In a marriage or a customary union recognised in terms of the laws of
the Republic; or

b)

In a union recognised as a marriage in accordance with the tenets of
any religion; or

c)

In a same-sex or heterosexual union which the Commissioner is
satisfied is intended to be permanent.

The section 4(A) abatement is R3 500 000. However, where the deceased was
at the time of his death a spouse of a previously deceased person (one or
more), then the abatement is calculated by multiplying R3 500 000 by 2, and
reducing it by any abatement used by any one of the previously deceased
spouses.
The total amount of estate duty payable in respect of any deceased estate is
payable by the executor.

The executor has the right to recover estate duty

paid by him from certain persons entitled to benefit from the deceased estate.
Capital Gains Tax may become payable upon death, as a deceased person is
treated as having disposed of his assets to his estate at market value on the
date of his death. Assets that are transferred to the surviving spouse qualify
for roll-over relief. Assets bequeathed to a Public Benefit Organisation
approved by the Commissioner, and long-term insurance policy and retirement
fund proceeds are also excluded. For the 2011/2012 tax year, the CGT
exclusion on death is R200 000.
Assets are placed in an inter vivos trust,
trust which belongs to the trustees who
hold and manage the assets on behalf of beneficiaries. There must be at least
three trustees and their relationship with the founder must be such that the
founder cannot be seen to have control over the trust assets. The assets will
belong to and grow in the hands of the trustees, thus resulting in an estate
duty saving.

The inter vivos trust is set up as a discretionary trust – this

means the trustees decide what and how much to distribute to beneficiaries.
The costs of setting up a trust and transferring assets to it include:
•

Fees for drawing up of the Trust Deed

•

Transfer

costs

(for

example,

transfer

duty/VAT/stamp

duty,

conveyancing fees, legal costs). The costs will depend on the type of
asset being transferred
•

Capital Gains Tax on the sale or donation of the asset

•

Donations Tax if the asset is donated to the trust.

368

© INSETA– RE 7 version 12a

The estate planning process contains the following steps:
1.

Establishing the estate planning goals and objectives.

2.

Gathering

relevant

data,

such

as

personal

information,

details

regarding relationships and dependants, assets and liabilities, business
relationships, legal agreements, policy and investment schedules,
details regarding current Wills and Trust Deeds.
3.

The analysis will require a capital needs analysis to establish the capital
required by dependants to maintain their standard of living and
comparing that with their potential inheritance, a calculation of estate
liabilities, such as executor’s fees, estate duty and Capital Gains Tax as
well as a liquidity analysis. The current Will (and where relevant, Trust
Deed) must also be checked against the wishes of the testator.

4.

In this step, recommendations are made based on the analysis
performed and may contain the proposal to effect life cover, make
changes to the current Will and/or estate planning strategies.

5.

In

this

step,

the

client

and

financial

adviser

agree

on

the

implementation of recommendations made.
6.

The final step is the review that should take place regularly and/or
when the personal circumstances of the client change.

Self-Assessment Questions
1.

Sarah was married in terms of the accrual system to Herbert. She died
intestate, leaving her husband and two children. It was calculated that
her estate (net worth R400 000 before calculating the impact of her
marital regime) will be entitled to an accrual claim of R125 000.
a)

Her estate will devolve as follows: Her husband will get
R125 000 (the accrual claim) and her children R200 000 each.

b)

Her estate will devolve as follows: R133 333 to each of her
children and her husband.

c)

Her estate will devolve as follows: R175 000 to each of her
children and her husband.

d)

Her estate will devolve as follows: R133 333 to each of her
children and R258 333 (R133 333 plus R125 000) to her
husband.

2.

Piet’s Last Will and Testament contains the following clause: "I
bequeath my farm 'Lekkerfontein' to my son, Jan van der Merwe,
subject to the condition that, on his death, it shall devolve upon and
become the property of his son, Piet-Jan van der Merwe.
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a)

In the event of Piet’s death, the fiduciary interest is included in
his estate for estate duty purposes.

b)

If Piet-Jan predeceases Jan, Piet-Jan’s heirs will step into his
shoes as heirs of the farm.

c)

In the event of Piet-Jan’s death, the fiduciary interest is
included in his estate for estate duty purposes.

d)

If Piet-Jan predeceases Jan, the farm will become the absolute
property of Jan.

3.

Sipho took out life cover on his friend Thomas’s life with the purpose of
purchasing Thomas’s business from his estate in the event of his
death. Thomas ran the business as a sole proprietor. Thomas agreed
to the arrangement.

The life cover amounts to R2 000 000.

Sipho

paid the premiums of R2 000 per annum out of his own pocket, and
premiums plus 6% at the date of Thomas’s death amounted to R6 000.
a)

Business people who are not partners cannot enter into such
an agreement.

b)

The proceeds of this policy will be excluded from estate duty as
it funds a buy-and-sell agreement.

c)

The proceeds of this policy will be excluded from estate duty as
Thomas did not pay any of the premiums of the policy taken
out on his life.

d)

An amount of R1 994 000 will be deemed property in Thomas’s
estate.

4.

Ria owns a 55% share in a small business, Lemons (Pty) Ltd.

The

business assets are valued at R1 000 000. The business took out a life
policy on her life to cover debts for which she has signed surety.
a)

The value of her shares will be property in her estate, and the
proceeds of the policy will be deemed property in her estate for
estate duty purposes.

b)

The value of her shares will be property in her estate, and the
proceeds of the policy will excluded from her estate for estate
duty purposes as the proceeds will be paid to the owner of the
policy, Lemons (Pty) Ltd.

c)

The value of her shares will be property in her estate and the
proceeds of the policy will be excluded from her estate for
estate duty purposes, as it will qualify as a keyperson policy.

d)

With effect from 1 March 2011, R900 000 of the value of her
shares will be exempted from estate duty (as Lemons (Pty) Ltd
qualifies as a small business), and the policy proceeds will be
deemed property in her estate.

