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This book, the fourth edition of Personal Financial 
Management, is still the only South African 
academic publication dealing with the field of 
personal finances. This book provides the best 
available structure for, and comprehensive overview 
of, the field of personal finances.

This book deals with the best life skill any indi-
vidual could have, namely the financial life skill. 
It should be included in all degree and diploma 
courses, even if only as an optional subject. It should 
be compulsory for all BCom students. No one should 
be without this knowledge.

Personal Financial Management provides a total 
picture of personal financial management by means 
of the Swart Model for total personal financial plan-
ning. Everything you need to know in order to make 
informed decisions about any and every aspect of 
your finances is contained in the nine key personal 
financial planning areas: career, income tax, estate, 
investment, protection, credit, healthcare, retire-
ment and emigration planning. 

The key features of this book include:
•	 Case studies/living stories
•	 Examples in four chapters in English, Northern 

Sotho, Zulu, Xhosa
•	 Africanisation studies are included in each 

chapter.

This edition of Personal Financial Management not 
only explains money, business and banking skills but 
also outlines the personal financial planning process. 
The book clearly describes the assessment and meas-
urement of personal financial performance by:
•	 Explaining the time value of money
•	 Detailing nine personal financial planning areas
•	 Outlining starting a business, buying a business 

or a franchise
•	 Including learning outcomes, self-assessment 

questions, numerous diagrams, figures and tables.

The South African challenge
The financial empowerment of the South African 
population is a key challenge facing South Africa. 
Currently, the South African educational system 
does not cater for the structured and targeted 
education and training of school children, students 
and adults in managing their personal financial 
matters. This leads to a financially uneducated 
community that has no insight into its financial 
affairs. However, early financial education would 
have made a difference to these people. 

Furthermore, the planning of personal financial 
matters does not exist at all in certain target groups 
(these include certain culture groups, the unem-
ployed, the youth, retrenched and retired workers 
and people in rural areas). As such, these people do 
not know how to deal with money matters, with a 
resultant negative impact on the micro enterprise, 
the economy and the personal financial situation 
of millions of people in this country. This way of 
living has become obsolete in a global community 
that regards finances as a key factor in creating a 
prosperous livelihood for all citizens, leading to an 
enhanced quality of life for all. The poverty spiral 
becomes a negative cycle from which these groups 
struggle to escape. This results in rising crime, 
violence, theft, corruption and protest action, which 
create related economic problems. The cost is high 
in terms of wasted resources, lost production and 
loss of confidence in the future of the country.

South Africa needs educational strategies that 
are focused on developing its human capacity, that 
is the development of skills, attitudes and behav-
iours that are necessary to survive and prosper as 
a country, and which individuals need to exhibit in 
the multiple roles they play as community members, 
family members, learners, workers, consumers and 
global citizens. The National Skills Development 
Strategy has as its objective an integrated skills 
development system that will enable South Africa 
to achieve improved competency levels, and which 
promotes social development and economic growth 

PREFACE
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through a focus on education, training and employ-
ment services. Business enterprises need to support 
the national initiatives by introducing structured 
and targeted education and training (learning) 
programmes that will help develop the nation’s 
human capacity. Human capacity needs to be devel-
oped within the four core domains of productive and 
purposeful human interaction that lie at the heart of 
human capacity, namely: family life, livelihood, civic 
affairs and environmental stewardship. Business 
enterprises can make a tremendous contribution 
to solving the needs of individuals in the area of 
personal financial planning, education and training. 
Business enterprises are currently unaware of the 
important role they can play in developing human 
capacity and facilitating the wealth of individuals, 
as far as the provision of structured and targeted 
education and training (learning) programmes is 
concerned.

Learning programmes must incorporate a 
learning science that teaches people how to partic-
ipate as global and responsible citizens. These 
learning programmes should provide learners with 
potential productive interactions in which they 
can engage and that allow them to contribute to 
the development of their nation, communities and  

families. Participation opportunities span the course 
of a person’s life cycle and vary accordingly. They 
include the opportunity to gain a good education, 
secure a livelihood, influence political or civic affairs, 
promote family development and protect the envi-
ronment. Among other things, such opportunities 
also encompass the chance to partake in recreation, 
cultural events and entrepreneurial behaviour.

Furthermore, learning programmes should be 
flexible, accessible and customised to the specific 
needs of the targeted leaner audience. They should 
take cognisance of the specific learning prefer-
ences of the audience, with due consideration to 
their cultural background and level of education. 
The learning programmes should inspire a willing-
ness and deep motivation for adopting the values 
and attitudes required to bring about the desired 
behaviours.

In addition, the learning programmes should 
empower the learners with the necessary self-
management skills to sustain the newly acquired 
values, attitudes and behaviours.

Nico Swart
September 2016
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He is the academic father of:
1. The financial literacy education and training 

industry in South Africa — employee wellness 
and consumer education (30 years).

2. Thousands of financial literacy related busi-
nessess and online entrepreneurs.

3. Thousands of financial literacy related commu-
nity engagement projects.

4. Thousands of articles on financial literacy.
5. Hundreds of financial literacy related papers and 

scientific articles.
6. Hundreds of financial literacy related masters 

and doctoral studies.
7. Degrees at universities – personal financial 

management.
8. Educational programmes on TV, in magazines 

and newspapers.
9. Educational material for trainers in companies 

and banks.
10. The inclusion of financial literacy in employee 

wellness policies.
11. The inclusion of financial literacy in social 

investment programmes.
12. The inclusion of financial literacy in social 

entrepreneurship.
13. International financial literacy seminars and 

awareness in South Africa, Africa, the Middle 
East, Southern Asia (contributions also in USA, 
Canada, UK, Australia, India, China, Russia).

14. The inclusion of entrepreneurship as a subsec-
tion of personal financial management/planning.

15. The picture of total personal financial planning.

Nico Swart (Unisa) – Global Financial Literacy Freedom Fighter
Nico Swart is renowned for being Africa’s and South Africa’s Mr 

Personal Financial Management. He is the author of more than 70 
books on personal financial planning and financial literacy. Since 1981 
he has been the academic father of personal financial literacy/skills 
education (Consumer Education Financial Wellness) and training in 
Southern Africa and Africa.

  Nico Swart is 25 years ahead of South Africa and the academic 
world regarding financial literacy education.

16. Personal financial affirmative action and 
transformation by means of financial literacy 
education and training.

17. Real estate financial literacy education (30 
years).

Five of his largest financial literacy education 
projects are:
•	 ‘My Money Matters’ — 16 financial literacy prod-

ucts in English, Northern Sotho, Zulu and Xhosa 
(1999 – scope 5 million customers)

•	 ‘Money Skills for Learners’ (Afrikaans also) for 
South African Schools — Grade 11 (2005 — 1 
million learners and more than 1000 schools)

•	 ‘Financial Literacy Grades R-12’ (Afrikaans also) 
for South African Schools — a brand new and inde-
pendent school subject — project introduced and 
submitted to the Department of Basic Education 
in 2012 (scope —12 million learners per year)

•	 ‘Beneficiary Education and Awareness – Financial 
Services and Products’ for the receivers of social 
grants. Project introduced and submitted to the 
Department of Social Services and SASSA in 
2012 (scope —18 million grant receivers).

•	 In Arabian — ‘Money Skills for Learners’ for 
English Arabians and a separate book for Arab 
Arabians in Northern  Africa, the Middle 
East  and Southern Asia (2006)(Arab World/
Peninsula).

Author’s note
In all cases where values are indicated by an ‘x’ 
please substitute the ‘x’ with current values.

ABOUT THE AUTHOR
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The diagram of the Swart Model illustrates personal financial planning in its entirety. Note that 
the numbers in the blocks do not correspond with, and do not follow the same order as the 
chapter numbers.

8
Buying a 
residence

11
Starting a 
business:  

entrepreneurship

9
Buying 
fixed 

property
12

Buying a 
business

10
Offshore 

investments13
Buying a 
franchise

5
Income tax 
planning

4
Career 

planning

6
Estate 

planning

7
Investment  
planning

14
Protection 
planning

15
Credit 

planning

16
Healthcare 
planning

17
Retirement 
planning

18
Emigration 
planning

1
Personal financial planning

2
Measuring and assessing 

personal financial 
peformance

3
The time value of money

The blocks do, however, represent all 18 chapters.

The Swart Model: Personal Financial Management
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Block 1 (Personal Financial planning) consists of a number of topics as indicated by blocks 4, 
5, 6, 7, 14, 15, 16, 17 and 18. 

Please note that block 2 (Measuring and assessing personal financial performance) and block 
3 (The time value of money) do not form part of the other planning areas. Personal financial 
planning is controlled and measured by means of the household budget and annual financial 
statements (block 2). 

Block 3 has an impact on block 7 (Investment planning), block 8 (Buying a residence), block 
9 (Buying fixed property), block 10 (Offshore investments) and block 17 (Retirement planning).

Furthermore, note that block 4 (Career planning) may consist of subsections such as block 11 
(Starting a business: entrepreneurship), block 12 (Buying a business) and block 13 (Buying a fran-
chise). Investments (blocks 7, 8, 9 and 10) are linked to blocks 11, 12 and 13. The reason is that 
starting or buying a business may in fact be a career decision, as well as an investment decision.
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After studying this chapter, you will be able to:
•	 Explain the importance of personal financial 

literacy
•	 Explain the importance of personal financial 

planning
•	 Explain the relationship between the efficient 

use of financial resources and the wealth of 
people and a country

•	 Recognise your position in the financial 
planning cycle 

•	 Explain your own planning picture
•	 Identify the different steps in the personal 

financial planning process
•	 Explain the advantages of personal financial 

planning
•	 Recognise the different personal financial 

planning areas 

lEArninG ouTcoMES

Portia and Masilo completed their studies together 
and started working for the same employer. Masilo 
got married immediately and attended every ‘get 
rich quickly’ course he could. He tended to take 
over conversations with all his ideas and always 
‘knew’ exactly what others should do with their 
money. However, he never implemented any plans 
himself. He regarded his third marriage as a worse 
experience than when he had to change jobs for 
the 12th time.

Portia, on the other hand, had a different approach 
to money. She learnt to manage her money and 
made informed personal financial decisions and 
planned thoroughly. She was not only financially 
independent when she retired 35 years later, but 
also owned several businesses.

What, do you think, were the main reasons for the 
differences in their lives?

cASE STudy

1.1 inTroducTion
As a result of constant change, people are continually 
confronted with new circumstances and situations 
for which they require answers. Uncertainty, and 
its result, stress, may well be the most common 
‘illness’ of our time. In the case of an individual, 
this uncertainty eventually culminates in a lack of 
trust in their financial position and future. Because 
all people consist of body and soul, it is almost 
impossible for humans to envisage a happy future 
without adequate sustenance.

Not all of life revolves around money, or the 
abundance thereof, but unfortunately the exist-
ence of all people is inescapably linked to money, 
whether we like it or not. Receiving a salary because 
we are currently employed is one thing; the efficient 
management and planning thereof is something 
else entirely, because a prerequisite is knowledge of 
personal financial management. This knowledge is 
the most important life skill any person can have, as 
should become clear from this book.

Although it is almost impossible to provide 
concepts and answers regarding all aspects of 
personal finance in any single book, the most 
important aspects are addressed and illustrated in 
this one.

Africanisation

Geopoll and the Global Entrepreneurship Network 
(2015) surveyed 200 entrepreneurs in the Democratic 
Republic of the Congo, Ghana, Kenya, Nigeria and 
South Africa. The results were as follows:

1.  Which one of these is most useful in supporting 
your business?
•	 Financial literacy courses: 28%
•	 Business courses: 22%
•	 Networking events: 21%
•	 Mentor programmes: 13%
•	 Trade events: 13%

In another study, 1 000 entrepreneurs in Africa 
found that financial literacy courses available at 
the time offered them the most useful support. 
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3Chapter 1 Personal financial planning

1.2 ThE iMPorTAncE of 
 PErSonAl finAnciAl 
 liTErAcy
1.2.1 Salary increases 
An increase in a person’s salary will have no 
advantage unless it is supported by financial literacy. 
This is applicable to everyone: workers on strike in 
the mines or in the production industry, and workers 
in general as well as learners and students. 

This is a call for help which has been echoing for 
30 years, trying to reach the ears of South African 
schools, universities, companies and the govern-
ment. Where does the real problem lie? What, 
exactly, is completely incomprehensible to employers 
and the government?

It serves no purpose to give someone a raise if the 
person has no idea how to handle money. His salary 
could be doubled, yet in the medium and long term 
this would not improve the quality of his life. This 
same person will still be dependent on the govern-
ment for financial survival.

Financial literacy refers to personal financial 
literacy. Employees sometimes mistakenly believe 
that an increase in income will help them to settle 
their debts sooner and that they will then be able 
to make new purchases. This, however, is not the 
reality. Having paid off their debts, they now feel 
they are allowed to enjoy life and they land them-
selves in a new spiral of debt. Since they have no 
basic knowledge of handling money matters (plan-
ning, budgeting and debts), what happens then is the 
exact opposite of what they intended. 

They make more purchases, land in debt, and 
have to take out loans, since they do not understand 
the limits of their financial abilities. They reason that 
interest rates are low and debt is therefore cheap. 
However, when interest rates start rising, they are 
worse off than before their increase. This is an evil 
cycle.

Labour strikes are understandable when people 
are earning salaries far below the standard of living. 
The reason for demanding an increase of 20%, 
for example, may be to establish a foundation for 
reasonable future increases. In other words, since 
the present salaries are inadequate and therefore 
worthless, future demands for increases coupled to 
inflation would then have a satisfactory base. 

I am positive that strikes will decrease over time 
if workers become financially literate and are able to 
view their financial future with hope, creating their 
own short-, medium- and long-term goals. People 
who have nothing to hope for have no expectations 
for the future.

where South Africa could have been
South Africa could have been a very different and 
more advanced country. If only someone had 
listened, we could have been two decades further 
into harvesting and enjoying the advantages of 
financial literacy. Who is the guilty party? It is 
necessary to be financially literate in order to earn 
any kind of income at all. 

Why has this right been withheld from the 
masses? Are we interested only in personal gain? Are 
we too concerned with our own bank balances even 
to give a thought to those who are uninformed about 
handling their hard-earned income? Not to mention 
the 18 million people dependent on social grants.

This attitude could possibly have long-term 
effects on our country and its people, on our income 
and capital, and on everyone’s long-term wealth. 
This concerns our children as well.

We love talking about shaping the future for our 
country and ourselves. But what form will this finan-
cial shape awaiting our people and our country take? 
We talk freely about portfolios and CVs, but what 
shape do our personal portfolios and CVs have? Do 
we truly live from day to day and care about nothing 
else? Display boards at places of employment, as well 
as political slogans, emphasise the shaping of a new 
and improved future for everyone which includes 
economic freedom and wealth-creation for all. 
Without financial literacy, all of this remains straw 
blowing in the wind.

Much educational and training material and 
many financial literacy programmes have been 
available in South Africa for the past 30 years. 
These products can be used with employee wellness 
(internal clients), as well as with consumer educa-
tion (external clients). This is a call of distress in the 
name of all those South Africans (scholars, students, 
teachers, tutors, trainers, unemployed as well as 
illiterate people, employees and retirees) who have 
been denied this knowledge. The wheel of financial 
literacy has already been discovered and does not 
need reinvention. This is not a new idea on the brink 
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of being created or having recently been created by 
someone in financial services, or by a company or 
the government, or by research, which only now 
needs to be put to use. Financial literacy, as well as 
the personal financial literacy products suggested, 
has already reached its coming of age.

Swart (1993) suggested (at the end of the 1980s 
and early 1990s) that all employers should provide 
compulsory financial literacy education to their 
employees. He further suggested that employees 
be informed at the time of placement about their 
personal financial planning for retirement, instead 
of waiting until shortly before retirement becomes a 
reality. South Africans during that time were coming 
face to face for the first time with the concept of 
social responsibility and these suggestions came too 
early and were too much for them to grasp (Swart 
1994). During the 1990s social responsibility became 
known as social investment, at additional costs to 
companies.

We do not need research to tell us that people 
need to earn an income of some kind. All of us 
are inextricably bound to the earth by means of 
money. It follows that all of us have to be financially 
literate. Young people of all colours who are pres-
ently between the ages of 20 and 30 could have been 
financially educated from the day when they first 
went to school at the age of six. Can you imagine the 
economic and social advantages that they could have 
brought to the country, to employees and employers, 
and to their own families? Consider our neigh-
bouring countries in Southern Africa.

It is undeniable that one’s background (poverty, 
unemployment, illiteracy) has serious implications 
for the ability of a person to participate in the existing 
financial system because that person has been 
excluded from acquiring the necessary knowledge. 
Millions of people in South Africa have been banned 
for decades from economic reality and survival. It 
has become imperative for financial literacy prod-
ucts to be made freely available to the poor and the 
unemployed. These people are part of the millions 
of users of financial products and services who are 
rapidly becoming financially literate. 

These people, representatives of an entire 
generation, could have changed and influenced 
the financial and economic colour of our country. 
Tens of thousands would have had their own busi-
nesses and would have contributed to job creation. 

Thousands of black entrepreneurs would have been 
successful since entrepreneurship forms part of 
financial literacy. Financial literacy is an essential 
skill. 

1.2.2 reasoning errors concerning 
 financial literacy

Error 1 
Thinking that you can teach people how to start 
their own business without the necessary personal 
financial literacy is a huge error of reasoning. Even 
universities are guilty of this. It seems as if everyone 
thinks that they are able to teach entrepreneurship 
to others. Please note that an own business could 
consist of either a decision on career planning (you 
become an owner and not an employee), or a decision 
on investment planning (you are buying a business 
or franchise as an investment). These two personal 
financial planning areas are part of the complete 
structure of personal financial management. 

Error 2 
Personal financial literacy (management) is not 
a subject only for brokers and other investment 
specialists. All individuals should be able to learn 
this.

Error 3 
Personal financial literacy (management) is not 
intended only for investors or rich people. It is meant 
for everyone. Investment planning is only one of 
many personal financial investment areas included 
in personal financial management.

Error 4
Financial literacy means personal financial literacy 
(management). We are not concerned here with 
computers, maths, accounting, pocket calculators 
or economics (without intending to diminish 
the importance of these subjects). It is a totally 
encompassing subject area on its own including 
among others: entrepreneurship, starting a business, 
and buying a business or franchise. There are 
similarities between financial literacy and job 
creation literacy. As soon as a business shows a 
profit (or suffers a loss) it becomes part of the salary 
(income) of someone (an entrepreneur); in other 
words, their personal finance. This income has to 
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be planned for effectively and should be applied to 
reach definite financial goals.

1.2.3 concerning uninformed stokvel 
 members
More than 8.2 million stokvel members were 
registered in 2008 with NASASA (National Stokvel 
Association of South Africa). More than 40% (3 
million) have never made use of a bank or any other 
financial system; their stokvel money is kept under 
their beds. The government would like to include 
these people in our country’s financial system. 
Members of stokvels handle (2008) approximately 
R30 billion per year, an amount equal to the amount 
handled by the total micro-lending industry in South 
Africa (2008), this without having any knowledge of 
financial matters. 

1.2.4 The rights of women and children
Millions of women are raising their children without 
any knowledge of personal financial literacy. These 
women need to be empowered through financial 
knowledge and training. What could be more 
important? Considering the millions of social grants 
being handed out (for babies, care-givers, old age 
pensioners, and the illiterate), knowledge of financial 
matters should be a national priority.

During the early years of apartheid the women 
in rural areas took care of their families while the 
men worked in the mines in large cities. Many men 
died there and the women were responsible for their 
funeral costs. Stokvels supplied a solution for them. 
Later on these women also had to move to the cities 
where they started shebeens to earn enough to feed 
their families. 

Since shebeens were illegal, many were arrested. 
During their absence stokvels came to the rescue of 
their families. After all these years, these women 
are still in the dark concerning financial matters, 
in particular with regard to the advantages and 
the costs of financial products and services. The 
communal importance of this matter for all South 
Africans cannot be overemphasised. 

financial repercussions 
Without financial literacy the possibility of economic 
freedom disappears. The absence of financial literacy 
will make economic slaves of all South Africans 
(with or without work or income). They will never 

be able to become what they could have been. We 
are robbing our people of a part of their humanity!

Absenteeism versus work presence
In the past, when, owing to increased marketing 
drives, we realised how easy it was to buy on credit, 
employees with financial worries stayed away from 
work. This gave rise to the concept of absenteeism. 
Nowadays the preference is for work presence, 
meaning that employees spend the best part of 
their working day (as much as 80%) on their own 
financial problems, searching for solutions. 

Who carries the cost of paper, time, unpro-
ductiveness, computers, visits to workers’ welfare 
departments, arrangements with debt collectors, 
and so on? The employer, naturally. Employees tend 
to stay home for a day or two after payday to avoid 
possible debt collectors. Sometimes they pretend 
that their money has been stolen at the ATM (some-
times they are even believed).

Total quality of life = quality of life away from 
work + quality of life at work

People are the obvious targets of the media and 
shops. They are encouraged to buy more, to get 
another debit or credit card or to borrow. Illiterate 
people become victims becuase they do not have the 
financial knowledge to plan their financial affairs. 
The quality of their lives is influenced negatively 
because of their lack of knowledge about financial 
services and products.

1.2.5 The advantages of financial literacy
Better personal financial literacy leads to better 
personal financial decision-making regarding 
financial products and services. More knowledge and 
a better understanding of the concept of costs works 
to the advantage of consumers as well as employees. 
Depending on the level of a person’s literacy and 
income, savings and prosperity become possible in 
the long term for retirement and the family.

for the unemployed
•	 Acquiring courage and hope by being financially 

empowered
•	 Improved self-image
•	 Being able to grasp the monetary system as well 

as its principles
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•	 Being better prepared to use one’s income
•	 Knowing how to use debt and to save
•	 Having the possibility and knowledge to acquire 

a small business (loans, buying stock, sell at profit 
and repeat)

•	 Ability to submit a business plan for financing
•	 Improved outlook for growth of business
•	 Decrease in damage of government property.

for employees
•	 Improved quality of life and work
•	 Fewer financial problems
•	 Less conflict in the home
•	 Happier at work
•	 Less stress regarding debt collectors
•	 Healthier
•	 Fewer employees blacklisted
•	 Fewer bankruptcies
•	 Adding value to own family
•	 Financially capable of paying for family’s education
•	 Able to advise others with financial problems
•	 Able to generate a second income
•	 Acquiring monetary skills
•	 Lower cost of living/higher quality of life for 

family planning
•	 Able to plan and contribute to own retirement 

and medical schemes.

for employers
•	 Motivated employees
•	 Higher productivity
•	 Less absenteeism
•	 Less abuse of employer’s time for personal finan-

cial problems
•	 More loyal employees
•	 Fewer mass actions for salary increases
•	 Higher profits
•	 Higher share prices for companies and shareholders
•	 Receiving credit for social investment in skills 

training and education
•	 Allowed deductions for skills training and education
•	 Receiving recognition from the media
•	 Higher quality of work and life for employees
•	 Financially literate employees
•	 Better family planning
•	 Less need of state grants
•	 More available for pensions and medical aid.

for South Africa and for the economy:
•	 Increased productivity
•	 Enhancing global competitiveness
•	 Enhancing resource efficiency
•	 Fewer mass actions for increases in salaries, 

saving billions of rands for the country and for 
taxpayers.