370

© INSETA– RE 7 version 12a

5.

Erik’s Last Will and Testament contains the following clause:

"I

bequeath my farm to my spouse, Janie, subject to the condition that
she pays my children, Zacharias and Stefanus, a bequest price of
R1 000 000 each.”

Janie is the owner of a policy on Erik’s life with

cover of R2 000 000.
a)

The farm and life cover proceeds will be included in Erik’s
estate for estate duty purposes.

b)

The farm and life cover proceeds will be included in Erik’s
estate as property and deemed property for estate duty
purposes, but his estate will be entitled to a deduction for the
full value of the farm and life cover proceeds that accrue to his
spouse.

c)

The farm will be included in Erik’s estate for estate duty
purposes, but the proceeds of the policy will not be deemed
property as his spouse took out the policy.

d)

The farm and life cover proceeds will be included in Erik’s
estate as property and deemed property, and his estate will be
entitled to a deduction for the full value of the farm reduced by
R2 000 000, as well as a deduction for the life cover proceeds
that accrue to his spouse.

6.

Yvonne died and left her estate valued at R4 000 000 to her spouse,
Jan-Hendrik. Jan-Hendrik then passed away and left his estate of
R8 000 000 in equal shares to his new wife and three children.
a)

Jan-Hendrik’s estate will be entitled to an abatement of
R3 500 000.

b)

Jan-Hendrik’s estate will be entitled to an abatement of
R7 000 000.

c)

Jan-Hendrik’s estate will be entitled to an abatement of
R3 000 000.

d)

Jan-Hendrik’s estate will be entitled to an abatement of
R4 000 000.

7.

David passed away on 2 March 2011 leaving an estate consisting of the
proceeds of life assurance policies and shares valued at R500 000. The
base cost of the share portfolio is R250 000. In terms of his Will, he
leaves his estate to his spouse.
a)

No Capital Gains Tax liability will arise due to his death.

b)

A capital gain of R50 000 will be taxed at his marginal tax rate.
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c)

The proceeds of the life assurance policies are exempted from
CGT, and the gain made on the shares will not attract CGT as it
is less than the annual exemption of R250 000 that is available
from 1 March 2011.

d)

A capital gain of R50 000 will be taxed at the estate’s marginal
tax rate.

8.

You performed an estate analysis for a client and found that the
spouse’s inheritance is not sufficient to maintain her standard of living
in the event of your client’s death.

The shortfall amounts to

R2 000 000.
a)

You recommend that life cover of R2 000 000 be taken out and
that the policy proceeds should be paid directly into his estate.

b)

You recommend that life cover of R2 604 167 be taken out and
that the spouse is nominated as the beneficiary of this policy.

c)

You recommend that life cover of R2 000 000 be taken out and
that the spouse is nominated as the beneficiary of this policy.

d)

You recommend that life cover of R2 500 000 be taken out and
that the estate is nominated as the beneficiary.

372

© INSETA– RE 7 version 12a

Self-Assessment Answers
1.

c)

2.

d)

3.

d)

4.

a)

5.

d)

6.

b)

7.

a)

8.

c)
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Chapter

11
Short-term insurance
This chapter covers the following criteria:
KNOWLEDGE CRITERIA
Explain the principle of insurance as it applies to short-term insurance.

SKILLS CRITERIA
Identify the areas of risk to which the client is exposed, and determine the client’s need
for short-term insurance.
Explain the policy wording/s including the concept of excess, underwriting criteria and
types of perils.
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Purpose
In this chapter, we will position short-term insurance as part of financial
planning, review the general principles of insurance law as it applies to shortterm insurance and consider the wording of concepts and clauses found in
short-term insurance contracts.

11.1

THE NEED FOR SHORT-TERM INSURANCE

When an individual owns assets, he is exposed to ‘property risk’. Perils such
as fire, storms or theft may lead to the individual experiencing direct losses
(loss of the asset) or indirect losses (due to the loss of the asset).
Individuals also owe a duty to fellow citizens not to cause them injury or
damage, and will be held liable for losses should they do so. Short-term
insurance is a way to transfer the financial consequences of these risks.
Short-term insurance forms a part of wealth protection, specifically the
protection of one’s property and belongings.
There are various types of short-term policy benefits available to clients.
Policy benefits relevant to a particular client will depend on his asset holdings
and needs. In terms of the Short-term Insurance Act 53 of 1998, a shortterm policy is defined to include an engineering policy, a guarantee policy, a
liability policy, a miscellaneous policy, a motor policy, an accident and health
policy, a property policy or a transportation policy or a contract comprising a
combination of any of those policies.

11.2

GENERAL PRINCIPLES OF INSURANCE LAW

11.2.1 Good faith and duty of disclosure
As we have seen in Chapter 1, the basic rules of contract law apply to
insurance contracts including that of good faith.

This principle states that

neither side to the negotiators should mislead the other.
parties to disclose material facts.

This requires the

Section 53 of the Short-term Insurance Act

No 53 of 1998 stipulates that a policy shall not be invalidated and the
obligation of the short-term insurer shall not be excluded or limited, and the
obligations of the policyholder shall not be increased, on account of any
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representation made to the insurer which is not true, or failure to disclose
information, whether or not the representation or disclosure has been
warranted to be true and correct, unless that representation or non-disclosure

is such as to be likely to have materially affected the assessment of the risk
under the policy concerned at the time of its issue or at the time of any
renewal or variation thereof.
The representation or non-disclosure shall be regarded as material if a
reasonable, prudent person would consider that the particular information
constituting the representation or which was not disclosed, as the case may be,
should have been correctly disclosed to the short-term insurer so that the
insurer could form its own view as to the effect of such information on the
assessment of the relevant risk.
11.2.2 Insurable interest
Insurable interest is about the financial relationship of a person to the subject
matter of the insurance, which is the property or liability referred to in the
contract. The client would have to suffer some financial loss if something
happened to the particular asset and he would have to benefit from it and be
prejudiced by its damage or existence of liability. The insured thus has to have
some financial interest in the asset insured.
The amount of the insurable interest will be the value of the asset.