•	 More successful own businesses
•	 Change in quality of social life
•	 Less dependency on the government for social 

grants
•	 Higher profits and shares prices
•	 More money available for retirement funds
•	 Fewer people blacklisted
•	 Fewer divorces
•	 Fewer bankruptcies
•	 Fewer unplanned births.

Basic human rights
It is time for South Africans to open their eyes to 
economic freedom and also to pass this basic human 
right on to everyone at school and at university. We 
have withheld this basic human right from learners, 
students and the recipients of social grants. We are 
robbing millions of people of financial literacy and 
quality of work and life, as well as their financial 
future. 

The subject for everyone 
Personal financial literacy must become a full time 
subject at school. The subject of Personal Financial 
Management has to be included at all universities. 
How is it possible to acquire a BCom degree without 
this subject? This is the only indispensable subject 
for all students throughout their entire education. It 
is also the only subject that they will use day after 
day. Our democracy is over 22 years old. Are we 
really still denying financial and economic freedom 
to our people?

leaving school
Millions of learners leave school in grades nine 
and ten, to face life without knowledge of money 
matters. How can we deny the necessity of making it a 
compulsory school subject from grade R to grade 12? 

And the teachers?
They are unaware of the subject matter since it was not 
included in the diploma/graduation combinations 
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during their years of study. Yet they have, to my 
mind, the most important careers in our country. 
The subject has to be included in their education/
training to enable them to present it in schools. 

debt counselling is not the solution
Debt counselling has little, if anything, to contribute to 
financial literacy in the long term. Yet one cannot deny 
the advantages of debt counselling. There are many 
ways for a person with knowledge of financial matters 
to plan their debt, to manage it and become debt-free.

However, financially literate people will not 
easily land in financial difficulties. They plan their 
finances to enable them to reach their personal and 
household goals in the short, medium and long-
term. They know what the financial puzzle looks like 
and are able to plan in various ways.

new laws
A steady stream of new laws is being created on every 
possible subject, while people are still financially 
illiterate. Exams are taken and tests written on a 
variety of subjects by millions of people. Why? For 
the sake of graduating, achieving a diploma, starting 
a new business, job creation and politics? We need 
affirmative action in personal financial literacy, the 
most important life skill for South Africans.

Parents should be enabled to plan and draw up 
realistic budgets, thereby creating financial secu-
rity for their families, and cultivating a culture of 
savings – to their own advantage as well as that of 
the country.

Teachers are trained to teach children, who in 
turn teach their parents; students study and teach 
their parents; parents teach preschool children as 
well as helping children after school daily.

Recommendations
•	 The subject: personal financial management 

needs to be incorporated as a compulsory subject 
at all universities and higher learning institutions. 

•	 Since teachers are presently earning market-related 
salaries their knowledge of this subject should have 
a positive influence on the country’s economy.

•	 All entrepreneurial degrees and diplomas must 
include this subject.

•	 All BCom degrees must include this subject as 
this degree forms part of the total puzzle.

•	 All professional qualifications must include this 
subject.

•	 I hereby appeal to the Minister to intervene in 
the process of the construction of degrees and 
diplomas, in order to come to the aid of millions 
of financially illiterate, poor, and unemployed 
South Africans. 

•	 This will also be to the advantage of our economy. 
Until this happens, poverty, unemployment and 
job creation will remain static.

•	 We need to know how to manage our personal 
finances in order to acquire the skills to create 
our own financial future. 

•	 There can be no economic freedom or transfor-
mation without personal financial literacy and 
knowledge of the subject, personal financial 
management! South Africa’s greatest resource is 
the variety of its people. Let us unlock and exploit 
this wonderful potential.

African and global financial literacy
Those people who: 
•	 Travel a lot need to possess some knowledge 

about African and/or global financial literacy
•	 Have family ties, invest in or own property in 

Africa or abroad need to be financially literate in 
terms of those countries. 

Financial intelligence is the ability to understand the 
impact of your personal financial decision making, 
and the positive or negative financial consequences 
of a certain decision on your current and future 
financial situation.

1.3 ThE iMPorTAncE of PErSonAl 
 finAnciAl PlAnninG

Two secrets of personal financial planning

•	 The main secret of personal financial manage-
ment and planning is to be aware of the many 
factors that may influence your personal finan-
cial situation positively or negatively at the 
present time or in the future. Study the many 
factors mentioned in this book.

  Plan your financial future, in other words, 
what you are going to do to get from where 
you are now (A) to where you want to be in 
the future (B). This will be different for every 
individual. ➟
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•	 The second secret is to know what is meant by 
the term ‘personal financial planning’. Different 
personal financial planning areas constitute 
personal financial planning.

If everyone knew and understood these two secrets, 
they would also understand that timely financial 
planning would eliminate many current and future 
financial uncertainties. After gathering informa-
tion on these secrets, an individual can then consult 
an expert in a particular field of personal money 
matters. This means the ‘correct’ questions can be 
asked, so as to get the ‘correct’ answers in the light of 
your own personal financial situation and planning.

Knowledge about personal financial planning 
offers you:
•	 The way out of your financial problems
•	 Confidence to exploit life’s opportunities
•	 The chance to take charge of your cash flow
•	 The power to change your current and future 

financial situation
•	 A less stressful lifestyle
•	 The capability to plan and create a positive finan-

cial future
•	 The wisdom to manage your family’s financial 

finances
•	 The road map for the financial journey from 

financial literacy to financial intelligence
•	 The freedom to financial inclusion
•	 The path to become what and who you are 

supposed to be
•	 An open mind and entrepreneurial skills
•	 The ability to become financially independent
•	 The chance to create wealth.

Remember: ‘He who fails to plan, plans to fail’.

1.3.1 our uncertain planning environment
In my view, the greatest uncertainties in the minds of 
South Africans (and I assume the same holds true for 
other countries) are created by the following factors: 
global uncertainty; wars; plunging economies; 
constantly changing legislation; increasing economic 
uncertainties; unemployment; low economic 
growth; droughts; no water; increasing costs to 
obtain drinkable water; low-quality health services; 
a weak currency (according to Maudy in Ziady 
(2016)) the rand lost 41% of its value between 

January 2015 and February 2016); higher importing 
costs; increases in taxation, municipal rates and 
taxes; the number and intensity of strikes; job losses; 
food prices; decreasing food security; lower returns 
on investments; investment losses; security related 
costs; rising interest rates; the constantly, changing 
political climate; inflation; the large number of 
financial institutions, financial products and 
services, and conflicting financial advice.

As a result, personal financial planning is 
becoming increasingly complex.

What is the greatest mistake people make with 
regard to personal financial management and plan-
ning, other than no planning at all? People confuse 
personal financial planning with investment plan-
ning. Investment planning is only one of the various 
areas of personal financial planning. 

All of us constantly strive to satisfy our needs 
and improve our economic welfare. Research on the 
financial independence of people in South Africa 
has shown, however, that success in the quest for 
economic welfare and independence is less common 
than we might expect: only one in ten people are 
financially independent after retirement (Goldman 
1983:8). 

Personal financial planning, which is so often 
neglected, can make a difference. The personal 
financial results we achieve are not a matter of luck 
— they depend on the efforts of the individual: 
‘Luck comes when preparedness and opportunity 
get together’ (Block et al. 1998:3). In the absence of 
personal financial planning, people’s financial posi-
tions frequently are not what they would have hoped 
for, particularly during the last quarter of their lives. 

Amling and Droms (1986:3) point out that finan-
cial independence does not necessarily suggest 
great wealth, but rather that the individual has 
made optimal use of their income, irrespective of 
the level of that income. A higher level of income 
allows people to achieve financial independence at 
an earlier stage.

Although we are therefore faced with circum-
stances beyond our control, we have means and 
instruments at our disposal to adapt to circum-
stances. These means and instruments can be used 
in a personal financial plan. This plan may vary 
from elementary (limited financial means) to exten-
sive planning (for example, when someone has a 
large estate).
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Keown (1998:19) discusses wealth and the 15 
axioms that form the foundations of personal finan-
cial planning namely:
•	 The risk–return trade off (investors don’t take on 

additional risks unless they are compensated with 
additional return)

•	 The time value of money (a rand received today 
is worth more than a rand received in the future)

•	 Diversification reduces risk
•	 Diversification and risk (all risk is not equal, 

because some risk can be diversified away and 
some cannot)

•	 It is difficult to find exceptionally profitable 
investments

•	 Taxes play an important role because they deter-
mine the return on investments

•	 The importance of liquidity for unexpected 
outcomes

•	 Nothing happens without a plan
•	 Knowledge is the best protection
•	 You need insurance against catastrophes (the 

right kind of insurance)
•	 The time dimension of risks (investments become 

less risky when you plan to hold them longer)
•	 Differentiate between advice and salespeople 

acting in their own interests
•	 Pay yourself first, not last or not at all
•	 Money isn’t everything (do not allow your finan-

cial goals to become all consuming)
•	 Just start your personal planning.

1.4 concEPTuAl frAMEworK
Effectively applying an individual’s or a household’s 
resources is a prerequisite for efficient personal 
financial management and planning. The same 
can be said for the application of the resources of 
a business or a whole country. Every individual, 
household, business or country has only limited 
resources, but these resources must be applied to 
satisfy unlimited needs. This is possible only if there 
is efficient personal financial management, business 
management and national management.

This is why management training and expertise 
regarding money matters plays such a crucial role in 
the lives of individuals, households, businesses and 
the country as a whole. Figures 1.1 and 1.2 illustrate 
the role that the required training (ie knowledge and 
the application thereof) plays.

Exactly the same can be said about managing an 
individual’s or household’s money matters.

Wealthy country (efficient 
use of country’s resources)

Successful business (efficient utilisation 
of resources of business)

Successful managers

Management training

Increase in prosperity of people

figure 1.1: The influence of management training on 
a country
(Source: Swart & Coetzee 2000:150)

Efficient use of personal financial resources

Successful personal financial managers

Personal financial management 
education and training

Management training

Increase in personal prosperity

figure 1.2: The influence of personal financial 
education and training on an individual’s money 
matters
(Source: Swart & Coetzee 2000:150)

Therefore, knowledge of personal financial 
management enables each individual and household 
to make better and more informed choices about 
the application of limited resources to reach 
financial goals. In the case of a household, these 
resources consist, among others, of assets, skills, 
trained persons, knowledge, money, equipment and 
entrepreneurial spirit (also a skill).

The financial function of an enterprise comprises 
the flow of funds to and from the enterprise. It 
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therefore consists of the acquisition of funds (the 
financial decision) and the employment of funds 
(the investment decision) in order to achieve the 
primary objective of the enterprise, namely:

Maximum prosperity for the owners of the enter-
prise over the long term.

In an enterprise, the person responsible for the 
financial function is the financial manager. The 
financial manager must remain informed of all vari-
ables that may affect the enterprise. In this way he or 
she will be in a position to make vital financial deci-
sions that will contribute to attaining the primary 
objective of the enterprise.

We may ask what the financial function of a 
household is. What applies to an enterprise also 
applies to a household. In a household, the finan-
cial function comprises the flow of funds to and 
from the household. Funds have to be acquired and 
employed in order to achieve the primary objective 
of the household, namely:

To attain financial independence after retirement.
In a household, the financial manager is 

that person who manages and looks after the 
household’s financial affairs. This person takes the 
lead when it comes to making financial decisions 
that will affect that household. Financial decisions 
can be effective only if the person concerned knows 
exactly what factors affect the household’s financial 
affairs.

Management
It should be clear by now that the money matters of 
all households should be managed. Management is 
a process (the management process) that consists of 
the following elements:
•	 Planning (what to do)
•	 Organising (how to do it)
•	 Leading (to keep the job moving)
•	 Controlling (comparing results with plans).

We will now briefly discuss each of these elements.

Planning
Planning gives direction to the individual’s or 
the household’s finances. It also reduces risk and 
uncertainty and helps to avoid crisis management. 
Crisis management means you pay attention to a 
financial matter only when an out-of-hand situation 
occurs. Planning involves goal setting and the 

development of plans to attain these goals. Goals 
should be measurable and attainable. 

Different plans ought to be evaluated in order 
to choose the best plan to attain each goal. If the 
best plan is too expensive, another plan should be 
chosen. When you plan, you look at and consider 
your financial strengths and weaknesses, as well as 
the financial opportunities and threats in your envi-
ronment.

Winger and Frasca (1997:1) emphasise the 
importance of adequate financial preparation in 
order to set priorities, to develop goals, and to estab-
lish a comprehensive plan of action.

According to Greene and Dince (1983:4), the 
goals of financial planning depends on what you 
want out of life. Most people would like to acquire 
things/possessions that require financial planning.

Stilllman (1979:6) identifies seven areas, namely: 
financial health; spending; housing; insurance; 
investments; discretionary investments; taxes, 
retirement, and your estate. Your long-term objec-
tive would be central to your all-inclusive decision 
making process. Remember that planning requires 
the effective utilisation of your available resources.

organising
When you have set your financial goals and objectives 
and know how you are going to attain them, you start 
with the organising process. Organising involves the 
allocation of resources in order to execute the plans, 
the clarification of authority and responsibility, and 
the division of work between household members.

leading
The person who manages the household’s money 
matters must also take the lead in financial matters. 
The members of a household must voluntarily 
follow this person’s decisions on personal finances. 
The financial manager or leader should, at all times, 
try to ensure good relations among family members 
where money matters are concerned. If there is 
conflict, this must be resolved and managed through 
sound communication.

controlling
Managing also includes the controlling of the 
resources of the household. Controlling involves 
a comparison between the goals and the actual 
performance (results) of the individual or 
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household. During the controlling process you 
should concentrate on serious deviations only. 
The elements of the management process (planning, 
organising, leading and controlling) are applicable to 
each of the different personal financial planning areas.

Financial decisions are becoming increasingly 
complex because of the future demands of the 
economy. Medical progress has meant that people 
tend to live longer (up to 20 years longer) than in the 
past, with the result that their financial resources can 
more easily become exhausted. On the other hand, 
diseases have increased to such an extent that people 
have to make sure that they have sufficient funds to 
cope with serious operations, disability and lengthy 
illness leading to job loss (for example, medical care 
necessitated by dreaded diseases).

The world economy is collapsing and famine 
occurs even in developed countries. Famine has 
increased among retired people and there seems to 
be no solution to the thousands of people who die 
of hunger every day. Whereas in the past family 
members were able to care for one another, this is no 
longer possible. It is up to each family unit to ensure 
that it is in a position to meet its own future financial 
needs.

As we can see, financial planning is becoming 
vitally important to each and every household. So 
what is financial planning? Mittra (1990:5) defines 
it as follows:

Personal financial planning is the organisation 
of an individual’s financial and personal data 
for the purpose of developing a strategic plan 
to constructively manage income, assets and 
liabilities to meet near- and long-term goals 
and objectives.

Of course, it is very difficult or even impossible to do 
any planning if you do not have a job and income. 
Getting a job (as part of career planning), in order 
to earn an income, is therefore a prerequisite for 
further planning. Those who do have a job may have 
no credit record, and can therefore not gain access to 
financing for other needs.

I define personal financial planning as follows:
Personal financial planning involves the 
determination of immediate, short-, medium- 
and long-term goals by means of a personal 
financial planning process based on your own 
identified lifestyle, phase(s) of the life cycle, 

risks and needs in all the various personal 
financial planning areas in order to be able to 
retire financially independent.

Personal financial planning has to do with your life 
and your money matters, and not:
•	 What your neighbours are doing
•	 What somebody is doing overseas
•	 What the world’s richest people have done 

(even if this sounds interesting if quoted some-
where — we may as well learn from them, in 
particular about the value of hard work, planning 
and focus).

Yes, personal financial planning is unique for every 
individual and household, because it depends on 
your own risk profile, needs and financial goals. 
Somebody else’s investment may be the wrong type 
of investment for you.

1.5 ThE finAnciAl PlAnninG 
 cyclE

Planning requires anticipating both known and 
unknown future events. Such events have a bearing 
on an individual’s present position in the financial 
planning cycle. Table 1.1 illustrates the financial 
planning cycle.

From Table 1.1 it is apparent that our financial 
priorities change as we move through the planning 
cycle. Within the same cycle, people’s priorities and 
preferences will change according to their current 
individual circumstances. Similarly, an individual’s 
planning and priorities will differ in accordance with 
the different levels at which they find themselves in 
terms of Maslow’s hierarchy of human needs. This 
hierarchy is represented in Figure 1.3.

As our needs at a specific level (for example, 
level 1) are met, we are motivated to meet those at 
the next level (level 2). The attainment of the higher 
levels becomes the driving force and so personal 
financial planning should be directed at higher 
levels.

Figure 1.4 illustrates a similar structure, which is 
based on accepted principles of financial planning, 
where the meeting of needs rises from level 1 to 
level 4.
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Table 1.1: The financial planning cycle (life cycle)

cyclE forMATivE 
yEArS

hiGh School, 
TErTiAry STudy 

yEArS

cArEEr-worKinG 
yEArS

PEriod AfTEr 
rETirEMEnT

PRIORITIES Career planning

Budget

Saving

•	 Budget
•	 Housing
•	 Saving
•	 Investments
•	 Credit control
•	 Income tax
•	 Retirement planning
•	 Estate planning
•	 Insurance

•	 Budget
•	 Investment 

management
•	 Estate 

planning

(Source: Amling & Droms 1986:6)

Self-actualisation

Ego needs (status)

Social needs (friendship)

Security (protection)

Physical needs (food, water)

figure 1.3: Maslow’s hierarchy of human needs
(Source: Goldman 1983:16)

Provision for financial security during  
retirement or disability

Creating a reserve fund for unforeseen events,  
in other words, maintaining liquidity

Funds for cost of living

Speculative opportunities if funds  
are available

figure 1.4: Needs structure in monetary terms

1.6 your own PErSonAl 
 finAnciAl PlAnninG

Perhaps the most important aspect of personal 
financial planning is to remember that you are 
engaged in personal financial planning for yourself 
and your household. It is therefore a prerequisite 
firstly to determine where you and your family fit 
into the following ‘picture’: 

You/your phase(s) in the human life cycle; age; 
gender; marital status; unmarried; cohabiting; 
married (or planning to marry); divorced (or plan-
ning to separate/divorce); widower/widow; religious 
orientation; gay/lesbian; fortune hunter (through 
marriage, divorce, multiple divorces); standard of 
living; lifestyle; inheritances already received; A 
package taken; current financial situation; current 
investments; whether you wish to emigrate; house-
hold’s life skills; unemployed; employee; employer/
own business (local or overseas); both employee and 
employer; your political viewpoints; risk profile (do 
you avoid risk or do you like risk); individual and 
household risks; individual and household needs; 
where in South Africa you recently immigrated to; 
personal health (or family member with a chronic 
or life-threatening illness); physically or mentally 
disabled family members; number of dependants; 
Number of family members who earn a living; 
Unrehabilitated insolvent; your antenuptial contract 
(married in community of property, with antenup-
tial contract excluding accrual or with antenuptial 
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contract including accrual); criminals in the house-
hold and/or among in-laws; previous sequestration 
and/or liquidation; current legislation regarding 
the whole field of personal finances (for example, 
capital gains tax); spouse’s estate being administered; 
Parent(s) with child(ren); already retired; I/we had a 
child late in life; and maintenance obligations due to 
divorce settlement.

You must then determine which of the situations 
above apply to you and your household and do your 
personal financial planning accordingly. Remember 
that the various family members should do their 
own personal financial planning, but should also 
know where they fit into the planning for the whole 
household. The picture for every individual family 
member is therefore added to that for the combined 
household. 

Next we will briefly look at more illustrations 
of the human life cycle. Note where your family 
members fit into the cycle, and adapt your plan-
ning accordingly. Have another look at Table 1.1 
and decide for yourself which priorities/planning 

activities are required for every member of the 
family and the household.

1.7 ThE PErSonAl finAnciAl 
 PlAnninG ProcESS

Even though individual needs differ, the same steps 
in the personal financial planning process can be 
followed. Gitman and Joehnk (1984:186) divide this 
planning process into three activities:
•	 Analysing your present situation
•	 Setting financial objectives
•	 Preparing a budget for the achievement of 

objectives.

The first activity shows us where we are at the present 
moment, the second where we would like to be, and 
the third the way or method of getting there. This 
planning process can be explained briefly as follows.
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figure 1.5: Human life cycle and the shortfall of income after retirement
(Source: Adapted from Amling & Droms 1986:506)
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Analyse the existing financial situation

Set short-, medium- and long-term goals

Identify constraints

Consider methods of achieving goals

Does the budget balance?
                          No

Yes

Implement, control, revise 

figure 1.6: The planning process

1.7.1 Gathering information and 
 preparing personal financial 
 statements
Information needs to be gathered about the 
following: 
•	 Details of the family, such as names, ages, marital 

status, matrimonial arrangements, gender and 
health

•	 Income statements: balance sheet, which clearly 
indicates the present construction of the estate, 
such as fixed property, current assets, personal 
property, equities, rights, cash, investments and 
liabilities 

•	 Insurance portfolio with a summary of im- 
mediate cover, claim values, death benefits, disability 
benefits, annuities, provident funds, group insur-
ance, pension benefits, employee benefits and 
anticipated inheritance

•	 The potential earning ability of persons in the 
household, as well as any other potential source 
of income, must be included.

Besides the aspects mentioned above, information 
must be gathered on the person’s liquidity prefer-
ences, attitude towards risk or security (their risk 

profile), political views and views about the country’s 
economic prospects. Everybody should determine 
their own current financial position and views in 
respect of the above, since all further decisions or 
plans will be based on these aspects.

The next step in the planning process is to prepare 
a personal income statement and a balance sheet. 
A specialist in this field could be called in to assist 
with drawing up these statements if you are unable 
to do it yourself. A personal income statement indi-
cates the financial activities that took place over a 
specific period and includes income, expenditure 
and contributions to savings and/or investments. 
A personal balance sheet indicates your welfare 
(or wealth), which is reflected in the way in which 
assets are funded and not by the number of assets 
owned.

The link between income statements and balance 
sheets is the amount of equity capital. Equity capital 
is calculated by deducting total liabilities from total 
assets. Any positive contribution towards savings or 
investments (irrespective of how the contribution is 
employed) will lead to an increase in wealth (equity 
capital). Similarly, a negative contribution leads to a 
decline in wealth.

what does ‘financial situation’ mean?
Financial situation refers to the current positioning 
of everything in your life that can be measured in 
terms of money. It also refers to what your financial 
status would be if you were to die today. Most people 
have no idea what this state of affairs is. As soon as 
you become involved in this exercise, you will find 
out how many pleasant and unpleasant surprises 
await you. On the one hand you discover a forgotten 
investment, and on the other you learn exactly how 
outdated your will actually is. 

how important is this?
Your financial position is therefore the starting 
point, or Point A, in your planning. If you plan, you 
want to move from Point A to Point B. B is your 
objective. If someone calls you and asks you how to 
get to Unisa, your first reaction and question to that 
person would be: ’Where are you now?’ If you do not 
know where you are, nobody can explain to you how 
to get elsewhere. The same applies to our financial 
affairs. Where are you now?
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Benefits to the family (Swart 2011:26–27)
•	 Family members are aware of their financial posi-

tion.
•	 Self-motivation to become more involved in the 

family’s personal financial planning increases.
•	 The many uncertainties are reduced.
•	 You learn about the financial behaviour and 

priorities of family members
•	 Financial problems are identified timeously.
•	 Real needs are identified, for example, we need 

another life policy for estate duty (which must 
be paid at a rate of 20% of the amount by which 
your net estate, ie total assets less total liabilities, 
exceeds R3.5 million). 

•	 A good financial record system for the household 
is created and maintained.

•	 Relatives need not poke about nervously trying 
to find important documents or proof after a 
spouse’s death, and the executor can administer 
the estate more rapidly. 

•	 This facilitates our income tax, investment, estate 
and retirement planning, helps us to make the 
necessary provision early on, and to avoid current 
and future pitfalls in each situation.

•	 You are armed (can ask questions and supply 
answers) with the necessary financial knowledge 
of your affairs if you want to use the services of 
a broker, the bank, your bookkeeper or attorney.

where must i start?
Use your computer to create the administration—or 
rather financial record—system for your household 
and store the information in it. Keep an updated 
backup copy elsewhere in the house or in a safe in 
the event your computer is stolen.

Alternatively, buy three big files and plastic 
pockets intended for these files and place a large 
number of them in each file. Type out a table of 
contents similar to the example below to meet your 
family’s needs. This table of contents is placed in 
the first pocket. Now type out the different names 
(according to the numbers and subdivisions in the 
table of contents) and place them in sequence in 
the pockets following the table of contents. Start 
filling the pockets with the relevant content (Swart 
2011:26–27). 

The contents of your files
1. Will(s) and trusts; 2. Identity documents (for 
both spouses and for the children, as well as five 
certified copies of each); 3. Antenuptial contract 
(current marriage, deed of settlement of previous 
marriage(s)); 4. Funeral policy(ies) (for each family 
member); 5. Death certificate(s) (this envelope 
remains empty until after the death of a family 
member); 6. Financial assets (investments in 
pension fund(s), unit trusts, shares, money market 
funds); 7. Fixed assets (buildings, plots); 8. Hard 
assets (jewellery, paintings and collections—stamps, 
coins, envelopes, wine); 9. Short-term insurance (the 
insurance contract for the insurance of buildings, 
contents of the home and vehicles against risks 
like fire, theft and other damage); 10. Long-term 
insurance (these are long-term investments in 
insurance products such as an endowment policy, a 
life policy and retirement annuities); 11. Short-term 
debt (accounts, loans); 12. Long-term debt (bond 
statements for all mortgage bonds on buildings); 
13. Contracts of sale (technical equipment and 
furniture); 14. Rental contracts (for cases where 
you act as lessee and as lessor); 15. Annual financial 
statements (retain statements for about five years, 
with proof of income and expenditure; also keep 
a separate plastic pocket with the current month’s 
proof of income and expenditure as part of the 
family’s record system for compiling the monthly 
budget); 16. Capital gains tax summary (this was a 
compulsory valuation of all fixed property in 2001; 
the values will be used one day when fixed property 
changes hands in order to calculate the amount in 
capital gains; capital gains tax will be calculated on 
the basis of this amount, and will be paid to SARS 
together with your income tax); 17. Disputes (eg 
with neighbours about where the boundaries of 
your property are); 18. Court cases (retain copies 
of counter-arguments); 19. Employee information 
(copies of identity documents for domestic 
worker, gardener, employment contracts and UIF 
particulars); 20. Three months’ bank statements; 21. 
Business information (if you have a business—not 
everything, but guidelines to relatives on aspects 
of the business that are important, what to do and 
what not to do); 22. Explanations to the family 
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(similar to 21, but regarding personal possessions); 
23. Credit bureau information (request an annual 
proof of your creditworthiness from the National 
Credit Regulator— this prevents the wrong credit 
information from appearing against your names); 
24. Particulars of parents in the event of death 
(naturally, parents can be advised to compile their 
own files); 25. Previous insolvency (financial records 
if applicable); 26. Outstanding debt (people owing 
you money/property); 27. Title deed of property 
(home, erf ); 28. Memorandum of Association 
(trust); and 29. Marriage certificate.

Please note that this information can also be 
collected and stored electronically in folders. A CD 
with all the information as at 31 December can be 
created annually. Select a method to use. 

Access to the system
It is important that both husband and wife have 
access to the record system, especially in the event of 
the death of one of them. It is recommended that the 
family’s lawyer and/or accountant should have access 
as well, and that he or she should be informed of the 
system in the event of the simultaneous death of 
both partners/parents. Older (adult) children should 
be informed of the system, although they should not 
have access to the will before a parent’s death.

how much time will this require of me?
Depending on whether you do it full time or only 
in the evenings, you will need about three weeks. 
The main reason for this is that you have to trace 
and find everything that appears in your table of 
contents. Something new will turn up every now 
and then. 

Keep it up to date
The aim is to keep the most recent information in 
your system. Examples are the most recent short-
term insurance contract, policies, the current/most 
recent value of your pension fund. Regularly remove 
outdated documents that have been totally replaced 
by others. Otherwise there will be too many pockets 
and you will have to purchase more files, which can 
confuse relatives as well as the executor.

Note that you have not planned anything yet: you 
have only been calculating your Point A—the point 
of departure for your planning, namely your current 
financial situation!

1.7.2 identification of objectives and 
 needs
Before people can decide what they wish to achieve, 
they must consider what is important to them. 
Someone who wishes to achieve success will have 
to work more smartly and harder, and do without 
holidays (occasionally). Others may have a more 
balanced approach. Block et al. (1988:5) recommend 
that married people should involve the entire family 
in setting objectives.

linking objectives to time
The formulation of objectives is a statement by a 
person of the prospects for their financial future. 
Planning therefore centres on objectives and how to 
achieve them. Objectives should be linked to specific 
time horizons. The reason for the last-mentioned 
statement is that most objectives can be achieved 
by using more than one method. In Table 1.2, the 
financial objectives of a student are set out in terms 
of specified time horizons.
•	 Immediate or short-term objectives: Short-term 

objectives are aspired to in the early stage of the 
life cycle and must be very specific (Table 1.2). 
Funds for such objectives are generated from 
current income and/or savings or investment 
plans. Alternatively, funds may be borrowed, 
or a hire purchase or lease agreement may be 
concluded.

•	 Medium-term objectives: Medium-term objec-
tives usually occur during the working years and 
stretch over the largest part of the life cycle. The 
achievement of objectives during this stage is a 
prerequisite for the achievement of objectives 
in the long term. Spending patterns could be 
adjusted to provide for needs over the medium 
term.

•	 Long-term objectives: These objectives provide the 
greatest flexibility during planning. Retirement 
planning is usually the most important plan-
ning component of the last stage of the life cycle. 
People of all ages will have short-, medium- and 
long-term objectives.

The example of a student’s objectives in Table 
1.2 is not an explanation of the concepts short-, 
medium- and long-term, but an illustration of an 
applied case.
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listing of priorities
Objectives must be listed in order of importance. 
A distinction must be made between urgent 
(immediate) and important needs. It may be urgent 
to get a telephone at home, but it is more important 
to draw up a valid will. Higher priority must be given 
to important needs, because of the negative financial 
implications of not being able to meet those needs.

1.7.3 identification of constraints
There are always external influences or constraints 
that have to be taken into consideration in personal 
financial planning. These are factors that may restrict 
or even be entirely in conflict with the personal 
objectives and needs that have been identified. 
Examples of such factors are income tax, untimely 
death, retirement, illness and liability risks.

1.7.4 comparison of current situation 
 with identified needs
Information regarding a person’s current situation 
shows what planning has been done to date. A 
comparison between the current situation and all 
identified needs indicates which needs have already 
been provided for, and which needs still have to be 
provided for. In other words, the needs that have not 
been provided for should receive attention.

Goldman (1983:49) points out that needs with a 
low priority may already have been met. The priority 
list may indicate needs with a high priority that have 
not been met and which would require more funds 
than needs with a lower priority. In that case, consid-
eration should be given to replacing needs with a 
lower priority with needs of a higher priority. This 
would mean that more funds would be available for 
needs with a higher priority, since those with a lower 
priority would have been set aside.

1.7.5 Analysis of investment 
 opportunities
Before any decisions are made to meet certain needs, 
an analysis of existing investment opportunities is 
necessary. It is essential to examine the purpose of 
each investment alternative, as well as the advantages 
and disadvantages involved in each. For example, 
although savings may earn relatively low interest if 
invested in a fixed deposit for six months, this would 
provide more liquidity than a fixed investment over 
a ten-year term.

1.7.6  development of the plan
During this phase, a person must decide which 
investment will provide for which need. In Table 1.3, 
certain risks are listed, as well as an investment plan 
for each risk. Needs are expressed in terms of the 
risks involved in the occurrence of certain events. 
Insurance options to counteract these events, or 
provide for such risks, are listed opposite each risk. 
In order to develop a plan, a person must choose (in 
the case of life insurance) an insurance company and 
decide on the specific amount required for life cover, 
and the monthly premium they can afford (on the 
basis of their personal budget).

According to Stillman (1979:13) you should ask 
yourself the following questions before making your 
final decision(s) about your plan(s): what are your 
objectives?; do you have, and can you consider, the 
necessary facts to make a sound decision?; and did 
you consider all the alternatives?

Stillman (1979:13) provides the following guide-
lines in arriving at your financial plan: time is a 
valuable commodity; be flexible and have your 
plan attuned to the times; minimise your costs and 
maximise your returns; keep your money working 
for you all the time; develop a long-term plan, 
implement the plan, and check to see that it is being 
accomplished. Have a ‘cradle-to-grave’ approach.
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Table 1.2: Time considerations for financial objectives (life cycle)

ShorT-TErM MEdiuM-TErM lonG-TErM

Complete studies

Positive balance in cheque account

Get holiday job

Buy second-hand motorcar

Repay loan

Take out minimum insurance cover

Find full-time employment or start own 
business

Buy a house

Take out comprehensive insurance cover

Start a fund for children’s education

Begin investment programme

Begin contributions to programme for 
retirement

Amass Rx

Retire at age x

Travel x months of 
the year

(Source: Block et al. 1988:7)

Table 1.3: Exposure to risks

TyPE of riSK (finAnciAl nEEd) inSurAncE (TyPE of ProviSion)

1

2

3

Personal risks

(a) Loss of income — untimely death

(b) Loss of income — disability

(c) Loss of income — illness or injury

Property risks

(a) Theft of or damage to vehicle

(b) Loss of or damage to home and/or contents

(c) Loss of or damage to personal property

Liability risks

(a) Liability resulting from home ownership

(b) Liability resulting from vehicle ownership

(c) Liability resulting from negligence or malpractice

Life insurance 

Disability insurance 

Medical fund

Vehicle insurance 

Homeowner’s insurance 

Personal property insurance

Homeowner’s insurance

Vehicle insurance

Comprehensive liability insurance/
malpractice insurance

(Source: Amling & Droms 1986:237)

1.7.7 Balancing the budget
It is of cardinal importance that the budget should 
balance, in other words that income should be 
equal to expenditure plus savings. A surplus or a 
shortfall indicates that the plan requires further 
attention. A surplus — invest a larger amount. A 
shortfall — decrease some spending or investment.

1.7.8 implementation of the plan
During this phase, a specific insurance policy could 
be taken out. Perhaps money could be placed in an 
investment account. Consult the attorney or bank 

to draw up your new will. It is important to note 
that no plan can be implemented if there are not 
sufficient funds.

1.7.9 Periodic revision of the plan
As with any other plan, a financial plan cannot be 
expected to remain the perfect plan. Periodic revision 
is necessary in order to provide for changing needs 
and circumstances (a new baby or husband, death 
of a family member, a divorce or an inheritance). 
It is recommended that the plan be revised once a 
year. Significant changes will require changes in 
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the financial plan. Remember ‘the cradle-to-grave’ 
approach.

1.8 ThE AdvAnTAGES of 
 PErSonAl finAnciAl 
 PlAnninG
The advantages of personal financial planning are as 
follows:

•	 Many individuals and households find out more 
about their current financial situation for the first 
time.

•	 Financial needs are identified.
•	 Household risks are identified.
•	 Reasons for cash-flow problems are identified 

(usually as a result of over-spending; most house-
holds spend R3 000 to R6 000 more than they 
think).

•	 There is budgeting regarding expenses and 
investments to reach immediate, short-, medium- 
and long-term goals.

•	 Financial crises are identified well in time.
•	 You take responsibility for your own financial 

future.
•	 The influence of new legislation on a household’s 

money matters is understood more readily, even 
though it may be accepted with difficulty.

•	 The uncertainty surrounding retirement plan-
ning is removed.

•	 It becomes possible to retire with financial inde-
pendence.

•	 Provision is made for the maintenance of a 
particular standard of living before and after 
retirement.

•	 Households (and individuals) know where they 
are heading and can continue with a purposeful 
life, because they know how to get to where they 
want to be.

•	 The entire household is involved in the budget 
process and learns more about money matters.

•	 Children learn about money matters from an 
early age, and about the necessity of saving.

•	 All the family members learn the most important 
life skill, namely the financial life skill.

•	 Children are able to stand on their own feet much 
earlier, which enable them to function inde-
pendently of their parents as far as finances are 
concerned.

•	 Thanks to the latter, there is less pressure on the 
parents’ household budget from an earlier stage 
so that they can make more of their own invest-
ments with a view to retirement.

1.9 PErSonAl finAnciAl 
 PlAnninG ArEAS
Decisions have to be made on all matters relating 
to your personal financial position. Various areas 
are involved in the planning process, for which 
plans with predetermined objectives must be made. 
If any of these planning areas is disregarded, this 
could have far-reaching financial implications. 
For that reason, it is necessary to be familiar with 
the contents of each area, particularly in view of 
obtaining financial independence after retirement. 
The following personal financial planning areas are 
distinguished:
•	 Career planning/business planning
•	 Income tax planning
•	 Estate planning
•	 Investment planning/business planning
•	 Protection planning
•	 Credit planning
•	 Productivity planning (and self-management)
•	 Healthcare planning
•	 Retirement planning
•	 Emigration planning.

These planning areas are interdependent. An estate 
planning decision, for example, affects income tax 
and retirement planning to a large extent. The same 
can be said of an investment decision. The different 
planning areas (with the exception of productivity 
planning and self-management) are discussed in 
later chapters.

All personal financial decisions form part of the 
overall planning process, since ultimately they all 
have to be accommodated in the domestic budget.
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When must you start this? The future of their 
children is probably most parents’ biggest concern 
these days. 

family planning
Parents who plan their family’s financial future and are 
concerned about their children’s future firstly plan their 
family. Fewer children mean that you can make better 
provision for yourself and your children in all areas.

Before the birth—pregnancy
At this stage parents should already ‘prepare’ 
themselves for the next 20 years with their child 
(Swart 2012:8–9). Your baby budget will help you 
to think ahead even in this early phase. Study the 
family’s financial situation to make adjustments for 
the new budget (which now also includes the new 
baby’s expenses). This is where the right basis for 
financial discipline is laid.

After the birth
If you do not have sufficient funds to pay the child’s 
living costs, you can do the following:
•	 Sell some of your unit trusts (collective investments)
•	 If you are still paying a mortgage, use (borrow) 

some of the paid-up part of your bond
•	 If your mortgage has been paid up, apply to 

the bank to use (borrow) a part of the paid-up 
section of your bond.

Plan the provision now
Parents should start planning and implementing the 
financial provision now. Firstly, this involves setting 
realistic, affordable goals.  Set goals and stick to 
them by including them in your family budget and 
keeping them there, for example for 20 years. A goal 
can be an investment in a study policy and/or in 
unit trusts. For those with less self-discipline (who 
can easily withdraw the money and waste it) a study 
policy can be the right type of investment for their 
child’s future—the child’s financial need to study 
further after school. Those with more self-discipline 
and who require a higher yield can invest in unit 
trusts with the same goal.

The secret is not to touch this investment until 
the child needs it, not even for your self-inflicted 
financial crises. The value of the investment must 
grow over time. Increase the annual premium by, 
for example, 6% to keep pace with inflation (which 
reduces the value of the investment every year). 
Make an investment of this type for every child.

School-going children
Persevere with your investments for the child as 
well as for the household. Send your child to the 
best school you can afford. Choose one that offers 
the most life skills, and particularly one that offers 
financial skills as a subject. Persuade your child to 
choose business subjects, unless the child’s interests 
and skills lie elsewhere. The demand and future 
demand for employees will increasingly be in the 
financial and the professional industries. Every 
year there are hundreds of thousands of students 
whose qualifications (degrees) are not in demand. 
Consequently they still live with their parents, years 
after they have completed school, and the parents 
have to pay for everything. Protect your estate (assets).

Estate planning involves the following:
•	 Acquiring investments or fixed assets (buildings)
•	 Protecting these 
•	 Transferring these to heirs.

Remember, your child’s financial provision for the 
future depends on your ability to make long-term 
investments (Swart 2012:8–9). You must therefore 
protect your own income (also your job or business) 
and investments. Make sure that you and your 
spouse have large amounts in life assurance so that 
you can preserve your estate for your children after 
your death. Invest in a life policy while you are still 
young and healthy. The premium is very low. If you 
are older and/or ill, the premium is much higher.

If you have sufficient funds, you must:
•	 Establish a trust (costs about R5  000) and 

purchase each additional property in the name 
of the trust (after your death your children can

➟

PlAnninG your childrEn’S finAnciAl fuTurE ExAMPlE 1
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 be the income and capital beneficiaries of the 
trust—your attorney can help you to set up this 
trust (an inter vivos trust) while you are still 
alive)

•	 Establish a trust for each child, particularly if 
you already have fixed assets, they can devolve 
to a trust after your death (a trust mortis causa), 
and your children can benefit from this (the 
attorney will include the content of the trust to 
be established in your will)

•	 Make sure that the cover amount of your life 
policy is sufficient to pass your entire estate 
on to your heirs and trusts—the policy must 
therefore pay all the estate costs.

your disabled child
About 27 years ago legislation with respect to tax 
benefits for disabled persons was changed. According 
to this legislation, mentally handicapped persons 
also fall under disabled persons, where this category 
included only physically disabled persons before. A 
family enjoys tax benefits if they have to care for, 
or help to care for, their disabled child financially. 
Create a testamentary trust to ensure that your 
disabled child is cared for after your death. You 
should in any case appoint guardians for every child.

financial education at home
Teach your child money ski l ls as well  as 
entrepreneurial skills. This is the best and cheapest 
investment you can make in life. It will help the 
youngsters to become self-sufficient more quickly 
and you as parent can make more provision for your 
retirement. Teach your child early on that:

•	 Life owes them nothing
•	 They have to work and plan for possessions and 

wealth
•	 They need not buy the most expensive car, home 

and clothes to try to be happy or acceptable
•	 They should buy only what they have budgeted 

for and therefore can afford

•	 The repayment of their debts (accounts and 
loans) should be included in their budget

•	 They should save and invest for short-, medium- 
and long-term goals (eg, for retirement) from 
their first salary cheque.

if your child wants to get married
By now your child should already be familiar with 
money matters. This includes knowledge of the 
different matrimonial property dispensations, as well 
as of the financial implications of living together, 
becoming engaged, marrying and divorcing. This 
knowledge can save you and your child millions of 
rands in the course of your lives. The divorce rate 
is high: 50% for first marriages; 75% if the second, 
third and fourth marriages are included. You and 
your child can lose millions of rands— and even 
everything you have. Protect your child and your 
own estate. Be warned: make sure that your child 
gets married out of community of property, with 
exclusion of the accrual system.

My child is getting divorced
Teach your child to use the services of an attorney to 
help them to protect their interests. You can never be 
your own attorney. Make sure that your child acts in 
an ethical manner and does not use the divorce laws 
to steal the possessions of a spouse or in-laws. They 
should at all times be honest and reasonable and act 
in the interests of all stakeholders— including the 
children. Teach your children to plan and to protect 
their own financial future.

Empower the family
It is common knowledge that it costs almost 
R2 million to raise a child. Unfortunately it does 
not stop there. A child’s wrong decisions, wrong 
choices in relationships and life events such as debt, 
sequestrations and divorce increase this amount by 
millions of rands—for the parents as well as for the 
child. 
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When I was on holiday at the coast in 2001, I met a 
drunk who confirmed my view of personal finances 
and not just because he had had a few too many! 
The guy approached everyone and asked their name. 
As soon as you asked his name in return, he would 
ask: ‘Who’s asking?’ He would then ask where you 
lived. As soon as you had replied and asked where 
he lived, he would answer only: ‘Who’s asking?’, and 
walk away (Swart 2014:24–25).