It is

therefore not possible to insure an asset for more than the actual value of
replacing the asset. With short-term insurance, the insurable interest must be
present at the inception of the policy and at the time of the claim.
11.2.3 Proximate cause
cause
Proximate cause refers to the direct or the dominant cause that resulted in a
loss. It is about the perils which are stated to be covered by the policy. For a
loss to be paid, it must have been caused by an insured event.
11.2.4 Indemnity
Indemnity is the placing of the insured in the same financial position in which
he was immediately prior to the loss. Insurance is not aimed at enriching the
insured.
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This means, for example, that depreciation of assets may be considered by
settling a claim based on the age and condition of the insured item prior to the
loss.
It is, however, possible to insure assets for their replacement value (such as
household contents policies). This means that a higher premium will be
payable.
Excesses may also apply, in which case the insured is responsible for a part of
the loss. It is a form of self-insurance in part.
11.2.5 Subrogation
Subrogation gives the insurer the right to take on the insured's claim and to
sue the negligent party for damages. It is important that this clause is
explained to the insured, as it means that the insured will not be able to lodge
a claim against a third party in his personal capacity.
11.2.6 Principle of Average
The principle of Average will be applied where the insured has under-insured
his assets by reducing the claim in direct proportion to the amount of underinsurance.

11.3

INSURANCE POLICIES

The insurance policy is the evidence of the contract which exists between the
insured and insurer, and may cover different types of benefits. We will discuss
typical benefits, events covered, amounts covered and possible exclusions. It
is, however, important that the terms and conditions of the particular insurer
be examined, when explaining to the client how the policy will address his
short-term needs.
11.3
11.3.1 Building or Home Owner’
wner’s insurance
The owner of or bondholder over a building or home has an insurable interest
in this very valuable asset. It is important that the insured is adequately
covered in the event of the building being destroyed or damaged by fire,
earthquake, flood and/or other insured events.
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Building insurance is required by law on any property that has been financed.
There can be different values assigned to a home or building, such as the
market value (for which it can be sold), purchase value (for which it was
bought) or replacement or reinstatement value (for which it can be rebuilt as
new). There is clearly a difference between the market value of the property,
which includes the stand and its location, as well as the age and condition of
the property, and the actual replacement cost of the building. For insurance
purposes, buildings are insured for their reinstatement value.
Building insurance generally covers damage to or replacement of the actual
structure and all the fixtures and fittings. This means that immovable
structures on the property are generally covered, such as such as walls, roofs,
satellite dishes, aerials, swimming pool, gates and gate motors, underground
pipes and cables. The contents of the building are not covered under this type
of policy benefit.
The insured events will be defined in the policy document and usually include:
•

fire, explosion and earthquake (sometimes an exclusion for earth
tremors following mining activities may apply).

•

acts of nature such as wind, thunder, lightning, storm, hail, flood and
snow.

•

bursting and overflowing of geysers and water pipes.

•

theft.

•

lightning and thunderbolt impact.

•

accidental damage to glass and sanitary ware.

•

alterations and additions.

•

fire brigade charges.

•

subsidence, heave and land slip.

•

temporary accommodation.

•

liability to other people including domestic employees.

11.3.2 Household contents insurance
Household goods include property that belongs to the insured or for which he is
responsible and may include the property of members of immediate family
normally residing with the insured. Business goods may also be covered but
subject to certain limits and conditions.

© INSETA– RE 7 Version 12a

379

The insurer may choose to repair or replace or pay cash. The amount payable
will either be:
1.

replacement cost (‘new for old’) or

2.

current replacement cost considering depreciation.

If the claim is higher than the sum insured, the principle of Average will be
applied. This will, for example, be the case when the insurer decides to pay
the replacement cost and the insured amount is lower.
Insured events will be covered in the policy document and will differ from
insurer to insurer. Examples may be:
•

fire, lightning, explosion.

•

wind, thunder, lightning, storm, hail, flood and snow but not for
property in the open.

•

bursting and overflowing of geysers and water pipes.

•

earthquake, but not if caused by mining.

•

theft if accompanied by forcible violent entry.

•

sudden damage to a building caused by impact, such as a car crashing
through a wall of your home.

Household goods are covered whilst inside a building specified in the schedule
and within the territorial limits of the policy.
11.3.3 All Risks insurance
All Risks insurance is similar to insurance for household goods but provides
wider cover. It is not limited to events such as theft or fire, but also includes
cover for accidental loss or damage. Furthermore, the insurance is not limited
to occurrences on or about the insured’s dwelling.
All Risks insurance can be taken out for expensive specified items or
unspecified items.