Let us take a brief look at money matters that 10 
groups of persons should attend to every year if 
they want to plan for the future. We can divide all 
the groups into smaller groups by asking questions 
about what they should do on the basis of the 
unique personal financial situation of each person. 
The answer of each group and person with respect 
to what they should do is based on the single big 
question: ‘Who’s asking?’

Table 1.4: Different financial needs, goals and threats

1.  At school—learners: 

•	 Become financially literate
•	 Purchase the only set of books on financial 

literacy for grade R to grade 12 (Afrikaans 
and English)—the best investment ever!

•	 Leave school with financial knowledge 
that covers the entire field of personal 
financial management

•	 Avoid an unplanned baby (boys) or a 
pregnancy (girls)

•	 Do not do stupid things or use substances 
that will have far-reaching financial 
implications for you

•	 Your good education and faith will save 
you lots of money in life, provided you 
stick to them.

2. After school—starting to work or study:

•	 Enrol for Unisa’s two courses on financial 
affairs at the Centre for Business 
Management which include all aspects 
of personal finances: the short course in 
Basic Financial Life Skills and the course in 
Personal Financial Management

•	 Make sure that you know what you want 
to do with the rest of your life

•	 Choose the right study field, calculate 
your study costs and choose a good 
university—do your homework 

•	 Maintain an updated curriculum vitae 
(CV) in case you have to or want to apply 
for a job unexpectedly—make sure it is a 
professional effort.

3.  Single: 

•	 Plan with the aid of a budget
•	 Set immediate, short-, medium- and long-

term personal financial goals
•	 Focus on your financial needs and not 

your wants or desires
•	 Incur ‘good’ debt to purchase a small, 

affordable car, furniture and a first home, 
and for further studies

•	 Invest for your retirement from your first 
salary cheque

•	 Choose only investments that offer capital 
growth

•	 Plan to become financially independent of 
your parents

4. Married, without children:

•	 Plan your finances with the aid of your 
budget from the beginning

•	 Learn to plan your finances together—you 
are now one

•	 Make sure that you know exactly what 
the financial implications of your 
particular antenuptial contract are

•	 Never be or become the financial Hitler in 
your home

•	 Plan with the aid of your antenuptial 
contract

•	 Remember: money and finances are the 
cause of 88% of all divorces

➟
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•	 Do not become engaged too soon if 
you do not understand the financial 
consequence/implications of an 
engagement—getting out of it will be very 
expensive: it works almost like a divorce 

•	 The most important thing is to study 
the different matrimonial property 
dispensations and get married out of 
community of property with exclusion of 
the accrual system—this will enable you 
to best plan and protect your personal 
finances (and those of your parents) 
against yourselves, your spouses, your 
families, the receiver of revenue, creditors 
and third parties

•	 Someone who is not marrying you for your/
your parents’ money and possessions will be 
quite happy if you want to protect them.

•	 Always be open and honest with your 
spouse and involve them in all financial 
decisions

•	 Set joint and separate financial goals 
•	 Respect each other’s finances and salary/

income
•	 Never try to foist the financial ideas from 

your parents’ home on the other party
•	 Decide what you are going to implement 

from each parental home and what you 
are going to discard

•	 Be aware of the other spouse’s parents’ 
views on money matters

•	 Do not allow your parents to interfere 
with your finances, unless it is to your 
benefit.

5. Married—first child:

•	 Draw up a baby budget
•	 Make it part of your household budget
•	 If your budget does not balance (income a 

little more or equal to your expenditure), 
remove certain expenses that you can get 
along without

•	 Buy cheaper baby equipment and toys
•	 Unless your baby or small preschool child 

really requires this, do not waste your 
money on numerous therapists (such as 
an occupational therapist and speech 
therapist)

•	 You often feel guilty and think that your 
baby must have everything of the best

•	 Invest in unit trusts for your child’s studies 
at and after school as soon as possible

•	 Do not withdraw this money for needless 
spending on wants.

6. Middle-aged—children leave home:

•	 Keep the children out of the home
•	 Increase your provision for retirement by 

investing in your retirement annuities and 
in risky unit trusts and shares

•	 Remember that your money has to show 
capital growth for many years to come in 
order to take care of the 20 to 30 years 
after retirement

•	 Take another look at your estate
•	 Compile a new will and include a 

testamentary trust if necessary
•	 Make plans to reduce your estate with the 

assistance of a broker
•	 Buy new fixed property in the name of a trust
•	 Donate R100 000 per year to the spouse 

with the smallest estate or to the children
•	 Always continue to enlarge your estate, 

but also reduce it for the sake of estate 
duty

•	 Consult a trust expert and your broker and 
auditor to assist with income tax matters.

7. Divorced: 

•	 Change your will within the first three 
months after the divorce to exclude your 
former spouse

•	 If you do not do this and you die, your 
former spouse inherits your estate in terms 
of your previous joint will. Wouldn’t you 
rather have your fiancée or fiancé inherit?

8. Too much debt—sequestrated/liquidated:

•	 Pay off all your debts as soon as possible
•	 Pay the most expensive debts first—those 

with the highest interest rate
•	 Consult your attorney and creditors and 

consolidate your debt by taking out one 
bank loan to pay off all your smaller debts

➟
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•	 Marry under the right matrimonial 
property dispensation next time (see 3)

•	 Start building up your investments again 
with a view to your retirement.

•	 You now have only one creditor—stick to 
your new debt agreement with the bank

•	 If you have been sequestrated or your 
business has been liquidated, let your 
attorney assist you so that you can be 
rehabilitated as soon as possible.

9. Retire within five years:

•	 Find out everything possible about your 
employer’s retirement fund and the 
medical aid scheme to which you belong. 
In this way you will know exactly what to 
expect after your retirement

•	 Consult a broker and make sure that you 
have sufficient investments with capital 
growth so that you can be financially 
independent when you retire 

•	 If you have too few, make additional 
investments or increase your existing 
investments.

10. After retirement:

•	 Stick to your household budget
•	 Do not waste your money or gamble with 

it in suspicious investments
•	 Keep a close watch on your standard of 

living, otherwise you could spend your 
retirement money too quickly and run out 
of money

•	 Look after your health and live a healthy 
life 

•	 Do not waste money on expensive 
retirement vehicles.

(Source: Swart 2014: 24–25)

This is why it is so important for a broker/
attorney/estate agent or consultant to find out first: 
‘Who’s asking?’ Advice and service or products to a 
client can then follow. Similarly, we as unique indi-
viduals cannot buy financial services or products, or 
invest in them, if we do not know ‘who’s asking’. You 

must know what your personal financial situation, 
your goals, your risks and your needs are.

Your broker must ask: Who’s asking? You as 
individual must know and ask: Who’s asking?

Table 1.5: Different financial needs, goals and threats (Swart 2014:24–25)

whEn you PlAn 
you cAn hAvE

whEn you do noT PlAn 
you will hAvE

•	 A happy family
•	 Plenty of money
•	 Good medical care

•	 Food, water, electricity
•	 Money to repay your loans
•	 A house, furniture, clothing
•	 Educated children 
•	 A good retirement
•	 A job.

•	 An unhappy home
•	 No money
•	 No money to pay for medical care for you and 

your family
•	 No food, water, electricity
•	 No money to pay the micro-lender
•	 No house, furniture, clothing
•	 No education for your children
•	 No money for retirement
•	 No job.

whEn you PlAn vErSuS whEn you do noT PlAn ExAMPlE  
(in EnGliSh, norThErn SoTho, Zulu And xhoSA)  

3
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GE o rulAGAnyA o KA BA lE GE 0 SA rulAGAnyE o TlA

•	 Lapa leo le thabilego
•	 Tšhelete ye ntši-ntši
•	 Tlhokomelo ye botse ya kalafo 

•	 Dijo, meetse le motlakase
•	 Tšhelete ya go bušetša dikadimo tša gago

•	 Ntlo, thoto ya ntlo, diaparo
•	 Bana bao ba rutegilego
•	 Phenšene ye botse
•	 Mošomo.

•	 Ba le lapa leo le hlokago lethabo
•	 Hloka tšhelete
•	 Hloka tšhelete ya go lefela tlhokomelo ya 

kalafo ya gago le ya ba lapa la gago
•	 Hloka dijo, meetse le motlakase
•	 Palelwa ke go lefela moadimiši wa ditšhelete 

tše nnyane
•	 Hloka ntlo, thoto ya ntlo le diaparo 
•	 Hlokiša bana thuto
•	 Hloka tšhelete ya ge o rola modiro
•	 Hloka mošomo.

uMA ulwEnZA uhlElo 
unGABA nAloKhu

uMA unGAlwEnZSi uhlElo 
uZSoBA nAloKhu

•	 Umndeni ojabulile
•	 Imali eningi
•	 Unakekelo oluhle kwezokwelashwa

•	 Ukudla, amanzi, ugesi
•	 Ukukhokha izimali ozibolekile

•	 Indlu, ifenisha, izingubo zokugqoka
•	 Abantwana abaqfundile

•	 Umhlalaphansi okhuselekile
•	 Umsebenzi.

•	 Umndeni odangele
•	 Ukungabi nemali
•	 Ukungabi nemali yoku khokhela ukukwelapha 

wena nomndeni wakho
•	 Ukungabi nokudla, amanzi, ugesi
•	 Angeke ukwazi ukukhokhela umbolekisi-mali 

encane
•	 Ukungabi nendlu, ifenisha, izimpahla
•	 Izingane zakho angeke zikwazi ukuthola 

imfundo
•	 Ukungabi nemali yomhlalaphansi
•	 Ukungabi nawo umsebenzi.

xA uSEnZA iSicwAnGciSo 
uyA KuBA noKu

xA unGASEnGciSo 
uyA KuBA noKu

•	 Usapho olonwabileyo
•	 Intyweka yemali
•	 Imali yeendleko zonyango

•	 Ukutya, amanzi, umbane
•	 Ukuhlawula iimali zemboleko

•	 Indlu, ifanitshala, impahla yokunxiba

•	 Abantwana abafundileyo
•	 Umhlalaphantsi omhle
•	 Isithuba somesebenzi.

•	 Usapho olungonwabanga
•	 Ukungabi namali
•	 Ukungabi namali yokuhlawula iindleko 

zonyango zakho nezosapho lwakho
•	 Akusayi kuba nokutya, amanzi, nombane
•	 Ukusayi kukwazi ukuhlawula umbolekisi 

weemali ezincinci
•	 Akusayi kuba nandlu, ifanitshala nempahla 

yokunxiba
•	 Abasayi kufunda abantwana bakho
•	 Akusayi kuba namali yomhlalaphantsi
•	 Akusayi kuphangela.

(Source: Swart 2014: 24–25)
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1.10 SuMMAry
Personal financial planning is a broad concept 
that includes various personal financial planning 
areas. Personal financial planning can occur only 
through the personal financial planning process. 
At this stage it should be clear that this planning is 
unique for each individual and household, because 
it is based on individual and household financial 
situations. Individual and household resources must 
be obtained and applied in such a way as to satisfy 
needs and goals after retirement.

Knowledge of money matters is a prerequisite 
for efficient personal financial management and 
planning. All individuals and households must be 
aware of the many factors that could positively or 
negatively influence their financial position now 
and in the future. By now you should also realise 
that personal financial planning involves much 
more than simply making investments. A thorough 
knowledge of personal finance enables an individual 
to make informed choices regarding their finan-
cial future. Planning takes you from where you are 
currently to where you would like to be — in other 
words, towards your future goals.

Do your own planning with the help of experts, 
but make sure that mass hysteria (the things people 
do on the grounds of what they read in the media) 
does not confuse you. Adapt your planning where 
necessary, but stick to sound financial principles. 
You can do all manner of different things in order to 
retire with financial independence. You do not have 
to do what others are doing. Personal financial plan-
ning should start the day you receive your first salary 
cheque (or wage). Therefore, begin planning today, 
and ensure your financial future.

1.11 SElf-ASSESSMEnT
•	 Discuss the different steps in the personal finan-

cial planning process.
•	 Explain the importance, and list the advantages, 

of personal financial planning.
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After studying this chapter, you will be able to:
•	 Assess annual financial statements
•	 Explain the relationship between an income 

statement and a personal budget 
•	 Explain the principles involved in preparing a 

budget 
•	 Draw up your own household budget

•	 Measure your own financial performance
•	 Explain the importance of having a personal 

budget
•	 Identify the advantages of keeping an effective 

household.

lEArninG ouTcoMES

Thabo always knew how much money there was 
in his wallet and in his family’s bank account. His 
family was happy and paid off various accounts, as 
well as short and medium-term loans. They knew 
exactly what their assets and liabilities were and 
also had long-term plans.

On the other hand, Sebodu’s family was unhappy, 
could never buy and hold on to anything, and he was 
never able to pay off his family’s accounts and loans.

What, do you think, were the main reasons for 
Sebodu’s permanent financial problems?

cASE STudy

2.1 inTroducTion
Since we base our financial planning on our stated 
objectives, we also want to know whether we are, in 
fact, achieving those objectives. In other words, we 
would like to measure our financial performance. 
Annual financial statements, such as income 
statements and balance sheets, as well as personal 
budgets, are probably the most important tools we 
can use to measure our financial performance.

Everyone should draw up a personal budget, 
which should only include the income and expendi-
ture for the household. Not everybody is capable of 
preparing income statements and balance sheets, 
however, and for that task the help of a professional 
chartered accountant may be enlisted.

The preparation of financial statements requires 
an understanding of the following financial terms 
(Winger & Frasca 1997:7): assets; liabilities; net 
worth; income; expenses; liquidity; solvency; insol-
vency; contribution to saving; and financial ratios.

Income statements and personal budgets are 
closely related (as will be seen later), so we shall 
discuss balance sheets first.

Africanisation
 

Nico Swart, Unisa academic and South African, is 
the academic father of personal financial literacy 
education (including employee financial wellness 
and consumer education) in South Africa. He 
has written more than 70 books on personal 
financial planning and financial literacy education. 
Decades ahead of South Africa and the rest of the 
academic world, he initiated the first compulsory 
personal financial literacy education 20 years 
before the end of the previous century. In 1990 he 
developed the academic subject, ‘Personal Financial 
Management’, according to the Swart model (Total 
Personal Financial Planning) for the SA academic 
world at Unisa. He has been lecturing the subject 
for 25 years. He has also devoted more than 50 000 
hours to financial literacy community outreach and 
engagement.

Five of his largest financial literacy education projects:

•	 ‘My Money Matters’—16 financial literacy 
products in English, Northern Sotho, Zulu and 
Xhosa (1999—scope 5 million customers)

•	 ‘Money Skills for Learners’ (Afrikaans also) for 
South African Schools — Grade 11 (2005 — 
1 million learners and more than 1 000 schools 
participated)

•	 ‘Personal Financial Literacy Grades R-12 
(Afrikaans also) for South African Schools 
(30 books) — a brand new and Independent school 
subject — project introduced and submitted 
   ➟
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 to the Department of Basic Education in 2012 
(scope—12 million learners per year)

•	 ‘Beneficiary Education and Awareness—
Financial Services and Products’ for the 
receivers of social grants. Project introduced 
and submitted to the Department of Social 
Services and SASSA in 2012 (scope—18 million 
grant receivers).

In Arabic—‘Money Skills for Learners’ for English 
Arabians and a separate book for Arab Arabians 
(2006) in Northern Africa, the Middle East and 
Southern Asia (Scope—millions of Africans, and the 
Arab Peninsula).

2.2 AnnuAl finAnciAl 
 STATEMEnTS

2.2.1 The balance sheet
A balance sheet gives an indication of your financial 
situation or financial health at a given time. A 
balance sheet primarily comprises three items:
•	 Assets
•	 Liabilities
•	 Net worth (owner’s equity).

We shall briefly discuss each of these.

Assets
Assets represent everything a person owns. Gitman 
(1981:26) divides the assets found in a typical house-
hold into two groups: fundamental and investment 
assets.

Fundamental assets can be described as those 
assets a family owns by reason of the function they 
perform in the household.

Investment assets, on the other hand, are assets 
acquired in order to earn a return on them. These 
assets do not perform a specific function in the 

household. Table 2.1 classifies household assets into 
fundamental and investment assets.

Gitman does not regard cash and deposits as 
investment assets. The reason for this is that these 
assets are employed primarily to satisfy the transac-
tion motive, namely the conclusion of transactions 
with such funds. All these assets (taxed or paid off) 
must appear on the balance sheet, except those that 
are leased. Leased assets do not belong to the lessee, 
but to the lessor. Leased assets therefore appear on 
the balance sheet only after the last instalment (debt) 
has been paid off.

It should be noted, however, that cash in current 
accounts and deposits is, in fact, an investment. 
Once funds have been spent or invested, they are 
regarded as assets. Saving can be described as a 
restraint on spending, in other words, the money 
remains in your possession at your home or in your 
pocket. The funds in current accounts and fixed 
deposits are very liquid. This means the funds are 
readily and easily available if you wish to conclude 
a transaction.

Assets are further subdivided into fixed and 
current assets. Fixed assets comprise land and build-
ings, machinery, equipment, furniture, vehicles and 
long-term investments. Current assets comprise 
cash, fixed deposits, debtors (people who owe you 
money), marketable securities (short-term invest-
ments) and stock.

liabilities
All debts are classified as liabilities. As with assets, 
some liabilities are short-term and others are long-
term. Long-term liabilities may be long-term debt 
and mortgage bonds on fixed property, such as on a 
home. Short-term liabilities may be an overdrawn 
bank account, a loan from a private person, arrears 
expenditure, creditors (people to whom money is 
owed) and any accounts. Table 2.2 shows liabilities that 
may be reflected on a typical household balance sheet.

Table 2.1: Classification of assets

fundAMEnTAl ASSETS invESTMEnT ASSETS

•	 Cash on hand
•	 Cash in current accounts
•	 Deposits

 – at banks
 – at building societies

•	 Securities
 – shares
 – debentures
 – fixed interest-bearing securities

•	 Cash value of life and endowment insurance  
➟
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fundAMEnTAl ASSETS invESTMEnT ASSETS

•	 House
•	 Motor vehicles
•	 Equipment
•	 Personal property

 – furniture
 – clothing
 – jewellery

•	 Other investments
•	 Coins

(Source: Adapted from Gitman 1981:27)

Table 2.2: Liabilities of a typical household

Arrear accounts in respect of:

•	 Credit card purchases (food, clothing, holiday)
•	 Medical and dental services
•	 Repairs (motor car, refrigerator)
•	 Water and electricity
•	 Property tax (rates and taxes)
•	 Personal loans
•	 Overdrawn bank account

•	 Balances on hire-purchases in respect of:
 – vehicles
 – equipment
 – furniture

•	 Balances on mortgage bond in respect of:
 – home
 – investment in other property (holiday home, 

sectional title, timeshare unit, business 
property)

(Source: Adapted from Unisa 1994:6)

The liabilities, as listed from top to bottom in the 
table above, have correspondingly longer repayment 
periods. In other words, the period of repayment 
for the first item is shorter than that of the last item. 
For example, an account for credit card purchases is 
normally paid within three to six months, while a 
home loan is normally paid off over 20 years.

A person’s wealth is not measured solely by the 
amount of assets (in monetary value) they own: 
the liabilities attached to such assets must also be 
taken into account. Of particular importance is the 
manner in which the assets are financed.

net worth
A household’s net worth (or owner’s equity) is 
determined by deducting all liabilities from the total 
assets, even if it means that some assets have to be 
sold (converted into cash). 

Net worth = total assets – total liabilities.

The balance sheet may be referred to as the statement 
of your financial condition. When your net worth 
has a negative value, you are insolvent. Assets should 
be listed using the current market value.

2.2.2 The income statement
A person’s financial performance can be determined 
from their income statement. Their income and 
expenditure over a certain period (financial 
transactions) are obtained in this case. According 
to Keown (1998:42), the income statement tells you 
where your money has come from and where it has 
gone to over a certain period of time. An income 
statement can be divided into:
•	 Income
•	 Expenditure
•	 Contribution towards savings.

Each of these is briefly illustrated.

income
All the funds a household receives, irrespective of their 
origin or source, are called income. Some examples of 
income are:
•	 A salary
•	 A bonus (thirteenth cheque)
•	 Commission earned
•	 Interest received on investments
•	 Capital profit (or net profit) on the sale of assets. 

The total income is obtained by adding up all 
income the household receives.
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Expenditure
All payments for which a household is liable, whether 
for meeting needs or redeeming debt, are regarded 
as personal expenditure. This expenditure will vary 
from household to household. The following is a list 
of typical household expenditure:

•	 Housing
•	 Food
•	 Clothing
•	 Short-term insurance
•	 Motor vehicle
•	 Medical expenses
•	 Furniture
•	 Equipment

•	 Entertainment (televi-
sion, videos, eating 
out)

•	 Recreation (holiday)
•	 Life and endowment 

insurance
•	 Rates and taxes
•	 Water and electricity.

contribution towards savings
This means the difference between total expenditure 
and total income as is reflected in the income 
statement. If income for the period (usually a 
financial year) exceeds expenditure, the income 
statement reflects a net profit. This net profit 
constitutes a positive contribution towards a person’s 
savings, since it increases their wealth. Where 
expenditure exceeds income, the income reflects 
a net loss, which reduces the person’s wealth. This 
constitutes a negative contribution towards savings.

The cash budget is established to control the 
financial planning process as it estimates expected 
income, expenses and contribution to savings 
(Winger & Frasca 1997:7).

2.2.3 Evaluation of financial statements
The net profit or loss is carried over to the balance 
sheet (from the income statement). On the balance 
sheet it forms part of the net worth (owner’s equity), 
which indicates the person’s wealth. By comparing 
two years’ balance sheets, you can see whether 
this wealth has accumulated or diminished. The 
net profit (surplus) could be used, as shown in the 
example below, to purchase assets—see (a)—or to 
discharge debts—see (b). Assume that there is a net 
profit (surplus) of R112 000.

An income statement could be compared with 
a personal household budget. Expenditure can be 
reduced if the net profit is low or if a net loss is reflected. 
Alternatively, the household income could be supple-
mented by taking on additional or part-time work.