Unspecified property may include items such as clothing

and personal effects, but may also exclude certain items such as CDs,
cellphones, spectacles, etc.
In case of specified items, the item will have a separate Sum Insured which will
be the maximum amount of any claim settlement. Specified items may include
items such as jewellery and works of art. At the time of the loss, an insurer will
require some proof of value, such as a quotation or valuation. In case of
unspecified items, the insurer will have the option to pay for the lost or
damaged item, to repair it or to replace it.
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All Risks insurance generally excludes cover for wear and tear, cover for sports
equipment whilst in use, mechanical breakdowns and cash.
11.3.4 Motor insurance
The most common type of Motor insurance includes accidental loss of or
damage to the vehicle, damage to the property of other persons (third party
insurance), and fire and theft risks.
The policyholder normally means the insured and spouse. The regular driver
and registered owner of the vehicle do not have to be the same person.
However, the insurer will need to know who the regular driver is for
underwriting reasons.
The insured will also have to state the description of use or class of use of the
vehicle. If the vehicle is, for example, insured for social and getting to work
use, then business use (such as carriage of passengers for reward, use for
business or in connection with a profession) will not be covered.
It is the insurer’s option to repair, reinstate or replace the vehicle, or any part
of it, or to pay cash.
In the case of partial damage, the normal procedure for the insurer is to
establish that the quote for repairs is reasonable and fair. This is not a policy
based on ‘new for old’; consequently the policyholder may be asked to
contribute, for example, to the cost of replacing tyres or the cost of re-spraying
the entire car, depending on the extent of the damage and the pre-accident
condition.
Insurers will then pay the repairers, less any excess that would normally have
to be paid directly to the repairer by the policyholder.
When the vehicle is damaged beyond economical repair (usually to the extent
of 70% of the value of the vehicle), the insurers treat the vehicle as a write-off.
They will then pay the insured (or finance house) the reasonable retail value of
the vehicle in its pre-accident state. The excess will be deducted from the
settlement. If the insured wants to keep the salvage, the settlement amount
will be reduced.
The insurer will pay the lesser of the maximum indemnity amount shown in the
schedule or the reasonable pre-accident retail value of the vehicle including
spare parts and accessories.
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In the event of a claim, the policyholder must be able to show that the driver
was in possession of a valid driver’s licence or learner-driver’s licence. The
latter must have been accompanied by a licensed driver.
There is no cover if the vehicle is being driven under the influence of alcohol or
drugs.
11.3.5 Personal Liability insurance
Personal Liability insurance provides cover for legal liability in respect of
damages to third parties caused by the insured. Indemnity is provided to the
policyholder (and members of the policyholder’s family that normally reside
with the policyholder) where he becomes legally liable to pay compensation for
the accidental death, injury to or illness of persons or for accidental damage to
or loss of property. Legal costs and expenses are also covered. The contract
will contain a limit of indemnity offered.
Liability arising out of business or profession is excluded – a different policy
benefit for professional liability in case of professional negligence will be
required to cover this risk.
Dishonest, fraudulent or malicious acts, physical assaults by the policyholder,
as well as losses due to the death or injury of the policyholder or member of
his family or an employee arising out of their employment are generally
excluded.
Insured policyholders may generally not admit liability without the written
consent of the insurer.
11.3.6 General exclusions
General exclusions that apply to entire policies include:
•

nuclear risks

•

war, strikes and riots

•

terrorism

SASRIA (South African Special Risks Insurance Association) covers riots and
strikes. The association was formed after 1976 when conventional insurance
companies realised that they could not underwrite the damage from political
terrorism.
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Summary
Short-term insurance is a way to transfer the financial consequences of
property and liability risks.

Short-term insurance falls under the wealth

protection leg of personal financial planning.
Short-term insurance business is governed by the Short-term Insurance Act
53 of 1998.
The insured has a duty to disclose material information, which is information
that, if it was disclosed, would have had a material effect on the assessment
of the relevant risk.
For a short-term insurance contract to come into being, the applicant must
have some financial interest in the asset insured.

The amount of the

insurable interest will be the value of the asset.
For a claim to be paid under a short-term insurance policy, the loss must
have been caused by an insured event stipulated in the contract.
The purpose of short-term insurance is to indemnify the insured, in other
words, place him in the same financial position he was immediately prior to
the loss. That is why the depreciation on assets may be taken into account.
When assets are insured for their replacement value, it is referred to as ‘new
for old’.
Excess payments are a form of self-insurance.
Subrogation is where the insurer takes on the insured's claim and sues the
negligent party for damages.
The principle of Average will be applied where the insured has under-insured
his assets by reducing the claim in direct proportion to the amount of underinsurance.
Building insurance is where the owner or bondholder insures his building
(which will include all immovable structures on the property such as walls,
roofs, satellite dishes, aerials, swimming pool, gates and gate motors,
underground pipes and cables).
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The contents, such as household goods, are covered under the household
goods section. This generally includes property that belongs to the insured or
goods for which he is responsible and may include the property of members of
immediate family normally residing with the insured. The insurer may choose
to repair or replace or pay cash for the replacement cost or the replacement
cost considering depreciation.
All Risks insurance covers losses and damage through a wider range of insured
events, such as theft, fire and accidental loss or damage, whether the goods
are at the insured’s dwelling or not.
The different types of cover available under Motor insurance are accidental loss
of or damage to the vehicle, damage to the property of other persons (third
party insurance), and fire and theft risks.
Personal Liability insurance provides cover for legal liability in respect of
compensation for accidental death, injury to or illness of third parties or
accidental damage to or loss of property caused by the insured.

Self-Assessment Questions
1.

2.

Short-term insurance is a way to address:
a)

personal wealth-creation needs.

b)

property and liability risks.

c)

business life assurance needs.

d)

investment risks.

Choose the correct answer:
a)

A short-term policy shall not be invalidated and the obligation
of the short-term insurer shall not be excluded or limited, and
the obligations of the policyholder shall not be increased, on
account of any representation made to the insurer which is not
true, or failure to disclose information, whether or not the
representation or disclosure has been warranted to be true and
correct.

b)

Any short-term policy may be invalidated and the obligation of
the short-term insurer may be excluded or limited, and the
obligations of the policyholder may be increased, on account of
any representation made to the insurer which is not true.

c)

A short-term policy shall not be invalidated on account of any
representation made to the insurer which is not true unless
that representation or non-disclosure is such as to be likely to
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have materially affected the assessment of the risk under the
policy.
d)

A short-term policy shall not be invalidated on account of any
representation made to the insurer which is not true, unless
that representation or non-disclosure is such as to be likely to
have materially affected the assessment of the risk under the
policy concerned. This obligation rests upon the insured at the
time of the original issue of the policy only.

3.

Choose the correct answer:
a)

Subrogation means that the insured takes on the claim of the
insurer.

b)

The principle of indemnity means that all claims against shortterm insurance contracts cannot exceed the value of an asset
immediately before its loss.

c)

For a person to be able to receive payment on a short-term
insurance policy for a loss of an asset, he must prove that he is
the owner of the asset lost. This is called insurable interest.

d)

When depreciation is taken into account, a claim is settled
based on the age and condition of the insured item prior to the
loss.

4.

Faye lost household goods (insured for R100 000) in a fire. The
insurance company investigated the loss and found that the value of
the goods lost wasR200 000. The settlement amount will be:

5.

a)

R200 000

b)

R100 000

c)

R150 000

d)

R50 000

Harvey’s

daughter,

Shauna

(16),

regularly

drives

his

Honda

unaccompanied.
a)

The vehicle will be covered if it is damaged in an accident as
long as it was disclosed to the insurance company that Shauna
is the regular driver.

b)

The vehicle will be covered if it is damaged in an accident as
long

as

family

members

are

automatically

included

as

policyholders.
c)

The vehicle will not be covered if it is damaged in an accident
as vehicles are only covered if driven by someone with a
driver’s licence.

d)

The vehicle will not be covered if it is damaged in an accident
as Shauna does not have a valid driver’s licence or learner’s
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licence (in which case she had to be accompanied by a person
with a valid driver’s licence.)
6.

The All Risks section of a short-term insurance contract ensures that:
a)

specified and unspecified goods are covered against the perils
stipulated in the contract.

b)

your personal effects are covered against all risks, irrespective
of where the loss or damage occurs.

c)

specified and unspecified goods are also covered against risks
such as nuclear risks, war, strikes and riots.

d)

personal effects are covered as long as the goods are specified
in the contract.

7.

8.

Select the event which will not be covered under Buildings insurance.
a)

Accidental damage to glass and sanitary ware.

b)

Theft of garden furniture.

c)

Damage to the satellite dish due to lightning.

d)

Malicious damage to the swimming pool.

Select the event where indemnity under Personal Liability insurance
will not be provided.
a)

The insured’s dog tore a guest’s evening dress.

b)

The insured’s guests fell ill after a meal prepared by his
spouse.

c)

The insured’s secretary is shocked and burnt by faulty electrical
equipment.

d)

The insured accidentally bumped into a guest who fell down the
stairs and broke her arm.

9.

In the case of Motor insurance,
a)

the insurer will always pay cash as indemnity to the insured.

b)

the policy is to provide ‘old for new’ cover.

c)

excess payments are made to the insured.

d)

the vehicle will be treated as a write-off if damaged beyond
economical repair.

10.

Select the correct statement:
a)

SASRIA covers damage due to riots and strikes.

b)

SASRIA covers damage due to nuclear events.

c)

SASRIA covers damage due to riots, strikes and nuclear
events.

d)
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SASRIA covers all events excluded by short-term insurers.
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Self-Assessment Answers
1.

b)

2.

c)

3.

d)

4.

d)

5.

d)

6.

a)

7.

b)

8.

c)

9.

d)

10.

a)
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Chapter

12
Healthcare needs
This chapter covers the following criteria:
SKILLS CRITERIA
Gather data in terms of risk management including death and/or disability and short-term
insurance by:
•

collecting details of the client’s existing insurance coverage.

•

determining the client’s risk management objectives.

•

determining the client’s tolerance for risk.

•

determining the client’s lifestyle and health issues.

Conduct a basic needs analysis for a client in terms of healthcare needs.
Identify the areas of risk to which the client is exposed, and determine the client’s need
for short-term insurance, healthcare insurance and long-term insurance cover.
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Purpose
Healthcare planning is an important part of sound financial planning for an
individual, and it is a risk need that is often neglected. In this chapter we will
look at important concepts relevant to healthcare planning and the Medical
Schemes Act.

12.1

INTRODUCTION

Healthcare planning forms part of wealth protection, and, in this case, a client
will be protecting himself against financial ruin due to medical expenses.
Considering the prevalence of AIDS, the high cost of medical care in South
Africa and the burdened public health structures, it is impossible not to
appreciate the need for healthcare planning for the individual.
Government started feeling the strain of the healthcare needs of the population
especially because of the impact of AIDS as the public healthcare facilities
became increasingly overburdened. Therefore, the Medical Schemes Act 131 of
1998 and the Medical Schemes Amendment Act 62 of 2002 made provision for
people who were previously excluded from belonging to a medical scheme to
access medical cover.

These changes to the Act (the last of which was

effective from 1 January 2004) widened access to medical schemes for some
individuals who were previously excluded because of the affordability of such
schemes or the risk rating.
Medical inflation has been much higher than the normal inflation rate for the
last decade. If one compares the increases in medical scheme contributions to
the increases in salaries, it becomes clear that the gap between medical
inflation and normal inflation is widening.
The impact of inflation is particularly severe after retirement. Considering the
effect of medical inflation, and the fact that the population’s life expectancy is
generally on the increase, the effect of not belonging to a medical scheme or
some or other form of healthcare planning can have a crippling effect on an
individual’s retirement provision. The claims history from medical schemes is
generally far higher for older members, and it is after retirement that the need
for health care generally starts to increase.
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It is clear, therefore, that it is crucial to make adequate provision for medical
expenses throughout one’s life. An individual can make provision for health
care by way of joining a medical scheme or by taking out medical insurance.
Advising a client to choose the right medical scheme is core to the services
provided by the healthcare broker. It is a complex task and even more so when
you need to recommend a specific option within the medical scheme that will
satisfy the needs of your clients and their families.
The process becomes intricate as the client’s circumstances change, and the
benefits offered, or options, or limits and sub-limits may change.
To advise clients appropriately on medical scheme options, it is important:
•

that you understand and know your client’s needs.