It should be noted, however, that any (possible) 
additional income is usually associated with additional 
expenditure. Care should be taken to ensure that the 
additional expenditure does not exceed the addi-
tional income. It is important that after-tax income 
should be higher than the additional expenditure. 
The following are possible additional costs:

Table 2.3: A balance sheet

BAlAncE ShEET AS AT 28 fEBruAry 2011

Assets R100 000 Owner’s equity R40 000

Liabilities R60 000

R100 000 R100 000

(A) BAlAncE ShEET AS AT 28 fEBruAry 2012

Assets R102 000 Owner’s equity R42 000

Liabilities R60 000

R102 000 R102 000

(B) BAlAncE ShEET AS AT 28 fEBruAry 2012

Assets R100 000 Owner’s equity R42 000

Liabilities R58 000

R100 000 R100 000

 ExAMPlE 1
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•	 Increased petrol costs
•	 New clothing to wear to the office
•	 Full-time domestic help (or half-day help)
•	 Care of children (pre-school)
•	 Parking costs
•	 Higher income tax
•	 Providing and furnishing a room for the domestic 

help.

As seen earlier, the income statement and the 
personal budget should be analysed together.

We will now look at practical examples of finan-
cial statements compiled by Kotze (2015). You will 
note that a statement of changes in equity has been 
added in this case too. The statements to be studied 
include the following:
•	 Balance sheet (statement of financial position)
•	 Income statement
•	 Statement of changes in equity
•	 Cash flow statement.

After studying the statements, you should notice that 
ratios can be use to evaluate a company’s financial situ-
ation. Furthermore, many individuals are involved in 
business themselves, and are particularly well placed to 
make use of such ratios. The same goes for someone 
who is an employee only. Needless to say, not all ratios 
are relevant to an individual’s financial statements. 
Experts agree that those ratios which analyse and eval-
uate working capital are the most important as far as 
an individual’s financial performance in the short- and 
long-term are concerned.

You will note that little is said about the accounting 
officer/accountant or auditor at this stage. This will 
be discussed in greater detail in Chapter Six during 
a brief discussion of tax planning. However, I do 
want to mention that a qualified person will do your 
books (financial statements) at a relatively low cost, 
and according to accounting requirements. You 
will need to supply this person (company) with the 
necessary documents.

We will now briefly discuss the four statements.

Table 2.4: A personal income statement

PErSonAl incoME STATEMEnT for ThE MonTh of JAnuAry 2016 (KoTZE 2015)
income

Net salary R50 000

Rental income R5 000

Total income R55 000

Expenses

Living expenses

Groceries R4 000

School fees R6 000

Petrol R2 000

Cell phones R1 000

Entertainment  

DSTV R800

Dining out R1 500

insurance  

House R700

Cars R1 500

financing  

Bond on house R25 000

Loan on car R5 000

Total expenses R47 500

Net income R7 500
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Table 2.5: A personal statement of financial position

PErSonAl STATEMEnT of finAnciAl PoSiTion on 31 JAnuAry 2016 (KoTZE 2015)

Assets R1 255 000

Fixed assets R1 200 000

Car R200 000

House R1 000 000

Current assets R55 000

Cash R10 000

Fixed deposit account R45 000

liabilities R1 230 000

Long-term R1 130 000

House mortgage R950 000

Car loan R180 000

Short-term R100 000

Credit card R60 000

Clothing accounts R10 000

Furniture accounts R30 000

Equity R25 000

The balance sheet
You probably still remember the formula:

Owner’s equity = assets (fixed assets + investments + 
current assets) – liabilities (current liabilities + long-
term debt).

Let us look at the following concepts: ‘employment 
of capital’, ‘liabilities’ and ‘capital employed’.

Employment of capital
This aspect refers to those items on the balance sheet 
in which long-term funds have been invested, for 
example fixed assets, investments and net current 
assets (current assets – current liabilities). Fixed assets 
refer to land, buildings and machinery. Depreciation is 
written off over the lifetime of, for example, a machine 
or vehicle, and is shown on the balance sheet and the 
income statement. Investments in both listed and 
unlisted securities are also shown here. Current 
assets refer to, among others, inventory, debtors, 
advance expenditure (eg tax), accrued income (rent 
receivable) and cash in the bank.

Liabilities
Current liabilities refer to, among others, creditors, short-
term loans, accrued expenses, eg tax payable, overdrafts 
and instalment sales transactions (hire-purchase). 
Credit cards may also be included (under ‘trade and 
payables’), unless you have a ‘budget’ card. In the case 
of a budget card the payback period is more than a year, 
so it should fall under long-term loans (‘non-current 
liabilities’). A motorcar lease will also not be indicated 
here, as it is considered to be off-balance sheet financing.

Most overspending and cash flow problems can 
be traced back to current assets and current liabili-
ties. Liquidity problems refer to an inability to meet 
short-term obligations. Current assets are often 
financed with long-term funds. Solvency refers to an 
ability to meet long-term financial obligations.

Capital employed
The capital employed by an individual or a business 
could consist of, among others, a combination of the 
following: share capital (ordinary and preference 
shares), owner’s equity, long-term liabilities, and 
accumulated profit.
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The income statement
The income statement shows all income and 
expenditure (made to earn an income), in order 
to calculate the net profit or income. Furthermore, 
this net profit for the year is used to calculate the 
individual’s taxable income (see Chapter 6). A 
company will also use net profit to calculate its 
earnings per share.

The statement of changes in equity
The statement of changes in equity is also called 
the ‘statement of recognised gains and losses’. Apart 
from its financial statements, an enterprise should 
present a statement of changes in equity, showing 
(Coetzee et al. 2000:179):
•	 The net profit or loss for the period
•	 Each income and expense item (totals)
•	 The correction of fundamental errors
•	 The cumulative effect of changes in accounting 

policy.

An enterprise should also present the following 
(either in the statement of changes in equity or in 
the notes thereto):
•	 Capital transactions with owners
•	 Distributions to owners
•	 The balance of accumulated profit or loss (begin-

ning of period and at balance sheet date)
•	 Movements for the latter period
•	 Movements in the amounts of each class of equity.

The cash flow statement
Previously, the cash flow statement was called the 
statement of source and employment of funds. You 
will note the logical flow of information from the 
cash flow statement. Firstly, there is an indication of 
the cash flow that the business itself generates.

Secondly, the cash flow from other sources is 
shown. Thirdly, the employment of cash, or the cash 
outflow, is indicated, for example interest, tax, and 
dividends to shareholders. You will note that depre-
ciation (a non-cash item) is added back or added 
into the cash flow statement.

using ratios
Ratios are simply aids which can be used to 
obtain certain information regarding the financial 
statements, in other words, the individual or business 

they represent. In practice, generally accepted figures 
for various ratios have existed within particular 
industries and types of businesses for many years. 
Individuals can use ratios to interpret their own 
financial performance. They can also be used to 
evaluate a business that someone may wish to buy, 
or to compare businesses. Banks, creditors and other 
providers of funds (loans) use them to obtain more 
information about individuals and businesses. This 
is also true of the SARS Commissioner, who analyses 
certain figures and situations in this way.

what is wealth?
Wealth is the biggest motivation in life to most 
people who earn an average or above-average 
income. To many poor people, it is and will remain 
only a dream, unless:
•	 They can earn more than a mere subsistence wage
•	 They are taught to manage their money and start 

creating wealth.

what is long-term wealth?
The primary objective of personal financial planning 
and management is maximum long-term wealth. 
Your wealth should be able to support or help to 
support you until and after your retirement. You 
would also like your children to inherit some of this 
wealth after your death.

what is profit?
Profit is the compensation for the four factors of 
production that we can employ, namely: labour; 
capital; land and entrepreneurship. Nevertheless, 
maximum profit is not our long-term objective. The 
reason is the following: you can make a lot of profit 
without increasing your wealth at all. This means 
that you use the profit for a number of other things, 
without growing your future capital in any way. 
You can therefore misspend the money from your 
successful business without making the necessary 
investment in business products and equipment (for the 
survival of the business), fixed assets, or financial assets.

how are you currently using your money?
Ask yourself the following questions about the 
utilisation of your money:
•	 What part of your money do you use to secure 

your financial future and create wealth?
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•	 What part of your money do you use in such a 
way that it contributes negatively to your family’s 
survival in 10 to 20 years?

•	 What part of your money do you use in such a 
way that it contributes positively to your family’s 
survival in 10 to 20 years?

Note the meaning of the following three concepts in 
particular. They can help you to learn more about 
your financial situation in relation to your wealth 
and wealth creation. Your accountant/auditor or 
certified financial planner can assist you with this 
on the basis of your income statement and balance 
sheet.
1. What is net worth?
 Your net worth is the difference between your 

total assets and your total liabilities. The greater 

the difference, the greater is your net worth or 
wealth. If your liabilities (debts) exceed your 
assets, you have a negative net worth.

2. How does your net income/salary compare to 
your debt repayments?

 Most people spend a large portion of their net 
income/salary on repaying debt. South Africans 
spend as much as 80% of their income on debt 
repayments. It can be very risky if, for example, 
you use more than 50% of your salary to repay 
debt, particularly if it is not debt that can increase 
your wealth. With debt that can increase your 
wealth, you can, for instance, deduct the interest 
you have to pay from your taxable income when 
you calculate your tax liability. You can also earn 
long-term capital growth on the employment of 
the debt.

Table 2.6: Debt and wealth

dEBT ThAT cAn incrEASE your wEAlTh dEBT ThAT doES noT incrEASE your wEAlTh

A house, financial investments (your capital grows)

A second property for leasing, your own business 
(you can deduct the interest, maintenance, salaries, 
all expenditure, short-term insurance for tax 
purposes)

Cars, furniture, holidays, gaming, boats, computers, 
credit cards, medical expenses, a needlessly high 
lifestyle, trying to appear rich, etc.

(Source: Swart 2014:14–15)

Your cash flow
Your cash flow refers to the relationship between your 
income and your expenditure. Are you struggling to 
pay your expenses? Or to afford any cost increases? 
It is important to manage your cash flow if you want 
your wealth to increase. Make sure that you incur 
the right expenses for which you have planned and 
to achieve specific objectives, including the building 
of long-term wealth. Poor cash flow will prevent you 
from creating your own wealth. A person can earn 
a lot of money but have a poor cash flow because 
of too many debts and the wrong spending patterns. 
Similarly, a person with many assets can have a low 
net worth.

how do you finance your debt?
Your wealth is not calculated by looking only at your 
assets and liabilities, but also at how you finance 
your assets. 
•	 When buying a home for your own use, it is wise 

to pay it off as quickly as possible. Increase your 

monthly instalment if you can afford it. Do not 
think that you can get a better return on another 
type of investment without considerable risk. In 
addition, you pay no tax on your investment in 
your mortgage (your repayment on your mort-
gage). On other types of investments you will, for 
instance, have to pay tax on the interest you earn. 

•	 Suppose you buy a townhouse that you want to 
lease. Naturally, you can use your own money, 
your own money and a loan from a financial 
institution, or just a loan from a financial institu-
tion. These options are available only to people 
who already have a specific cash amount or an 
investment. The less of your own money you use, 
the higher the after-tax return on your invest-
ment will be. 

You can also deduct for tax purposes all maintenance 
costs, interest on the mortgage, short-term insur-
ance, and salaries/wages. However, you must be able 
to pay the higher monthly interest expense until you 
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can deduct it when you submit your tax return (at 
the end of the tax year). Only then (sometimes a few 
months after submission) will you be able to pay less 
tax because of the higher cost/interest deduction.

You therefore use borrowed money to increase 
your wealth. We call this financial gearing. The 
more money you borrow, the higher your monthly 
instalment and the higher the post-interest return 
you earn on your investment is. We call this positive 
financial gearing. Naturally you must be able to pay 
back this borrowed money on a monthly basis.

If you have a business, the same applies. You can 
use more borrowed money to increase your net profit 
after interest has been deducted. We call this posi-
tive operational gearing. Consult your accountant or 
auditor for assistance and advice.

Steps to increase your net worth/wealth (Swart 
2014: 14-15):
1. Calculate your current financial situation with 

respect to assets, liabilities, cash flow, net worth 
and debt in proportion to your net salary.

2. Consult your accountant/auditor/financial 
planner for assistance regarding your current 
wealth or the absence thereof.

3. View the latter parties’ suggestions and recom-
mendations in a serious light.

4. Decide to change your situation over time.
5. Make sure that you continuously reduce your 

liabilities that do not lead to wealth creation. 
6. Make sure that you continuously increase and 

maintain your assets that do lead to wealth crea-
tion. 

7. Try to improve your cash flow by increasing your 
income and planning your expenditure better.

8. Get rid of unnecessary debt and debt that does 
not qualify for tax deductions—certain debts are 
part of life, however.

9. You will have to make investments, change your 
way of spending your income (salary or own 
business), or perhaps place greater emphasis 
on marketing your business (to improve your 
income and consequently your cash flow).

10. Select investments with capital growth in the 
long term, for example, collective investments 
(unit trusts); shares; fixed property; retirement 
annuities; a pension or provident fund with your 
employer.

11. Remember that it is not possible to determine 
the long-term consequences and the effect of the 

assets (for example the cost of administering, 
managing and maintaining the assets) on your 
future cash flow (income – expenditure) at this 
stage.

12. Remember always to choose the investment that 
yields the highest after-tax return.

13. Remember to use financial gearing to create 
wealth.

Your wealth therefore increases if you have assets 
that increase in value in the long term (over time). 
Make sure that your assets increase in value. The 
more money you spend on assets that create wealth, 
the more quickly your net worth (your assets – your 
liabilities) increases.

2.3 ThE PErSonAl finAnciAl 
 BudGET

A budget is a plan and a control mechanism (Weston 
& Brigham 1982:201). It is a plan expressed in 
financial terms. At the same time, it sets certain 
standards that have to be met in order to achieve 
certain objectives. In other words, it is a mechanism 
used to exercise financial control. This plan and 
control mechanism can benefit any household.

2.3.1 familiarity with the preferences of 
 the household (or knowledge of 
 ‘self’)

Before the budgeting process can proceed, the 
compiler should be aware of the likes and dislikes 
of all those involved. Do the family members like 
the notion of investing for the future, or are they 
inclined to live from day to day? Some people spend 
all their money as it comes in, while others prefer 
to set aside a monthly amount for holidays once or 
twice a year.

Knowledge of the personalities of all the 
participants in the budgeting process is con- 
sequently a prerequisite for drawing up an effec-
tive household budget. The lifestyle of the family 
will determine trends and tendencies (especially as 
regards spending) in the personal budget.
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financial habits
Financial habits are those habits that we have in 
respect of the financial decisions we make about 
our financial lives. We act in specific ways from 
which we do not easily deviate and to which we have 

become accustomed—regardless of the positive or 
negative consequences they entail.

You are and you become your habits, particularly 
your financial habits. Your habits to a great extent 
determine your path in life.

You + your own financial habits = You in 5 years  = You in 20 years = You after retirement

financial influences
Just as we are constantly exposed to the media and 
the world of business when we buy, incur debts and 
save/invest, we have to make decisions every day 
that establish and maintain our financial habits. We 
are caught up in the middle of this, or rather in the 
world of our own habits.

Types of habits
The most common financial habits include:
•	 Those habits unique to our personality
•	 Habits we inherited from our mother or father at 

home, or because of a lack of a home
•	 Habits we acquired in growing up and in coming 

into contact with other people

•	 Social habits when we relax or socialise or go on 
holiday

•	 Self-developed habits we have cultivated in our 
own households, certain circumstances and situ-
ations

•	 Occasional habits that we have developed in 
the workplace, for example, to protect or enrich 
ourselves at the expense of others

•	 Survival habits to keep the wolf from the door.

Each of us is caught up in the world of our own 
habits. 

Each of these habits leaves us with certain finan-
cial habits. Test your habits in table 2.7.

Table 2.7: Your financial habits

I know my financial situation and examine and manage it constantly True False 

I like to follow the buying patterns and suggestions of my rich colleagues True False 

I not only pay off my debts, but also save every month True False 

I leave my bookkeeper to make all my financial decisions True False 

I have a habit of misplacing and therefore losing documents True False 

I spend in order to appear rich and successful True False 

I cannot make financial decisions; I am afraid of making mistakes True False 

I do not give anything to someone who does not work True False 

I do not plan my purchases according to a list and I buy blindly True False 

I never know how much money there is in my bank account True False 

I do not even know how much money I have with me in my handbag True False 

My child has to work hard before I give them pocket money True False 

I cannot say no to my child—I give easily, even though I do not have money myself True False 

 
➟
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I always pay for my child’s wrong decisions and debts True False 

After 50 years I still follow my parents’ poor financial practices True False 

I give a lot to the church, even though the minister travels overseas four times a year True False 

I misuse the workplace for self-enrichment as if I were the only one who has to 
survive

True False 

I would rather pay my employee too little than what is fair True False 

I always give double the required tip to a waiter True False 

I spend too much on my spouse and too little on myself True False 

I spend only on myself and forget my family’s needs True False 

I waste my money as soon as we see friends True False 

I just spend and never have money for important things True False 

My husband and I live for today because we do not believe in the future True False 

To be honest, I spend easily and actually waste my money True False 

I spend my retirement money on hobbies True False 

I always withdraw too much cash and spend it quickly without planning my spending True False 

I never pay for my meals at work, but let others pay most of the time True False 

I have been driving my car for 25 years, even though it costs a lot to have it 
repaired every year

True False 

I replace my car as soon as a new model is available on the market True False 

My car makes me feel important and more important than others True False 

My child also has to start life with an expensive car True False 

My child must learn to manage money and do his or her own planning True False 

My child need not know anything about money matters—we as parents will take 
care of their future

True False 

As a parent I also did very well without any financial knowledge True False 

My parents also did not know anything about money matters True False 

(Source: Swart 2014: 26–27)

Good habits can save you a lot of money (Swart 
2014:26–27):
•	 Withdraw money less often, withdrawing larger 

sums of money at a time.
•	 Know what you intend on using it for.
•	 Remember that you or someone else has worked 

hard for the money.
•	 Visit shops and malls less often.

•	 Replace poor spending and buying patterns with, 
for example, reading a book.

•	 Put your financial affairs in order and stick to 
your real needs when you have to spend money.

•	 Rather visit sick people in hospital before looking 
at new cars.

•	 Study your family’s actual financial situation, 
needs and objectives again.
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•	 Do not spend too much money on your appear-
ance—buy quality, cheaper products.

•	 Remain in control of your financial affairs and 
debt situation.

•	 Ask for referrals when you want to use the 
services of a broker.

•	 Do not accept just any financial information to 
be true and correct—find out more by consulting 
various sources and getting advice from your 
attorney, auditor or certified financial planner.

•	 Drive slower in traffic and save fuel as well as 
maintenance costs, particularly if you have to 
brake often.

•	 Do not waste/spend money if you feel poor or 
very upbeat—remain in control of yourself and 
your finances.

•	 If you know the pump attendants well and feel 
obliged to buy cooldrinks for them as well, buy 
fuel from another garage. 

•	 Make notes on your financial affairs and keep 
them in a file for future use—in your own admin-
istration system.

•	 Become involved in your financial situation.
•	 Adhere to your financial agreements.
•	 Find out about your rights as a consumer—buy a 

book on the topic and study it.
•	 Get rid of outdated documents that are no longer 

useful.
•	 Always keep your car’s original registration docu-

ments on file.
•	 The same applies to all other purchase and sales 

transactions, particularly for fixed property.
•	 Do not accept assistance from any person at an 

ATM.
•	 Do not give anyone personal information if you 

do not know exactly for what purpose it will be 
used.

•	 Do not follow the instructions in any email where 
the sender is unfamiliar—you could lose a lot of 
money.

change your bad habits
Change your financial habits continuously and 
deliberately. Ensure that your children do not look 
back one day on the bad financial habits they inherited 
from you as their parent— particularly if they also look 
back on their lives and wonder what really happened to 
them and do not know exactly who or what to blame 
for their bad habits and decisions. 

Remember: if you have done something 32 times, 
it has become a positive or negative financial 
habit.

your habit mirror
Each of us has to look in a ‘habit mirror’ and 
determine what good and bad financial habits we 
have. Get rid of your bad habits. Develop your good 
habits. 

2.3.2 The purpose of a budget
A budget is a financial plan for the household over a 
given period. First, the income and expenditure over 
this period must be estimated or forecast.

Budgeting is the most important step in the 
personal financial planning process —it is 
impossible to do personal financial planning 
without a personal budget (household budget). 
Budgeting is your first step towards financial 
success.

This forecast is based on the expectations of the 
compiler of the budget regarding their future 
financial situation. For this reason we talk about 
anticipated income and anticipated expenditure.

The purpose of a budget is to enable individuals 
or families to achieve their objectives. A budget 
forces you to assess your current and future finan-
cial situation and to keep track of your income and 
expenditure. This results in a more careful and 
sensible approach to spending the funds you have, 
in order to achieve the objectives you have set for 
yourself.

Before we commence with the steps involved in 
preparing a budget, we shall discuss some principles 
involved in drawing up a budget. There are many 
more principles, but we will concentrate on those 
pertaining to personal financial planning.

2.3.3 Principles involved in drawing up a 
 budget
A principle serves as a guideline for the compiler 
in the accomplishment of their task. In this way, 
the possibility that predetermined objectives will be 
achieved is increased.
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involvement
All the people for whom the budget is going to serve 
as a plan and a control mechanism over a specified 
period should be involved in its preparation.

A household budget should have the support 
of all the members of the family. This will inspire 
confidence in the budget and everybody will have a 
better understanding of the nature and purpose of 
the planning process.

If the family serves the budget, the budget will 
serve the family. By this we mean that the family 
should realise that they have a responsibility towards 
keeping to the planned monthly expenditure, other-
wise the budget will serve no purpose. If they do 
keep to the budget, it will help them to achieve their 
objectives.

Involvement also implies that the budget should 
be used to keep track of income and expenditure 
to see whether there are any discrepancies between 
actual expenditure and anticipated expenditure. The 
following questions should be asked when discrep-
ancies do occur:
•	 Why did they occur?
•	 Who or what was responsible for the discrepancy?
•	 What was done (what action was taken) to 

prevent it?
•	 What should be done to prevent it from 

happening in future?
•	 How was it rectified?

Efficient organisation
The authority within a family to incur certain 
expenses must be clearly stated. A framework 
should be created so that objectives can be achieved 
in a co-ordinated way. Each member of the family 
should know what is expected of him or her in the 
achievement of these objectives. Each (responsible) 
person must participate in the budgeting process, 
but the head of the household should be responsible 
for its co-ordination.

A proper administration system
An administration system, which is directly linked 
to specific responsibilities concerning the budgeting 
process and its implementation, is essential. A 
particular person should be responsible for the 
administration of the budget. By administration 
we mean that all documents reflecting income and 
expenditure should be filed in an orderly manner.

If documents relating to income and expendi-
ture are filed, the actual cost (expenditure) can be 
determined. Such a control system makes it easier to 
compare actual expenditure with planned expendi-
ture (as well as income). Slips for all household 
expenditure should therefore be filed systematically. 
This will facilitate the administration process and 
improve control of the budget.

Good communication
Communication is a process of informing or reporting 
in order to achieve mutual understanding between 
two or more people. To achieve household objectives 
(for example, a holiday at the end of the year), such 
objectives must be communicated to the whole family. 
Members of the family should know why their spending 
is restricted; for example, to save money for the planned 
holiday mentioned earlier. Good communication 
creates unity and encourages the family to work 
together to try and achieve the common goal.

To a large extent, effective decision-making 
depends on effective communication. It should 
not be simply assumed that the family knows why 
certain discrepancies have occurred in the budget or 
why certain items can no longer be purchased. Such 
situations (in fact, all situations) should be commu-
nicated to everybody in the family to promote 
mutual understanding. Discrepancies should be 
accounted for fully and honestly, and corrective 
steps should be taken and understood by everybody. 
This is good communication.

Your budget can sometimes demand that you 
tighten your, and your household’s, financial belt.

A realistic budget
For a budget to be realistic, each variable (income 
and cost item) that may occur should be anticipated 
in respect of:
•	 Their specific time horizon
•	 An acceptable internal and external environment 

that will reign during that period.

For example, if a certain expense is anticipated for 
May, and will continue for a period of three months, 
the expenditure must be budgeted for in May, June 
and July. If your expenditure is likely to be higher in 
June than it was in May (possibly because of rising 
interest rates), the larger amount should be budgeted 
for in June and July.
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The family should understand that over- 
budgeting and under-budgeting are equally useless 
and negative. Realism is the solution; the figures 
should be as close to reality as possible.

A budget should also be flexible. Changing 
circumstances could result in certain expenses 
doubling for two or three months. For example, chil-
dren may become ill in winter and the pharmacy 
account may be higher than usual. A motor vehicle 
may break down and repairs may amount to R8 000, 
which could drastically alter the budget figures for 
six months (or longer). In such a case, the family’s 
objective for the year could change; for example, a 
cheaper holiday at another destination, or even no 
holiday at all at the end of the year.

Budgeted figures are based on pre-estimates or 
forecasts. Forecasting means that certain assump-
tions are made about the future, and certain factors 
which could lead to alteration of the budget are 
taken into account. The forecasting process serves as 
a basis for the budget and is therefore a prerequisite 
for its preparation. No budget can be reliable if fore-
casts are not made.

There is an important difference between fore-
casting and budgeting. Forecasting indicates whether 
or not a future plan is feasible. Budgeting indicates 
how and when the stated objectives can be achieved.

Budgeting for the first time may cause the household 
member some ‘birth pains’. It will help if you explain 
the long-term advantages to your family.

If budgeted figures exist for the previous year, it is 
much easier to forecast for the following year or the 
following planning period. For example, to accom-
modate the rising rate of inflation, a certain cost 
item, such as groceries, could be adjusted (increased) 
to determine the anticipated expenditure.

Planning and time
We seldom have sufficient time to do everything we 
wish to do. Besides, we are often restricted by our 
financial resources, in other words, by what we can 
afford and when we can afford it. This is why we 
need to plan and budget in order to do the things 
we wish to do. There are two aspects of time that 
are important in the planning function: planning 

horizons and timetables. We will discuss each of 
these concepts briefly.

Planning horizons
Planning horizons refer to those periods in the 
future for which you must budget. For the family, 
this horizon is usually one year. The planning of the 
family’s personal financial budget is done for the 
following 12 months. Any additional expenditure 
incurred by the family over this period will mean 
that the actual and the budgeted figures will differ.

Timetables
A timetable indicates the specified time within the 
planning horizon at which a certain decision will 
be implemented. For example, a planned holiday 
will start in March and last for two weeks, or an 
operation will take place after April so that the cost 
can be covered by an anticipated birthday bonus.

There is a planning horizon and a timetable for 
every household decision. Periodic planning could, 
for instance, pertain to the day (closest to the end 
of the month) on which the telephone account 
has to be paid. Firstly, a person (in the case of an 
employee) must have received their salary by that 
day and, secondly, he or she must have the time to 
go and settle the account. The timetable, in this case, 
would also be affected by the due date for the tele-
phone account, in other words, the last day on which 
Telkom permits monthly payments before cutting 
off the service.

Project planning, on the other hand, involves 
planning for projects undertaken from time to time, 
for example, an overseas trip. These projects are 
dealt with on an ad hoc basis. Each project plan has 
its own unique timetable. The nature and scope of 
a particular project will determine the amount for 
which to budget.

Personal financial planning is a continuous 
process. Planning is done over varying periods. The 
following periods are distinguished as far as fore-
casting is concerned:
•	 Immediate (0–1 month)
•	 Short term (1–3 months)
•	 Medium term (3 months–2 years)
•	 Long term (more than 2 years).
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Table 2.8: Examples of conservative and optimistic budgeting

BudGETEd fiGurES Too conSErvATivE BudGETEd fiGurES Too oPTiMiSTic

Income: estimated too low. Income: estimated too high.

Expenditure: estimated too high. Expenditure: estimated too low.

Possible reasons:
Where estimated income is too low, the risk of 
not achieving objectives will be small.

Expenditures are estimated high so that 
expenditures are not exceeded.

Possible reasons:
With a high estimated income, members of the 
family idealise what they wish to achieve and 
believe that this will motivate them to work harder.

A low estimated expenditure is an attempt to 
encourage the family to save and to discourage 
spending. People also feel that additional 
expenditure should be reported immediately.

Disadvantages:
Members of the family are not motivated to keep 
expenditure as low as possible and income as 
high as possible. The budgeted figures lose their 
value because they are not realistic.

Disadvantages:
The family becomes demotivated because they find 
the budget extreme. Expenditure is so low that they 
will not be able to keep to it and will exceed it in 
any case. The result is that the budget loses its value 
and consequently also its purpose.

 ExAMPlE 2

As far as the budget is concerned, the distinction 
looks like this:
•	 Short term (0–1 year)
•	 Medium term (1–5 years)
•	 Long term (more than 5 years).

flexible application
A budget should not be applied rigidly; in other 
words, it should not make rational decisions 
impossible. If an unforeseen expenditure occurs, 
which has not been previously identified, it must be 
included in the budget. A budget must be flexible 
so that changes, for example, an incorrect forecast, 
can be accommodated. Consequently, a variable 
budget should be drawn up reflecting the changes 
in circumstances.

Budgeted figures must be based on certain 
assumptions. Once these assumptions change, the 
budget must also be changed. Remember that over-
budgeting is as bad for the household’s progress 
(wealth) as under-budgeting.

human behaviour
Earlier we stated that the compiler of the household 
budget should know his or her own personality 
traits and preferences. These personality traits and 
preferences will, to a large extent, determine how 
a person approaches financial affairs. The family’s 
response to too many investments and too little 
recreation as a result of the household budget should 
therefore be anticipated, otherwise problems may 
arise. That is why involvement and communication 
are so important.

A personal budget brings behaviour patterns 
sharply into focus. No approach can completely 
eliminate problems, although a partial solution is 
possible. The following aspects of human behaviour 
should be taken into account:
•	 Members of the same family usually differ. Some 

members of the family may be conservative, 
while others may be optimistic.

•	 Members of the family may have different 
personal objectives. For example, one may want 
to attend a movie every week, while another may 
want a new dress every three months, and these 
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must be accommodated in the budget, if funds 
allow.

•	 It is essential that everybody should receive 
recognition for their contribution towards the 
achievement of objectives. For example, they 
have all helped to save and to keep spending at 
a minimum to make the annual holiday possible.

•	 The family may resist change in the budget that 
could prevent them from achieving their personal 
objectives.

•	 The family may lose status if, for example, they have 
to replace their expensive car with a cheaper one.

Budgeting will help you to apply your income, 
expenses and investments optimally throughout 
the different life cycles and to retire financially 
independent.

follow-up
Both good and bad performance of the household 
in respect of the budget must be scrutinised. This 
will create a framework for effective planning and 
control in future.

2.3.4 The appropriateness of a personal 
 budget

The question invariably arises whether budgets are 
appropriate only for business enterprises. The answer 
is no. The costs involved in having a budget are low, 
it is the best way to achieve personal objectives, and 
it can only be a benefit to the family. Besides, it is a 
simple process and can be applied without too much 
trouble to assist in arranging and controlling the 
household’s finances.

Table 2.9: Example of a budget and actual expenditure

fixEd BudGET (currEnT BudGET)

BudGET AcTuAl fiGurES diScrEPAncy

Telephone account R100 R120 –R20

Water and electricity R200 R280 –R80

vAriABlE BudGET (nEw BudGET)

BudGET AcTuAl fiGurES diScrEPAncy

Telephone account R120 R120 R0

Water and electricity R300 R280 + R20

 ExAMPlE 3

Budgeting is the best financial habit you can acquire. 
Incurring debt is the worst financial habit you can 
acquire.

why don’t people budget?
•	 Most people are not aware of its importance or 

its purpose
•	 It looks like too much work
•	 We were raised without household budgets
•	 Most people think they know what is going on 

with their financial affairs
•	 We make other plans to make up shortfalls.

2.3.5 limitations of a personal budget
Some of the limitations of a personal budget may 
include the following:
•	 A budget is based on assumptions. The success 

of a budget depends largely on the accuracy of 
assumptions made. These assumptions must be 
based on all available facts and on good judge-
ment. Assumptions change and the budget must 
be adapted accordingly.

•	 Keeping a budget is not an automatic process.
•	 All the members of the family should contribute 

actively to ensure that they keep to the budgeted 
figures for monthly expenditure.
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•	 A budget is not the solution to all problems. The 
family cannot continue to overspend and then 
blame it on the budget. Self-discipline is essential.

•	 The success of the budget depends on people— 
all the members of the family. Everyone must 
co-operate.

•	 A budget is based on forecasts. These forecasts 
may not always be accurate because it is difficult 
to know what is going to happen in the future.

2.3.6 Advantages of a personal budget
Some advantages of keeping a personal budget 
include the following:
•	 A budget compels a family to do financial planning.
•	 It is a tool or mechanism for exercising financial 

control.
•	 Financial problems can be identified at an early 

stage.
•	 It compels a family to think about their financial 

future and household objectives.
•	 The personal objectives of each member are iden-

tified and integrated into a financial plan.
•	 It provides unity in objectives with the financial 

resources of the family.
•	 Thought is given to unnecessary expenses 

incurred in the absence of a budget.
•	 It improves understanding between members 

of the family if they know why certain expenses 
should not be incurred.

•	 Priorities in the household are identified and 
placed in a logical sequence.

•	 It promotes togetherness in a family.

rising interest rates
Changes in interest rates can have the following 
effects:
•	 It forces the family to analyse their financial situ-

ation and performance periodically.
•	 Changing interest rates make it very difficult and 

important to budget.
•	 Changing interest rates make it very important to 

plan and manage your finances.
•	 Changing interest rates make it very difficult to 

repay debt.
•	 Rising interest rates ‘chase’ people to the mashonisa.
•	 Rising interest rates cause a debt crisis, bank-

ruptcy and blacklisting for hundreds of thousands 
of people each year.

2.3.7 interest paid on borrowed money
Simple interest
Simple interest is calculated by determining the 
annual interest. This interest is added to the amount 
borrowed. The interest charged will be the same 
each year—you do not pay interest on the interest. If 
you borrow R1 000 from a bank at an interest rate of 
10%, the annual interest will be R100. This amount 
will stay the same for every year thereafter, unless 
there is a change in the interest rate. Simple interest 
is calculated only once a year (Swart 2011:68).

compound interest
In the case of compound interest, interest is charged 
on the amount borrowed as well as on the interest. 
Compound interest is calculated semi-annually 
(every six months), quarterly (every three months), 
monthly (every month), or even daily.

The result of compound interest is that the total 
amount of interest paid (in the case of borrowed 
money) or received (in the case of your savings) is 
much higher than in the case of simple interest.

2.3.8 inflation
What is inflation? When you were young, and even 
as recently as five years ago, you could buy much 
more with the same amount of money than you can 
today. Each year we need more money to buy the 
same goods and services that we did the previous 
year. In 2008 a loaf of bread cost R5.20. In 2010 
the same loaf of bread costs R7.40. All goods and 
services become more and more expensive each 
year. Inflation causes this rise in the price of goods 
and services (Swart 2011:69).

When we speak about the annual inflation 
rate, we mean the average yearly rise in the prices 
of goods and services. The rise or increase in the 
prices of goods and services is called inflation. If 
the rate of inflation is 8%, it means that the price 
of food, clothing, education, transport and health-
care, for example, has increased by an average of 8%, 
compared to the previous year. 

inflation makes managing your budget (your 
finances) even more difficult
The reason for this is that it becomes more and more 
difficult to pay for all your household’s needs and 
wants—those items and services which you included 
in your budget. It is even more difficult to cover all 
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your expenses if your salary does not increase at the 
same rate as the rate of inflation. Try to increase 
your annual income by more than the rate of 
inflation. Try to get the best value for your money, at 
the lowest prices, when you buy goods and services. 

It is therefore important to compare the prices and 
the cost of obtaining the goods and services before 
you buy something. It also helps to look for bargains 
and sales.

Table 2.10: Calculating inflation

yEAr My SAlAry incrEASE AS A 
PErcEnTAGE

yEAr incrEASE in ThE PricES of ThE SAME 
GoodS And SErvicES AS A PErcEnTAGE

2008 R % (since 2007) 2008 R % (since 2007)

2009 2009

2010 2010

You must calculate the following:
•	 The average percentage increase in your annual 

salary
•	 The average percentage increase in the prices of 

goods and services.

The average percentage salary increase per year:

2008: 
Salary

Salary
2008 100

2007
×

2009: Salary
Salary

2009 100
2008
×

2010: Salary
Salary

2010 100
2009
×  

The average percentage salary increase over the 
three years:

2008 % + 2009 % + 2010 % = x %

= 
x
years

%
3

 

= ? %

The average percentage increase in the prices of 
goods and services per year:

2008: Pr
Pr

ices
ices

2008 100
2007
×

2009: 
Pr

Pr
ices

ices
2009 100

2008
×

2010: Pr
Pr

ices
ices

2010 100
2009
×

The average percentage increase in the prices of 
goods and services over the three years:

2008 % + 2009 % + 2010 % = y %

= 
y
years

%
3

= ?%

In most cases you will find that the average annual 
increase in the prices of goods and services (infla-
tion) is higher than the average annual increase in 
your salary (income). That is why a salary increase 
of not lower than the inflation rate is so important to 
unions and their members.

Your savings should also keep up with the rate 
of inflation.

It is very important that the interest rate you earn 
on your investments is higher than the inflation rate. 
If not, you must contact a broker and find out why 
the interest could not beat inflation.

The Reserve Bank:
•	 Controls the inflation rate
•	 Protects the value of the rand by keeping infla-

tion as low as possible
•	 Keeps inflation low by increasing the lending rate 

(the repo rate) to other banks. The other banks 
will increase the lending rate (higher interest rates 
on loans and overdrafts) to their clients, those 
clients will spend less (as customers) in retail 
outlets, shops (retail outlets) will stop increasing 
their prices because the demand for goods and 
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services is lower, lower prices or stabilised prices 
will prevent inflation from rising.

Table 2.11: Inflation: the decrease in the value of 
money at an inflation rate of 6%, 9% and 12%

yEAr 6% 9% 12%

2005 R100 R100 R100

2006 R94 R91 R88

2007 R R R

2008 R R R

2009 R R R

2010 R R R

•	 At an inflation rate of 6%, R100 in 2005 was 
worth only R94 in 2006.

•	 At an inflation rate of 9%, R100 in 2005 was 
worth only R91 in 2006.

•	 At an inflation rate of 12%, R100 in 2005 was 
worth only R88 in 2006.

•	 Your task is to complete the rest of the table for 
2007 to 2010.

2.3.9 Preparing the budget
A budget facilitates monthly comparison of the 
family’s income and expenditure. Firstly, the family’s 
anticipated income must be calculated, followed by 
their anticipated expenditure. The next step is to 
compare the income and expenditure in order to 
determine whether there is a surplus or a shortfall 
in the budget.

Budgeting is about the optimal application of your 
financial resources.

Estimating anticipated income
The anticipated income is estimated on a monthly 
basis for the next year. Income comprises the 
following, among others:
•	 Joint net salary of household members

•	 Bonuses
•	 Commission earned
•	 Interest received on investments
•	 Dividends received on investments
•	 Annuities received
•	 Capital profit (or net profit) on the sale of assets.

Amounts of money which are received but which are 
repayable are regarded as a liability (loan) and not as 
an income. The total income is calculated by adding 
up all the income that the household has received.

Estimating anticipated expenditure
Like income, expenditure is estimated on a monthly 
basis for the following year. A distinction can be 
made between fixed and variable expenditure. Fixed 
expenditure includes the following:
•	 Housing (mortgage bond repayments)
•	 Short- and long-term insurance (although 

premiums may be adjusted for inflation purposes)
•	 Transport costs
•	 Regular household expenses
•	 Property tax
•	 Water and electricity, and
•	 Regular repayments (motor vehicle, furniture – 

which are regarded as fixed until paid up).

Depending on certain assumptions, some fixed 
expenditure may also be regarded as variable 
and vice versa. Variable expenditure includes the 
following, among others:
•	 Clothing
•	 Service or repairs (motor vehicles)
•	 Medical costs (excluding deductions for medical 

scheme)
•	 Donations
•	 Gifts
•	 Entertainment costs
•	 Recreation, and
•	 Investments.

Personal Finance Management 5e.indb   47 12/12/2016   2:49:39 PM



Personal Financial Management48

Table 2.12: Example of a budget

Budget for the following year

JAn fEB **** dEc ToTAl

Income

(a)
(b)

(1) Total income

Expenditure

(a)
(b)

(2) Total expenditure

(3) Surplus (+) or shortfall (–)

(1–2)

(4) Cumulative surplus or shortfall

Comparison between budgeted and actual figures

MonTh BudGETEd 
fiGurES (r)

AcTuAl 
fiGurES (r)

SurPluS 
or loSS (r)

cuMulATivE 
SurPluS 

or loSS (r)

Jan.

Feb.

March

April

May

June

July

Aug.

Sept.

Oct.

Nov.

Dec.

Totals 

 ExAMPlE 4

comparing estimated income and 
expenditure
Here the estimated income and expenditure are 
compared in order to calculate the financial surplus 
or shortfall on a monthly basis. A surplus means that 
income exceeds expenditure for a specified period.

A shortfall occurs where expenditure for a speci-
fied month exceeds income for that month. At the 
end of the month, the budgeted figures must be 
compared with the actual figures. The totals of the 
actual figures for expenditure are obtained from the 
family’s record system. Documentary proof for each 
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item of expenditure must be kept and used to calcu-
late the monthly total for each item.

The compiler of the budget must take rectifying 
steps for the months during which a shortfall has 
been forecast. Certain variable expenses could, for 
example, be carried over to months for which a 
surplus has been forecast. It may even be possible to 
avoid certain expenses completely.

It is important to note that the annual surplus or 
loss should be as close to nil as possible. In other 
words, you should not over- or under-budget. The 
family should also try to keep to the budgeted 
figures (objectives) as far as possible. Adjustments 
should be made on a monthly basis in order to keep 
the surplus or shortfall more or less at nil.

Should a family find that they are unable to 
balance their income and expenditure, they should 
seriously consider their financial affairs. Various 
actions or corrective steps are possible in such a case, 
and these are not always pleasant. The following are 
some alternatives:
•	 Repay a loan over a longer period. Such an 

arrangement will have to be made with the person 
or institution providing the loan. If permission 
for an extension cannot be obtained, a second 
loan with better terms (for example, with a longer 
repayment period) can be obtained to redeem the 
original loan.

•	 Where a person has a housing bond, the repay-
ment term could be extended; the mortgagee 
could be approached for permission to extend 
the term of repayment from 20 to 30 years. The 
monthly bond instalments will be lower over 
30 years. It must be kept in mind, however, that 
the total amount paid in interest will be much 
more over 30 years.

•	 Sometimes a person pays a higher bond instal-
ment on their home than the mortgagee expects. 
The reason is usually to save interest by repaying 
the bond loan over a shorter period, for example, 
12 years instead of 20 years. These higher 
monthly instalments could be reduced to the 
required instalment to repay the mortgage bond 
over the normal period of 20 years.

•	 A personal loan can be taken over a short period 
such as three months. In this way a temporary 
financial crisis is avoided, which may have arisen 
as a result of unforeseen events, such as a motor 
vehicle breaking down. Usually unforeseen events 
are not budgeted for.

•	 Certain expenditure could be reduced, for 
example:

 – Clothing (buy at sales)
 – Food (never buy food when you are hungry 

use discount coupon, avoid impulsive buying; 
and avoid impulsive visits to restaurants)

 – Telephone (make fewer telephone calls; use the 
telephone in the evening at lower rates; and 
control calls made by children)

 – Electricity (use fewer lights at night; do not 
have lights burning through the night; use 
energy-efficient or lower wattage bulbs—60 
Watts instead of 100 Watts; run the swimming 
pool pump for shorter periods)

 – Gifts (give less expensive gifts and limit gifts to 
family members)

 – Donations (stop or make smaller donations)
 – Recreation (invite guests for a ‘bring-and-

braai’, avoid long trips with high petrol costs 
and entrance fees for recreation—relax with 
the family at home instead)

 – Entertainment (eat out less, eat out at cheaper 
restaurants; watch television at home instead of 
going to the movies; and entertain the family at 
home).

•	 Defer certain expenses for three or four months.
•	 Where a family was planning to buy a new televi-

sion set on hire purchase in May, they could defer 
this to August or September.