•

that you understand the provisions of the Medical Schemes Act.

•

to understand the entitlement of members to minimum benefits.

•

to continuously evaluate well-performing medical schemes and keep
track of others.

•

to track changes to update annual benefits and options with regard to
benefit changes, limits and sub-limits and new exclusions.

Finally, only brokers licensed by the Council for Medical Schemes and
accredited by the product provider may sell medical scheme products.

12.2

IMPORTANT CONCEPTS

12.2.1 Dependant
The Act defines a ‘dependant’ to mean:
a)

the spouse or partner, dependent children or other members of the
member’s immediate family in respect of whom the member is liable
for family care and support.

b)

any other person who, under the rules of the scheme, is recognised as
a dependant of a member.

In terms of the current prescribed model rules issued by the Council,
‘dependant’ is defined as:
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a)

a member’s spouse or partner who is not a member or a registered
dependant of a member of a medical scheme.

b)

a dependent child.

c)

the immediate family of a member in respect of whom the member is
liable for family care and support.

d)

any other person who is recognised by the Board as a dependant for
purposes of these Rules.

The model rules define the word ‘spouse’ as the “the spouse of a member to
whom the member is married in terms of any law or custom”. The model rules
also define a ‘member family’ to mean ‘the member and all the registered
dependants’.

Furthermore, the model rules define the word ‘partner’ as “a

person with whom the member has a committed relationship based on
objective criteria of mutual dependency, irrespective of the gender of either
party”.
The model rules further define the word ‘dependant’ in relation to a dependant
other than the member’s spouse or partner, as a dependant who is not in
receipt of a regular remuneration of more than the maximum social pension
per month or a child who, due to a mental or physical disability, is dependent
upon the member.
Note:
The scheme may specify an amount greater than the maximum social pension.
Child dependant
A child dependant is not defined in the Act, but in the Regulations published in
terms of section 67 of the Act. In terms of the Regulations, a ‘child dependant’
is defined as a dependant that is under the age of 21 or older if the rules of the
scheme permit it.
The current model rules define a ‘child’ as “a member’s natural child, or a
stepchild or a child in the process of being legally adopted or a child in the
process of being placed in foster care, or a child for whom the member has a
duty of support or a child who has been placed in the custody of the member
or his/her spouse or partner and who is not a beneficiary of any other medical
scheme”.
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Beneficiary
In terms of the Act, a ‘beneficiary’ means a member or a person admitted as a
dependant of a member.
12.2.2 Late joiner
Medical scheme contributions are, by law, based on a community rating
system, where the same premium is charged for a 20-year-old as for a 60year-old, or a healthy compared to a sickly person. Cross-subsidisation takes
place where the younger, healthier members cross-subsidise older, less healthy
members. If members join later in life, they have not contributed to the
reserves while they were younger and healthier. They are therefore required to
pay ‘penalties’ and/or may have a waiting period imposed.
In terms of the regulations, a ‘late joiner’ means an applicant or the adult
dependant of an applicant who, at the date of application for membership or
admission as dependant is 35 years of age or older. Once the penalty is
payable, it is payable for life. The penalty only applies to the risk portion of the
contribution (and not the personal savings account.) The penalty is applied
separately to each applicant.
No late-joiner penalty may be applied to members who have been on a medical
aid preceding 1/4/2001 with a break in membership of not more than three
consecutive months immediately prior to joining a medical scheme.
The formula for the calculation of the penalty is:
A = B – (35 + C)
Where A = penalty band, B = age and C = creditable coverage.
Creditable coverage is the membership as a main member, spouse or
beneficiary of a registered South African medical scheme.
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The penalty bands are:
Years

Maximum penalty to be applied

1 – 4 years

5% of risk contribution per member (or 1.05)

5 – 14 years

25% of risk contribution per member (or 1.25)

15 – 24 years

50% of risk contribution per member (or 1.50)

25+ years

75% of risk contribution per member (or 1.75)

Let’s look at an example:
A is 59 years old. He has had creditable coverage of 18 years since starting
work at age 22. Calculate the late-joiner penalty and his total contribution
should he wish to join a medical scheme now as a principal member. Assume
that the standard monthly contribution for a principal member is R1 500.
Calculation:
A = 59 – (35 + 18)
A = 59 – 53
A = 6 years
This means that the late-joiner penalty will be 25% as he falls into the penalty
band of 5–14 years. His total contribution including the penalty will be: R1 500
X 1.25 = R1 875 per month.
12.2.3 Waiting periods
A waiting period is a period during which the member has to wait before he can
make any claims. Waiting periods apply to people who had a break in
membership or who had not had previous medical scheme membership. The
reason for these is to discourage people from joining a medical scheme only
when they have become sick and to help build up a claims reserve if they do
join with an existing illness or condition.
The Act defines a ‘general waiting period’ as a period in which a beneficiary is
not entitled to make any claims. He would still have to pay contributions but
would not be allowed to claim for any medical costs whatsoever, except for
Prescribed Minimum Benefits (PMBs). It is usually applied for a period of three
months.
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A ‘condition-specific waiting period’ is defined as a period during which a
beneficiary is not entitled to claim benefits in respect of a certain specified
condition for which medical advice, diagnosis, care or treatment was
recommended or received within the twelve-month period ending on the date
on which application for membership was made. This means that, if a member
suffered any illness or medical condition in the year before joining the scheme,
he may be asked to wait a year before he can claim for costs relating to that
condition or illness. This waiting period is usually applied for a period of 12
months.
12.2.4 Types of benefits offered by medical schemes
1.

Prescribed Minimum Benefits (PMB) states that, regardless of the rules
or specific benefit limits of a specified scheme, certain services must be
covered at 100% of cost, without annual limits, as long as the
treatment is carried out by a designated service provider. These
services are published by the Council of Medical Schemes, e.g.
HIV/Aids treatment. This list of minimum benefits applies to each and
every medical scheme. The PMBs include a limited set of 270 medical
conditions which must be diagnosed and include conditions such as
stroke, heart attack, fractured hip, mental illness such as schizophrenia
and various types of cancer.

PMBs also cover 26 specific chronic

disease conditions (such as asthma, heart failure, chronic kidney
failure, hypertension and diabetes mellitus).
Members’ minimum healthcare needs will thus be provided for if they
need it, regardless of their age, state of health or the medical scheme
cover option they belong to.
In order to help the medical scheme to contain the cost of providing all
its members with the PMBs, the law allows schemes to insist that
members use certain healthcare providers to access the PMBs.

For

example, the scheme may insist that members use certain pharmacies
to obtain chronic medication, consult certain doctors for the diagnosis
of a PMB or be admitted to certain hospitals for PMB treatment.
A medical scheme may impose a waiting period on PMBs on people
who join a scheme without having belonged to any scheme previously,
or if there is a break of more than 90 days between leaving the scheme
and joining another.
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2.

Major Medical Expenses (MME) services are normally covered 100%
and usually mean hospitalisation or other related hospital treatments.

3.

DayDay-toto-day benefits, which are also called out-of-hospital benefits.
They cover daily medical services like doctor consultations, medication
and dental services. With new-generation options, day-to-day benefits
are usually paid out of a member’s personal savings account, up to
limits.

4.

Personal savings account: Members can contribute a maximum
amount of 25% of their medical scheme contribution to a personal
savings account. These funds are usually used for day-to-day and
other expenses not covered by the benefit option chosen. Unlike the
other options above, there is no cross-subsidisation here and each
member’s savings account remains his own.

12.2.5 Nature and structure of medical insurance plans
Medical insurance is an insurance product underwritten by a life insurance
company and sold to an individual. It is governed by the Long-term Insurance
Act and also forms part of wealth protection.

It is similar to dread disease

because it will pay out a specified amount if an insured event as listed in the
policy schedule occurs, whether the client underwent treatment for the
condition or not.
The underwriting process is the same as for any other life insurance policy.
Unlike medical schemes, the insurer is allowed to differentiate premiums
based on the applicant’s state of health and may even reject an applicant,
load the premiums or impose a total exclusion in relation to an existing illness
or condition. Full underwriting is thus applicable.
A medical insurance policy will state exactly for which illnesses, procedures
and in which circumstances the claims will become payable to the insured.
These amounts are not related to the actual expense occurred.

Medical

insurance plays a role as a supplementary source of capital in the event of
contracting a prescribed illness or undergoing prescribed procedures. As the
payout is not related to the actual expense incurred, it can be used as a topup benefit.
As more medical scheme members are finding that their schemes do not cover
the full amount on medical specialists’ accounts for treatment while in hospital
a new type of product called ‘GAP cover’ has been introduced to address this
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need.

GAP cover covers members of medical schemes for the shortfall

amount incurred in respect of a hospital procedure as the result of the medical
specialist charging above the NHRPL (National Health Reference Price List).
Another type of product is a hospital cash plan which pays a daily benefit in
cash for each day spent in hospital.

12.3

PLANNING FOR HEALTH CARE

A client needs to decide how high the cover for possible medical expenses
ranks compared to his other financial responsibilities such as housing,
education, life and disability cover, retirement savings, emergency funds and
household costs.
To decide where health care ranks, your client needs to determine what his
health status is and the medical care that he may require, while taking his
budget into account. One would also need to consider factors such as family
history, e.g. if his father died of a heart attack at the age of 45 and your client
is now 39 with heart problems, then it would be a serious consideration for him
to become a member of a medical scheme, especially as a waiting period may
apply.
A person’s medical history and experience will influence the decision on the
type and level of hospital benefits and day-to-day care required as a person. If
a person is healthy, he may choose a plan with hospital cover only and selffund day-to-day costs.

A person with a health risk may prefer to take a

comprehensive medical scheme.
In addition, a client must also determine whether he has sufficient retirement
funding to cover medical expenses, which typically escalate in old age, and, if
possible, find an appropriate funding vehicle outside of a medical scheme to
provide for such costs.
12.3.1 Determining the health needs of a client
The needs analysis process for health needs requires careful consideration of
the medical expense history of the client and his family.

As the prescribed

medical benefits and the major medical benefits are often the same across
options, the crux of the choice of benefit option and scheme usually lies with
the day-to-day expenses.
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The following questions will assist the financial planner with the determination
of the client’s health needs:
•

How many dependants does the client have, i.e. people who are
financially dependent on the client?

Are they adult or child

dependants?
•

Will the client’s family circumstances change during the year?

•

Does the client require cover only for major medical expenses, or does
he want to make provision for day-to-day medical expenses as well?

•

How much did the client spend on day-to-day medical expenses during
the previous two calendar years?

•

Based on the level of expenses that need to be covered, can he afford
the contribution prescribed by the medical scheme? If not, he will have
to scale down to a lower option.

•

Does his employer make a contribution towards his medical scheme?
If so, is this dependent upon joining a restricted access (closed)
scheme?