•	 Use an existing investment to defray expenses.
•	 However, some investments cannot be commuted 

to cash at short notice (a month), but an invest-
ment that could be called within one day could be 
used to defray unexpected costs.

•	 Use an existing investment as security to take out 
a loan. Where an investment cannot be cashed 
or claimed, a loan could be arranged with such 
investment as a contra-investment (security).

•	 Sell one of the family’s possessions. For example, 
the family may have an asset they never use (a 
white elephant), which could be sold for cash. A 
caravan, motor vehicle, or piano are examples.

•	 Close an account, for example, a clothing 
account, for the next six months. This will elimi-
nate further expenses, as well as the temptation to 
buy and pay later.

•	 A final, less pleasant, alternative is to lower the 
family’s standard of living. This is a decision that 
will not be readily accepted by the family. They 
usually worry about what other people will say. 
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It should be kept in mind, however, that other 
people will find it very strange if the family 
eventually goes into liquidation, simply because 
they were not prepared to lower their standard 
of living. A family’s standard of living can be 
lowered in one or more of the following ways:

 – Sell the existing home and buy a smaller one, 
for example, without a swimming pool. The 
electricity account will be smaller, and certain 
costs associated with, for instance, a swimming 
pool (equipment, chlorine, acid and water for 
periodic replenishment) will be eliminated. A 
smaller garden means less water and no need 
for a gardener or garden service. Housework 
could be managed without employing a 
domestic worker. One lounge suite could be 
sold because there is only one living room. 
A cheaper residential area would also mean 
lower rates and taxes.

 – Sell the expensive motorcar and buy a cheaper 
one. A smaller motor car usually means lower 
vehicle insurance, maintenance and petrol 
costs. 

Your personal budget should discipline you to plan 
your spending before, as well as after, retirement.

An emergency fund
If our lives follow a normal path, we require three 
types of emergency fund (Swart 2015:14–15): 
•	 For our working lives up to retirement 
•	 For our retirement years
•	 For the months (or years) while our estates are 

administered after our deaths.

If you do not have an emergency fund for the 
period before your retirement, you may not enjoy 
your retirement years or be able to transfer your 
assets without considerable problems. The reason 
for this is that you did not have the necessary cash 
or creditworthiness during emergency situations in 
your life. Notwithstanding the latter, you require an 
emergency fund for today or tomorrow, a retirement 
emergency fund in the form of retirement provision 
during your working life, as well as an estate admin-
istration emergency fund in the form of cash or 
liquidity (something that can be turned into money) 
in your estate.

We are now looking at our emergency fund up to 
our deaths, in other words, the fund you may require 
within 10 minutes and at different times over many 
years (Swart 2015:14–15).

Why an emergency fund?
•	 The risk of unexpected, negative events such as: 

car costs (towing service, repairs, your excess on 
an insurance claim, someone crashes into your 
car and drives away); medical costs (hospitali-
sation, visiting the emergency room, excess on 
medicine, medical fund is depleted for the year 
and you have to pay); home repairs (leaking roof, 
welding, water damage, a generator, painting, 
lawn mower breaks, electrical problems, blocked 
drains, fridge has to be replaced); unexpected 
attorney fees; unexpected expenses with respect 
to children; unpaid speeding tickets; and unpaid 
taxes, water and electricity. 

All people have these risks.

Practical example
You purchase a house and find out during registration 
that you have to pay two years’ overdue rates, water and 
electricity because two previous owners had not paid 
these. You cannot believe it because you have a rates 
clearance certificate in your hands. According to you, 
all payments are up to date. Unfortunately a recent 
court case revealed that the authorities can recover up 
to 30 years’ overdue payments from the new owner. 
As soon as you have paid, you can try to recover the 
amount from the previous owners—incurring further 
legal costs. You therefore have to pay for the authorities’ 
lack of administration and management, except where 
you buy the property at a public auction. You now require 
an emergency fund, something you may not have.

The primary aim of your emergency fund
The primary aim of your emergency fund is to have 
cash available immediately, or as soon as possible, to 
use in an emergency situation. For example, you cannot 
wait for a month for money to pay for something you 
need today—whether it is a product or a service.

Distinguish between:
•	 The emergency fund you may have to establish
•	 Emergency funds you already have because you 

have used or still use certain financial products 
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during your lifetime (eg a flexi-bond); have 
bought such products (eg short-term insurance, 
disability insurance, a life policy, unemployment 
insurance, legal insurance, union membership, 
car plan, guarantee on a fridge or tumble dryer); 
or have saved or invested (cash in the house, 
savings account, collective investments).

An emergency has opportunity costs
If your emergency fund is in the form of cash at 
home, for example, you do not earn interest income 
on your money.
•	 If your emergency fund is in the form of a savings 

account with a bank, for example, you have no 
capital growth on your money—it does not grow, 
but its purchasing power is reduced constantly. 

•	 If your emergency fund is in a risky invest-
ment with an expected high return, its value can 
be lower on the day you need it; you may also 
have to borrow elsewhere first because you have 
to wait days or a week before you can get the 
investment—you may have to sell your shares or 
collective investments first.

It should be clear that if you have to wait for money 
before you can use it as an emergency fund, you can 
experience certain problems, with medical treat-
ment (unless you belong to a medical aid or have a 
hospital plan) or even death being examples here. 
Similarly, your child may be unable to make bail for 
seven days and will be detained in a cell until your 
emergency fund pays out. 

how much money should be in an emergency 
fund? 
The most common answer is three months’ income/
salary. You can start by using this as your goal. Six 
months’ or a year’s salary would be more effective. 
The reason is simply that people’s salary incomes 
differ. Three months’ income of R10 000 per month 
will not pay for the same crisis as a salary of R50 000 
per month.

A new emergency fund
•	 As soon as you use the money in your fund, you 

must immediately either start a new fund or use 
another alternative emergency fund that you 
already have

•	 If you have experienced certain crises in your life 
(too much debt, bankruptcy, divorce) you must 
start your own new emergency fund

•	 Liquidity and the safety of your capital are the 
main considerations here, not maximum returns.

Types of emergency funds (Swart 2015: 
14–15)
1. Overdraft at the bank. You can arrange for an 

overdraft facility at the bank, linked to your 
bank account. This means that as soon as the 
emergency situation arises, you can borrow this 
money. Naturally it must be repaid within a year. 
Self-discipline is essential here, otherwise you use 
this facility for the wrong reasons.

2. Savings account. You add money to it every 
month, earn a taxable interest income, and can 
get the money as soon as you need it. Particularly 
suitable for older persons without a mortgage.

3. Flexi-bond. This means that you can ‘borrow’ the 
portion of the money that you have already paid 
on your mortgage again if you need it, whether 
for an emergency or not. Make sure that you have 
linked this flexi-facility to your bank account. You 
can then transfer the money electronically to your 
account either at the automated teller machine 
(ATM) or via the Internet or your cellphone. The 
money is available immediately. Always make 
sure that you remember how much money is still 
available in your mortgage account. You must 
also know what the new mortgage instalment will 
be after the transfer. Find this out from the bank.

Do not cancel your paid-up mortgage. Keep it ‘open’ 
for future use.

Invest money in your mortgage. It provides the 
highest, untaxed, post-inflation returns, and creates 
your own emergency fund for future use (emer-
gency fund, deposit on a townhouse for letting, 
starting your own business, and so on). Naturally 
point 3 above applies only to those people who do 
have mortgages. Others will have to save elsewhere 
or invest with more risk.

Other investments. Your broker or planner can 
advise you on the type of investment(s) you can use 
as your emergency fund. Your neighbour’s emer-
gency fund does not necessarily suit you or your 
personal financial situation. You may be able to 
invest with more risk in the future (and earn more 
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than just interest—capital growth as well, particu-
larly younger persons—remember the possibility of 
the loss of your capital amount if the markets drop) 
than with your first emergency fund. The wealthier 
a person is, the more they will be able to use self-
financing in an emergency, mainly from investments 
resulting from paid-up debt. They are also more 
creditworthy.

can i start an emergency fund together with 
other people?
Many people think they can start an emergency fund 
together with several relatives, friends or neighbours. 
Please stay far away from this line of thought. Why 
will this not work, and is it very (100%) risky (Swart 
2014:14–15)?
•	 One person or household can experience three 

emergency situations in a row. 
•	 Different persons or households can require the 

money in the emergency fund at the same time.
•	 Families are separated by divorce, after which one 

spouse may want to break away from the group 
emergency fund.

•	 Bad debt, bankruptcy and too much debt may 
cause people to demand their contributions from 
the fund and cause the fund to shrink.

•	 One large claim against the fund can consume 
all the money, after which nobody will be able to 
claim again.

Your emergency fund is for an emergency, not for 
impulse spending, bad financial habits, wants, or 
paying off planned debt. Plan and budget for a new 
emergency fund, depending on the type of emer-
gency fund you want to use. Assess your emergency 
fund(s) on an annual basis. All people require an 
emergency fund.

residential area and cost of living
Block et al. (1988:36) explain how the residential 
area in which a family lives affects the cost of living. 
The residential area in which a person chooses 
to live determines, to a great extent, what kind of 
salary or income they should be earning to cover 
their cost of living or to maintain a certain standard 
of living. It is important to mention here that when 
a person decides to change jobs, he or she should 
consider not only the salary package but also the 
cost of living involved in the area to which he or she 

intends moving. A cheaper residential area requires 
a lower income than a more expensive area in order 
to maintain the same standard of living.

The following higher costs are associated with 
more expensive residential areas:
•	 Property tax in the form of rates and taxes
•	 Home insurance
•	 Travel costs to workplace and schools
•	 Maintenance of the home, for example, swim-

ming pool, larger garden, domestic helper, 
gardener or garden service.

2.3.10 record systems
For the purpose of a personal budget it is 
particularly important that documentary proof be 
kept of income, expenditure, accounts and financial 
agreements. This makes it possible to determine the 
actual expenditure, which must then be compared 
with the budgeted figures. Besides, documents are 
essential to prove that certain agreements have taken 
place, as well as to prove that debt has been paid off, 
should proof be necessary at some stage. If accounts 
are kept, it will also be possible to check the balance 
on accounts when necessary.

The absence of such a system may even lead to 
unnecessary costs. A person will have to telephone 
or drive to the institution or business to find out 
what the balance of the account is if a reminder is 
received by mistake. It you have proof of payment 
before the due date, you know that you can safely 
ignore the reminder.

The importance of immediate access to financial 
agreements can hardly be over-emphasised. If one 
party to an agreement is uncertain about any aspect 
of their liability, they can take out the relevant file 
and check. The same applies to a will, of which a 
copy should be kept in the home. The executor of 
a person’s estate should also be in possession of the 
original copy.

Documentary proof is not kept solely for 
purposes of a personal budget but also for income 
tax purposes. Certain expenses incurred by the 
family, in order to earn an income, are deductible 
when calculating the family’s income tax liability. 
Such deductions are allowed only if the family is able 
to provide documentary proof that the expenditure 
was, in fact, incurred.

Documents such as invoices for purchases are 
kept to protect a person’s consumer rights. For 
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example, when goods are purchased, a guarantee 
is sometimes supplied. If the goods turn out to be 
faulty, the guarantee certificate has to be produced 
to prove that the goods are still under guarantee. 
Remember always to complete the guarantee certifi-
cate accompanying a product or goods you purchase 
and to file it in a safe place.

If a person’s will, held by the family lawyer, disap-
pears or is destroyed, this will cause problems and 
great upheaval in the family. The deceased’s estate 
will be divided according to the law of intestate 
succession if the deceased dies intestate (without 
leaving a will), if the will is invalid or if there is no 
trace of the will. A copy will protect the family in 
the event of the death of the testator, particularly if 
the inheritance is in terms of the intestate hereditary 
right.

A family’s records must be kept in a safe place, 
out of reach of children. A will left lying around 
and accessible to children, especially older children, 
could cause considerable family problems. The fair-
ness or unfairness of certain decisions could become 
an issue. Small children, on the other hand, could 
destroy important proof and cause financial distress 
to the family.

The head of the family should determine which 
documents are to be kept and where they are to be 
kept safely, depending on the family’s current situ-
ation.

The following are some documents a family 
should keep in their record system:
•	 Used cheque books (make sure all the counter- 

foils have been filled in)
•	 Cancelled cheques (cancel the counterfoil as well 

to avoid uncertainty in future)
•	 Monthly bank statements (you can compare the 

balance on the bank statement with the balance 
in your cheque book on the counterfoil)

•	 Receipts (paid accounts)
•	 Purchase slips with guarantees (where applicable)
•	 All expenditures that may be claimed from 

income lax at a later stage
•	 Proof of interest received
•	 Proof of dividends received
•	 Tax returns for previous years and possible 

payments or repayments
•	 Proof of all credit card purchases
•	 Credit card numbers
•	 Account numbers

•	 Assessment certificates (furniture, ring, watch— 
especially for short-term insurance claims)

•	 Contracts (hire-purchase agreements, hiring 
agreements, purchase agreements)

•	 Insurance policies
•	 Annual financial statements
•	 Proof of investments (financial assets—shares, 

debentures)
•	 Proof of personal loans taken or granted
•	 Deposit slips.

Help your children to cultivate the financial habit of 
using a personal budget, and taking financial respon-
sibility for their own financial future. Empower your 
children with this wonderful life skill. Lead by example. 

It is important that both the husband and wife 
have access to the record system, especially in the 
event of the death of one of them. It is recommended 
that the family’s lawyer and/or accountant should 
have access as well, and that he or she should be 
informed of the system in the event of the simulta-
neous death of both partners/parents. Older (adult) 
children should be informed of the system, although 
they should not have access to the will before a 
parent’s death.

The above-mentioned list is not the alpha and 
omega of what should be kept in a record system. 
Such a list will vary from one family to another and 
will depend largely on the financial means (wealth) 
and scope of the family’s financial activities. A 
record system is nevertheless essential for any family, 
irrespective of their financial resources or the size of 
the family. Even a single person should implement 
and use such a system.

is it possible to survive financially and retire 
well off without ever budgeting?
Many people do exactly that. However, with a budget, 
your life would be much more impressive financially. 
You would experience much more security over a 
lifetime and much less stress and uncertainty. Your 
children would also be able to live a better life and 
be able to take responsibility for their own financial 
future at a much earlier stage (Swart 2004:22).

how can one relate a budget to retirement 
planning?
Retirement is the best example of cash flow 
management. With reference to retirement packages/ 
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Table 2.13: Example of a budget (in English, Northern Sotho, Zulu and Xhosa)

how do i drAw uP A BudGET?

January february March ……… december Total

 Income
 a)
 b)
 c)

1.  Total income

 Expenditure

 a)
 b)
 c)

2.  Total expenses

3.  Surplus (+) or

   deficit (–)

   (1-2)

4.  Cumulative surplus 
or deficit

why is it important to budget?

what does your monthly budget look like?

My monthly income

My monthly expenses

 ExAMPlE 5

models you need Rx per month for a number of 
years—now you budget to achieve this aim. Such a 
plan is futile unless you have the budget to support 
it. After retirement you manage your funds by 
budgeting. You can control your expenses (standard 

of living), but you cannot control the returns on 
your investments after retirement. It is important that 
you change or lower your standard of living long before 
retirement so that you have sufficient means to live on 
throughout your retirement years (Swart 2004: 20).
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A nAA nKA ThAlA BJAnG TEKAnETŠo?

Januwari februwari Matšhe ……… desembere Palomoka

 Letseno
 a)
 b)
 c)

1.  Palomoka ya 
letseno

 Ditshenyegelo

 a)
 b)
 c)

2.  Palomoka ya 
ditshenyegelo

3.  Tšhelete yeo 
e šalago goba 
yeo e hlaelago 

 (1-2)

4.  Koketšego ya 
tšhelete yeo e 
hlaelago

Ke ka lebaka la eng go le bohlokwa go šomisa tekanetšo

Tekanetšo ka gago ya kgwedi e bjang?

Moputso waka wa kgwedi

ditshenyegelo tšaka tša kgwedi
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ulwABiwoMAli ndiluZoBA nJAni?

ngo- 
Janyuwari

ngo- 
februwari

ngoMatshi ……… ngo-disemba isixa 
sisonke

   Imali engenayo 

   a)

   b)

   c)

1.  Isixa sisonke 
semali 
engenayo

   Ikoitho

   a)

   b)

   c)

2.  Isixa sisonke 
seenkceitho

3.  Imali 
eyintsaletla 
okanye imali 
eyintselelo

   (1-2)

4.  Intsalela 
eqokeleleneyo 
okanye intsilelo

Kubaluleke ngantoni ukwenza ulwabiwomali?

ulwabiwomali lwakho lubukewka lunjani?

ingeniso yam yenyanga

indleko zam zenyanga
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nGiluBhAlA KAnJAni ulwABiwo-MAli?

ujanuwari ufebhuwari umashi ……… udisemba Kukonke 
kuhlangene

 Imali 
engenayo

 a)
 b)
 c)

1.  Imali 
engenayo 
isiyonke 

 Izindleko
 a)
 b)
 c)

2.  Izindleko

 sezizonke

3.  Ukwekqa 
(+) noma 
ukushoda (–) 
(1-2)

4.  Ukwele-
kanyana 
kokweqa 
noma 
kokushoda

Kungani kubalulekile ukwenza ulwabiwo-mali?

lubukeka kanjani ulwabiwo-mali lakho lwazinyanga zonke?

imali yami engenayo zinyanga zonke

izindleko zami zanyanga zonke
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2.4 SuMMAry
Annual financial statements and household budgets 
enable people to evaluate their financial performance 
on an annual or a monthly basis. Even where a 
chartered accountant is employed to deal with the 
household’s financial statements, individuals should 
draw up their own household budget. In this way 
they can determine, on a continuous basis, whether 
or not the household’s stated objectives are being 
achieved. Knowledge of budgeting principles and an 
efficient recording system are prerequisites for the 
achievement of objectives in a household’s personal 
finances.

2.5 SElf-ASSESSMEnT
•	 Explain how you would measure your own 

personal financial performance.
•	 Briefly discuss the principles you would apply 

when compiling your household budget.
•	 Explain the steps you would follow to draw up a 

budget.
•	 List the advantages of having a household budget.
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After studying this chapter, you will be able to:
•	 Explain the meaning of the time value of 

money
•	 Demonstrate different calculations 

•	 Demonstrate the influence of time value on 
personal finances.

lEArninG ouTcoMES

The HP10bll+ Financial Calculator

Guidelines — Time Value of Money (TVM) Calculations

•	 To solve any of the following five values (the number of payments, the interest rate per year, the present 
value, the payment, the future value) – enter four values and calculate the fifth.

To do a TVM calculation, you have to use the following keys:

KEyS dEScriPTion of AcTiviTy

  
C

CALL
Press before each calculation!

To clear the TVM memory (previous calculations)

  
PMT
P/YR To set payments per year

N The number of payments

I/YR The interest rate per year

PV The present value (borrowed or   invested)

PMT The payment

FV The future value

Calculate the following:

You save R100 per month for a period of 40 years and receive a return of 8% per year on the investment. 
Calculate the future value of your investment after 40 years.

Calculation:

Using a financial calculator (HP10Bll+):

•	 clear the memory; sets payments per year
•	 100; +/-; PMT (a R100 payment per month)
•	 240; N (to change the 20 years to 240 months – 20 years x 12 months)
•	 8%; I/YR (8% ÷ 12 months — to get a monthly interest rate)
•	 0; PV 
•	 FV = R58 902,04 (the future value of your monthly investments after 20 years).

cASE STudy
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3.1 inTroducTion
The time value of money is a concept that has major 
implications for personal financial planning. When 
time value is taken into account, it gives personal 
financial planning an entirely new meaning. In its 
simplest form, the time value of money means that 
R1 is worth far more today than it will be worth in 
a year’s time. You can therefore buy more for R1 
today than in a year’s time. The longer these periods 
stretch into the future, the less R1 will be able to buy, 
until eventually it will buy practically nothing.

It should be clear at this point that this concept 
affects all personal financial calculations, particularly 
the future return on investments, and it applies to 
everybody, wealthy or poor, employee or employer.

In the following discussion we will make use of four 
tables to make some elementary personal financial 
calculations. We will be dealing with the concepts of 
future and present value. We are also going to make 
future and present value calculations in respect of 
an annuity and a mixed annual cash stream (cash 
flow, cash income or cash expenditure). This will 
be followed by special applications of interest tables. 
Keep in mind that the same calculations can be done 
with a financial pocket calculator. Examples of calcula-
tions using a pocket calculator are also presented.

Africanisation

Ghana 
The government of Ghana (INFE/OECD 2011:27), 
together with its development partners, launched 
an extensive Financial Literacy Program in 2008 to 
create awareness of financial topics. In January 2009, 
Ghana’s National Forum on Microfinance adopted the 
National Strategy for Financial Literacy and Consumer 
Protection in the Microfinance Sector. The three main 
activities to be carried out include: a National Financial 
Literacy Week; road shows in rural areas; and the 
development of educational material on loans, saving, 
(micro) insurance and investment. One of the key 
activities of the National Financial Literacy Week is the 
organisation of a National Quiz on Finance for Senior 
High Schools, testing Senior High School students’ 
levels of literacy in Finance. In addition, the Ministry 
of Finance and Economic Planning is enhancing 
the financial literacy content of Senior High School 
syllabuses, and is planning to do the same for Upper 
Primary and Junior High Schools curricula.

3.2 SoME cAlculATionS

3.2.1 calculation of future value: lump 
 sum investment

Problem
When someone invests money for a specific period, 
say five years, at a specific rate of return, say 15%, 
they would normally want to know what the future 
value of the investment will be. For example, if you 
were to invest R1 000, you would want to know 
how this amount would grow over a period of five 
years.

The calculation of a future value is based on the 
principle of compound interest. Compound interest 
means that the interest earned each year on an 
invested amount, a capital sum, becomes part of 
the initial investment (R1 000 in our example). In 
other words, we are talking about interest earned 
on interest.

The following formula is used to calculate future 
value. Note that a simpler solution using interest 
tables follows after each formula:

Solution: formula
FVL + C X (1+i)n

Where:
FVL = Future value of lump sum 
C = capital
I = annual interest rate 
N = period in years
(1 = i)n +FVIFin

Now use the above-mentioned investment in the formula 
FVL = R 1 000 × (1 = 0.15)5

The tables can now be used to replace the bracketed 
part of the formula. The capital sum invested is 
now multiplied by a factor in order to calculate 
the future value of the investment. For this we use 
Table 3.1. Look up the factor opposite a term of five 
years and an interest rate of 15%. The future value 
factor (FVIF) is 2.011.