Based on the information gathered above, the financial planner can make a
recommendation on the type of benefit option that would suit the needs of the
client.
If the client is interested in purchasing medical insurance, it is important to
establish the client’s state of health because this type of product is insurancebased and underwriting will take place.
12.3.2 Know your client: evaluate the needs
needs of potential clients/dependants
This is an important aspect that will assist you in recommending an appropriate
medical scheme and option that will serve the needs of your client.
A young, unmarried, healthy individual may opt for just a hospital plan, which
will cover the expensive and unplanned events.
A member that is married with small children would want to cover basic doctor
and dentist visits as well as major medical expenses.
A middle-aged member with chronic diseases will need comprehensive cover.
You therefore need to explore the following aspects:
•
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Where are they in their natural life cycle?
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•

•

o

Young, healthy and starting a family

o

Young, but with existing chronic health condition

o

Old and in need of chronic medication.

History of membership
o

For a new application: Years of credible coverage

o

Will it impact on late-joiner penalties?

o

Will it impact on waiting periods?

Income and employment status
o

Is the member self-employed or formally employed?

o

If formally employed, does he receive an employer subsidy?

o

Does the member understand the tax treatment of the
subsidy?

o
•

What can the client afford on an ongoing basis?

Health status
o

Historic

health-spend

on

acute,

chronic

and

emergency

conditions

•

o

PMB conditions

o

Chronic non-PMB conditions.

Propensity to take risk and limit choice
o

Is the client willing to self-fund some cost for clinical care, or
the cost of out-of-hospital services?

o

Is the client willing to be limited in terms of choice of doctor,
i.e. access to a list or network of doctors or pharmacies?

•

Is there an expectation of access to a loyalty programme?

12.3.3 Evaluate medical schemes
The following factors may assist the financial adviser to compare the
sustainability of different medical schemes:
Membership size
Although size per se is not an indicator of a good scheme, a bigger-sized
scheme has the advantage of economies of scale, and bargaining power with
healthcare service providers. The profile of the membership is the key factor
and bigger schemes tend to have more diversified pools.
The changes in the membership should also be monitored. In the absence of
growth in membership, the average age of the beneficiaries gets older.
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The average age of all beneficiaries across schemes may be a useful
benchmark. Schemes with an average age above the benchmark carry a
heavier burden of disease within the scheme population.
Solvency levels
The Medical Schemes Act requires reserves (or a solvency level) of 25% of
gross contributions.

It is important to note that the rapid growth of a

scheme may cause the solvency levels to drop. This is because the
contributions received increase sharply.
It is necessary to assess funds with solvency levels of less than 25% more
rigorously.
Operating results
Is the scheme making a profit or a loss?
negatively on reserves.

Operating losses will impact

Note that, where a scheme has high reserves, it

may have decided not to raise contributions, and therefore made a loss in a
particular year. Be wary of schemes that experience consecutive years of
operating loss.
Annual and interim increases
Additional increases during a year may indicate that a scheme is in trouble.
Credit ratings
Global Credit Rating (GCR) is an independent company that rates the claimspaying ability of medical schemes, with AA being the highest rating, BBB the
lowest. The GCR rates the ability of the scheme to pay all claims over a 12to 18-month period.

Summary
Considering the high cost of medical care in South Africa and the burdened
public health structures, it is impossible not to appreciate the need for
healthcare planning for the individual.
Prescribed Minimum Benefits (PMB) are certain services that must be covered
at 100% of the cost.
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Major Medical Expenses (MME) services are normally
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100% covered and usually mean hospitalisation or related hospital treatments.
Day-to-day benefits are also called out-of-hospital benefits. They cover daily
medical services like doctor consultations, medication and dental services.
They are often paid out of a member’s personal savings account, up to limits.
Members are allowed to save a maximum of 25% of the gross medical scheme
contribution in a personal savings account. Expenses not covered by the
selected benefit option may be covered from the PSA (Personal Savings
Account).
The main difference between a medical scheme and medical insurance is that
they are governed by different legislation. Another important difference
between a medical scheme and a medical insurance product is the payment of
benefits.
A member needs to decide how high the cover for possible medical expenses
ranks compared to his other financial responsibilities. The benefit selected will
depend on the medical history and personal circumstances of the client.

Self-Assessment Questions
1.

Choose the correct answer:
a)

The claims history from medical schemes is generally far higher
for younger members.

b)

It is part of the financial adviser’s role to track changes to
update annual benefits and options with regard to benefit
changes, limits and sub-limits and new exclusions for their
clients.

c)

Only independent financial advisers need to be licensed by the
Council for Medical Schemes.

d)

A dependant in terms of the Medical Schemes Act includes the
spouse or partner and dependent children but not other
members of the member’s immediate family.

2.

Choose the correct answer:
a)

‘Child dependant’ is defined as a dependant that is under the
age of 18.

b)

If members join later in life, they cannot be charged any
penalties as medical aid funds may not discriminate based on
age.

© INSETA– RE 7 Version 12a

401

c)

Waiting

periods

apply

to

people

who

had

a

break

in

membership or who had not had previous medical scheme
membership.
d)
3.

Persons with serious illnesses cannot join a medical scheme.

Choose the correct answer:
a)

The function of the Council and Registrar of Medical Schemes is
to apply the law and ensure compliance within the health
industry.

b)

Creditable coverage for purposes of calculating the late-joiner
penalty includes membership as a main member, but not as
spouse or beneficiary.

c)

Prescribed Minimum Benefits (PMB) are those specific benefits
which must be covered at 100% of cost, but annual limits will
apply.

d)

A scheme may not insist that members use certain pharmacies
to obtain chronic medication, or consult certain doctors for the
diagnosis of a PMB.

4.

Choose the correct statement:
a)

MME services are normally covered 90%.

b)

Day-to-day benefits are not allowed to be paid from savings
accounts.

c)

A member can contribute a maximum amount of 10% of his
contribution to a PSA.

d)

Expenses not covered by other benefit options may be paid
from the personal savings account.
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Self-Assessment Answers
1.

b)

2.

c)

3.

a)

4.

d)
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