Solution: interest tables
FVL = C x (FVIFi,n)
Where:
FVIF  = (1 + i)n

FVL  = R1 000 × (2.011)
 = R2 011
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Thus, the investor will have R2 011 in their 
investment account at the end of year five. You will 
notice that where future value is calculated, a factor 
greater than one is always used. This is because 1 
in the formula, which represents the capital sum, 
must be multiplied by a factor greater than itself in 
order to allow the capital sum (investment amount) 
to increase. The future value must always be greater 
than the initial amount invested.

3.2.2 calculations of future value: annuity

FVA = R1 000 × 5.751
= R5 751

The invested amount at the end of the five-year 
period is R5 751, which is considerably more than 
the R5 000 originally invested.

We will now take a look at the calculation of 
present values instead of future values.

Problem
A person anticipates an inheritance of R10 000 
in 10 years’ time. He wants to know what the 
R10 000 is worth today, in terms of present 
monetary value, if it is discounted at a rate of 15%.

Solution: formula

PVL = C x 
1

1( )+ i n

where:
PVL = present value of a lump sum C = capital 
sum
i = annual interest rate (discounting rate)
n = period in years
Now insert the figures in the formula:

PVL = R10 000 × 
1

1 0 15 10( . )+

Again, the tables can be used to replace the 
bracketed part. Table 3.3 is used now to calculate a 
present value at an interest rate of 15% and over a 
period of 10 years. The present value factor is 0.247 
(PVIF).

Solution: interest tables
PVL = 10 000 x (0.247)
 = 2 470

An annuity is an equal annual sum of money. For 
example, a person invests R1 000 per annum (every 
year) for the next five years at a rate of 7%. At the end 
of the five years the person will not have invested 
R5 000 (R1 000 × 5), but considerably more, because 
they have earned interest on interest (compound 
interest).

Solution: formula

FVA = A × 
t

n

=
∑

1
 (1 +i )t - 1

where:
FVA = future value of annuity
A = annuity (annual amount invested)
i = annual interest rate
n = period in years

t

n

=
∑

1
(1 +i )t - 1 = FVIFAi,n

t=1

Now use the above-mentioned annual investment 
in the formula.
FVA = R1 000 × (1 311 + 1 225 + 1 145 + 1 070 + 
1 000 = 5751)

Solution: interest tables
FVA = A × FVIFAi,n

where: 
FVIFAi,n = 

t

n

=
∑

1
 (1 + i)t - 1

You will notice that we are using FVIFA here instead 
of FVIF. The reason for this is that the future value 
factor for an annuity (A) is used in this calculation. 
Now use Table 3.2 to look up the correct factor at 
7% for five years.

3.2.3 calculation of present value: 
 lump sum

The calculation of the present value of a lump sum is 
the opposite of the process for calculating the future 
value of a lump sum. The process for calculating a 
present value is called discounting. The formula 
used to calculate a present value is the opposite of 
the formula for calculating a future value.
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The factor is smaller than one, because the present 
value of the lump sum should be lower than when 
it is received in ten years’ time. Therefore, the 
R10 000 is worth only R2 470 in terms of today’s 
money (value). This means that in ten years’ time the 
R10 000 will buy only as much as R2 470 would buy 
today.

The present value of a mixed cash stream can also 
be calculated. A mixed cash stream occurs where the 
annual cash stream consists of several amounts, in 
contrast to an annuity, which means equal annual 
amounts.

3.2.4 calculation of present value: mixed 
 annual cash stream
The calculation of the present value of a mixed annual 
cash stream is similar to the previous calculation. 
The difference lies in the fact that present values are 
calculated for different amounts, after which they 
are added together to obtain a single present value.

of the year. An amount of R1 000 received at the 
end of Year One is therefore worth only R870 today 
(one year earlier). The initial cash stream, before 
discounting, amounts to R15 000. The present value 
amounts to only R9 129.

3.2.5 calculation of present value— 
 annuity (equal annual cash stream)
In this case, the person receives equal sums of 
money. The present value calculation differs from 
the previous calculation.

Problem
A man receives five different annual amounts over 
a period of five years. If the amounts are discounted 
at 15%, calculate the present value of his money.

Solution: interest tables

yEAr cASh 
STrEAM 

(r)

Pvif 
(15%)

PrESEnT 
vAluES 

(r)

1 1 000 0.870 870

2 2 000 0.756 1 512

3 3 000 0.658 1 974

4 4 000 0.572 2 288

5 5 000 0.497 2 485

Present value of mixed cash stream 9 129

Table 3.3 shows the present value factors at a 
discounted rate of 15% for years one to five. The 
present value factors are again smaller than 1. The 
factor (PVIF) for Year Two must be looked up in the 
table opposite Year Two. Like all the others, these 
sums of money are received, or invested, at the end 

Problem
A person receives five equal amounts of R1 000 
each, at the end of each year, over a period of five 
years. Calculate the present value of the money at a 
discounted rate of 15%.

Solution: interest tables
In this case, we use a present value factor for an 
annuity (PVIFA). This factor appears in Table 3.4. 
We will not have a separate calculation for each 
year as we had previously, but only one calculation, 
because we are dealing with an annuity. So we look 
up only a single factor in Table 3.4. Once again, we 
take five years at a discounted rate of 15%, that 
is, 3.352.

PVA = A × (PVIFAi,n)
where:
PVA = present value of annuity
A = annuity (equal annual cash stream)
i = annual interest rate
n = period in years

Now insert the figures in the formula:
PVA = R1 000 × 3.352
 = R3 352

Although the person will ultimately receive 
R5 000 (R1 000 × 5), this amount is worth only R3 
352 today.

3.2.6 interest calculated more than once 
 a year
So far, all calculations have been based on an annual 
interest rate, in other words, interest per annum. 
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However, interest may be calculated more than once 
a year, for example half-yearly, quarterly, monthly or 
daily. This has important implications for personal 
financial planning and calculations. The more often 
interest is calculated over one year, the higher the 
interest rate and the larger the amount of interest 
to be paid or received. If a person invests money, 
the interest they receive will be more if interest is 
calculated half-yearly than if it is calculated once a 
year. If interest is calculated quarterly, the investor 
will receive even more interest, and if it is calculated 
monthly, still more.

When money has to be invested, the investor 
should not merely accept that an interest rate 
(investment rate) of 15.5% is higher than another 
interest rate of 12.25%. If the interest rate is an 
annual amount, this would, in fact, be the case. 
However, if the interest in the case of 15.5% is calcu-
lated annually and, in the case of 12.25% quarterly, a 
calculation should be made first.

interest calculated annually
Assume that R10 000 is invested for five years at 16% 
annual compound interest. Calculate the investment 
amount after five years.
FVL  = C × (1 + i)n

 = R10 000 × (1 + 0.16)5

 = R10 000 × 2.1 (FVIF – Table 3.1)
 = R21 000
where:
FVL = future value of a lump sum 
C = capital amount
i = annual interest rate
n = period in years

Where interest is calculated more than once a year, 
both the interest rate (i) and the number of periods 
(n) for which interest is calculated change. The m 
will be 2, for example, where interest is calculated 
half-yearly, and 4 where the interest is calculated 
quarterly. The annual interest rate, therefore, is 
divided by m, while the period in years is multiplied 
by m.

interest calculated half-yearly
FVL = R10 000 × (1 + 0.16/2)5 × 2

 = R10 000 × (1 + 0.08)10

 = R10 000 × 2.159 (FVIF – Table 3.1)
 = R 21 590

where:
8 = interest rate; and
10 = number of periods for which interest is 
calculated

interest calculated quarterly
FVL  = R10 000 × (1 + 0.16/4)5 ×4

 = R10 000 × (1 + 0.04)20

 = R10 000 × 2.191
 = R 21 910

The interest rate now is 4% and the number of 
periods for which interest must be calculated is 20. 
Table 3.1 is used for an interest rate of 4% and for 
20 periods. A factor (FVIF) of 2.191 is obtained.

capital sum: a comparison

cAPiTAl SuM r10 000

Annual interest R21 000

Half-yearly interest R21 590

Quarterly interest R21 910

It should be clear now that the more often interest is 
calculated, the more interest is earned and the larger 
the ultimate capital or investment amount will be.

3.2.7 nominal and effective interest rate
The same principles as those discussed above apply 
when a person wishes to borrow money, for example, 
to buy furniture or a motor vehicle. Usually a person 
is told that he or she will be charged a certain 
interest rate on the borrowed amount, for example, 
20%. This quoted interest rate is called the contract 
interest rate or nominal interest rate. However, it is 
seldom mentioned how interest will be calculated: 
annually, half-yearly or quarterly.

When a person borrows money, he should find 
out what the actual interest rate will be. The actual 
interest rate is called the effective interest rate. If a 
person has to choose between different interest rates 
calculated over different periods, he or she should 
first establish the actual or effective rates of the 
different alternatives for the loan. In this way proper 
comparisons can be made. The contract or nominal 
interest rate should therefore not be accepted 
without due consideration. 
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Gitman (1988:179) provides the following formula 
for the calculation of effective interest rate:
keff = (1 + i/m)m – 1
where:
i = nominal interest rate
m = number of periods for which interest is 
calculated

This formula is used for the calculation of the effec-
tive interest rate if interest is calculated annually, 
half-yearly or quarterly. A nominal interest rate of 
20% is used. Interest will be calculated once, twice 
and four times per annum.

Annual interest
keff  = (1 + 0.20/1)1 – 1
 = (1 + 0.20)1 – 1
 = 1 + 0.20 – 1
 = 0.20
Effective interest rate = 20% = nominal interest rate

Half-yearly interest
keff  = (1 + 0.20/2)2 – 1
 = (1 + 0.10)2 –1
 = 1.210 – 1 (where 1.210 = FVIF, Table 3.1)
 = 0.210
Effective interest rate = 21%

Quarterly interest
keff  = (1 + 0.20/4)4 – 1
 = (1 + 0.05)4 –1
 = 1.216 – 1 (where 1.216 = FVIF, Table 3.1)
 = 0.216
Effective interest rate = 21.6%

From the calculations it can be seen that the more 
often interest is calculated per annum, the higher 
the effective interest rate (actual interest rate). When 
people borrow money, they should make sure that 
they have calculated the effective rate(s).

3.3 SoME SPEciAl APPlicATionS 
 of TiME vAluE

Future and present value techniques have several 
applications. Some of these applications are 
illustrated below:
•	 Deposits required for a future sum of money

•	 Repayment of a loan
•	 Determination of interest rates and
•	 Determination of growth rates.

3.3.1 deposits required for a future sum 
 of money

Problem
People often wish to know what amount they should 
invest in order to obtain a certain amount over a 
certain period. Assume that someone wishes to buy 
a house over five years and requires a deposit of 
R20 000. They would like to know the amount that 
would have to be invested annually in order to have 
a sum of R20 000 in their investment account in 
five years’ time. The account in which the annual 
investment is made at the end of each year pays 
6% interest.

Solution
FVA = A ×FVIFAi,n

where:
FVA = future value of an annuity
A = annuity (annual investment amount)
FVIFA = future value interest factor for an annuity
i = annual interest rate
n = period in years

Now insert all available numbers and figures in this 
formula.

R20 000 = A × (FVIFA6,5) (see Table 3.2)
R20 000 = A × 5.637

We wish to calculate A, however:
A = R20 000/5.637
 = R3 547.99

If an amount of R3 547.99 were to be invested at 6% 
at the end of each year for the following five years, 
the investment amount at the end of the five-year 
period would be R20 000.In other words, the deposit 
for the purchase of a house would be available.

3.3.2 repayment of a loan (amortisation)
In this instance, a person wishes to calculate what 
equal annual instalments (repayments) will have to 
be made in order to redeem a certain loan amount 
over a certain period at a certain interest rate. In 
the previous problem, we worked with an uncertain 
future amount (which still needed to be acquired). 
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i = annual interest rate
n = period in years
C = capital amount (loan amount)
A = annuity (equal annual instalments)

Now insert all available figures in the formula.
PVIFAi,5  = R2 000/R530
 = 3.7736

Problem
A person borrows R20 000 at 20% interest per 
annum. He wants to know what equal sums they 
would have to pay in order to pay off the loan in 
ten years.

Solution
PVA = A × (PVIFAi,n)
where:
PVA = present value of an annuity
A = annuity (equal annual instalment)
PVIFA = present value interest factor for an 
annuity
i = annual interest rate
n = period in years

Now insert all available numbers and figures in this 
formula.
R 20 000 = A × (PVIFA20,10) (see Table 3.4)
R 20 000 = A ×4.192
However, we wish to calculate A: 
A  = R20 000/4.192
 = R4 770.99
 = R4 771 (approximately)

The person would have to pay R4 771 at the end of 
each year for a period of 10 years to redeem the loan 
of R20 000 at an interest rate of 20%.

3.3.3 determination of interest rates
It may happen that a person would like to know 
what interest rate he would have to pay on an equal 
instalment loan.

Problem
A person borrows R2 000 from a bank, and has to 
repay the bank for the loan in five equal instalments 
of R530 each. Calculate the interest rate at which 
he has borrowed the money.

Solution
PVIFAi,n = C/A
where:
PVIFA = present value interest factor for an 
annuity

Use Table 3.4 and look up five years and the factor 
closest to 3.7736. The closest factor is 3.791. This 
factor appears opposite an interest rate of 10%. 
Thus, the interest rate on the equal instalment loan 
is approximately 10%.

3.3.4 determination of growth rates
Sometimes a person wants to know at what rate his 
or her money in a bank account will grow. Where 
the investment is already five years old, it is possible 
to calculate the growth rate. Gitman (1988:196) 
points out that future value factors as well as present 
value factors are used for this purpose.

Problem
A person wishes to determine the growth rate on 
an investment. He invested R1 250 in an account 
in 1997. Up to and including 2001, the investment 
grew annually as follows:

yEAr cASh GrowTh in yEArS

2011 R1 520 4

2010 R1 480 3

2009 R1 420 2

2008 R1 320 1

2007 R1 250

Calculate the growth rate of the investment.

Solution
The investment grew for four years. The present 
value interest factor (PVIF – Table 3.3) is used in 
this calculation. The amount in 2007 (R1 250) is 
divided by the amount in 2011 (R1 520) in order 
to determine the present value interest factor for a 
period of four years (the period over which growth 
occurred). R1 250 ÷ R1 520 = 0.822

Here we have an amount that already exists (or 
will be borrowed), so we will use the present value 
interest factor for an annuity (PFIVA) in this case.
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calculations with other pocket calculators. First, note 
the following guidelines regarding your calculations.

How to use the Sharp EL-733:
•	 Press 2nd F MODE to switch to the financial 

mode
•	 (repeat – financial mode, not STAT mode).
•	 Press 2nd F TAB2 (to set the number of decimal
•	 places to 2 – TAB3 for 3 decimal places).
•	 Press 2nd F C-CE before every calculation to 

clear the financial memory.
•	 n(×12) is the number of periods.
•	 i(÷12) is the interest rate.
•	 PV is the present value.
•	 FV is the future value.
•	 ± PMT to key in outflowing annuities.
•	 PMT to key in inflowing annuities.
•	 COMP PV to calculate the present value.
•	 COMP PMT to calculate the instalment.
•	 COMP i to calculate the interest rate.
•	 COMP n to calculate the number of periods 

(term).
•	 AMRT to calculate the capital paid, the interest 

paid and the outstanding balance of a mortgage.
•	 BGN for a prepaid annuity (for example, where 

rent is received in advance).
•	 APR for calculating the nominal interest rate (in 

the calculation).
•	 EFF for calculating the effective interest rate (in 

the calculation).

Let us consider the following example in order to 
calculate the difference between nominal and effec-
tive interest rates. You invest R100 and, at the end of 
the year, have R114.93. What nominal interest rate 
did you receive if interest was calculated monthly? 
Calculation:  12 2ndF APR
 14.93 = 14 (13.996)
 Answer = 14%

If you receive 14% nominal interest, and the effective 
rate is required, the calculation is as follows:
Calculation: 12 2ndF EFF
 14 = 14.93
 Answer = 14.93%

The present value interest factor closest to 0.822 and 
a period of four years is 0.823. This is opposite the 
interest rate of 5%. Thus, the person’s investment has 
grown by 5%.

3.4 cAlculATionS wiTh A 
 finAnciAl PocKET  
 cAlculATor
You will notice that calculations relating to the 
time value of money can be performed using 
either interest tables or a personal financial pocket 
calculator. However, interest tables will assist you 
to understand what is meant by the time value 
of money (the theory of compound interest). 
Nevertheless, it is recommended that you buy a 
personal financial calculator so that you will be able 
to perform your own personal financial calculations 
(when purchasing a dwelling, a motor vehicle and 
furniture, making investments, or borrowing money). 
Everyday financial transactions and even retirement 
planning are influenced by the time value of money.

Without knowledge of the time value of money, 
it is impossible to understand personal financial 
planning.

Smal (1992:3) points out that until the mid-1970s 
all time value of money calculations were done by 
means of interest tables. According to him the tables 
were very handy because interest rates in excess of 
20% were unheard of. In practice, a need occurred 
for more comprehensive calculations that could 
be used in all situations. The appearance of pocket 
calculators in the mid-1970s created a revolution, 
because calculations were not limited to fixed terms 
and interest rates. Financial calculations could now 
be done with the greatest of ease.

Many pocket calculators can be used for the 
purposes of these calculations. I suggest you buy the 
HP 10B11 unless you already have another type, just 
as long as it is able to do financial calculations.

We will now do a number of calculations with 
the Sharp EL-733 pocket calculator, and then do the 
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Remember that in the case of a prepaid annuity, 
you must press BGN (for the Sharp EL-733) at 
the start of your calculations. Ensure that you 
know when ± must be pressed, for example, for 
expenditure as well as when you use both present 
and future value in your calculation. CFi is used 
in the case of income (cash flow), ‘i’ for the 
interest rate and ‘n’ for the period. An instalment 
is calculated by pressing COMP and PMT at the 
end of your calculation. The capital that is paid 
off on a bond, the total interest already paid, and 
the outstanding balance are calculated by pressing 
AMRT, AMRT and AMRT. If you wish to calculate 
the above at the end of 10 years, you will have 
to calculate the instalment (PMT). Then enter the 
months (10 × 12 = 120) and, directly thereafter, 
press AMRT. Each AMRT will give you an answer to 
one of the three relevant calculations (questions). 
You will also be expected to calculate the net 
present value (NPV) and the internal rate of return 
(IRR).

Activity 3.1

1.  You purchase a dwelling (flat) for R250 000 
and finance the purchase by way of a R200 000 
mortgage bond. The mortgage bond interest rate 
amounts to 18% per year and the period of the 
bond is 20 years. You wish to calculate the monthly 
mortgage bond instalment.

Calculation: (clear the financial memory of the pocket 
calculator (first press the yellow 2ndF button and then 
the orange C-CE button)
•	 200 000, ± , PV
•	 18 2ndF ii
•	 20 2ndF nn
•	 COMP
•	 PMT
Answer = r3 086.62

2. The new mortgage bond instalment if interest 
rates rise to 23% per year.

Calculation: (store your previous answer together with 
the relevant calculations in the memory of your pocket 
calculator and then press)
•	 23 2 F ii
•	 COMP
•	 PMT
Answer = r3 874

3. The new mortgage bond instalment should you 
have to extend the mortgage bond period to 
30 years as a result of a cash-flow problem.

Calculation: (Store your previous answer together with 
the relevant calculations in the memory of your pocket 
calculator and then press.)
•	 30 2nd F nn
•	 COMP
•	 PMT
Answer = r3 837.46

Note that even though the mortgage bond instalment 
is reduced by R36.54 (R3 874 – R3 837.46), you will, 
however, pay considerably more in interest.

Activity 3.2

You purchase a flat for R300 000 at an interest rate of 
18% per annum. The mortgage bond period is 20 years. 
After 10 years, you wish to calculate the following:

1.  The amount of capital amortised by the 120th 
instalment.

Calculation: (clear the financial memory)
•	 300 000, ± , PV
•	 18 2 F ii
•	 20 2 F nn
•	 COMP
•	 PMT = R4 629,93
•	 120 AMRT (120 = 10 years × 12 months)
Answer = r764.16

2. The amount of interest amortised by the 120th 
instalment. Again press AMRT (you are still busy 
with the same calculation)

Answer = r3 865.78

3. The outstanding balance on your mortgage bond. 
Again press AMRT

Answer = r256 954.21

Activity 3.3

You borrowed a certain amount of money from your 
father in order to buy a house. Compound interest of 
15% is calculated at the end of each year. The loan, 
together with interest, must be repaid after five years, 
and the amount will then be R120 682. How much did 
you borrow from your father?

Calculation: (clear the financial memory)
•	 120 682, ± , FV
•	 15 i
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•	 5 n
•	 COMP
•	 PV
Answer = r60 000

 Activity 3.4

You borrowed R60 000 from your father to buy a house. 
Compound interest amounting to 15% is calculated at 
the end of each year. You eventually repaid your father 
R120 682. For how many years did you borrow the 
money? 

Calculation: (clear the financial memory) 
•	 60 000, ± , PV 
•	 15 i
•	 120 682, FV 
•	 COMP 
•	 n 
Answer = 5 years

 Activity 3.5

You borrowed R60 000 for five years from your father 
in order to buy a house. After five years, you had to 
repay your father R120 682. What amount of interest, 
compounded once a year, did he require you to pay?

Calculation: (clear the financial memory)
•	 60 000, ± , PV 
•	 5 n 
•	 120 682, FV 
•	 COMP 
•	 i 
Answer = 15%

 Activity 3.6

Your client invested money in his savings account for 
one year. The nominal interest rate, calculated monthly 
at the end of each month on their investment, was 
14%. Calculate his effective interest rate.

Calculation: (clear the financial memory) 
•	 12 2ndF EFF 
•	 14 = 
Answer = 14.93% 

 Activity 3.7

You borrowed a certain sum of money from your 
father to buy a house. Interest was calculated at 15% 
at the end of each month, and the loan was repayable 
after two years together with interest. At such time, 
the amount repayable was R80 841.06. How much did 
you borrow from your father?

Calculation: (clear the financial memory)
•	 15 ÷ 12 = i 
•	 2 × 12 = n 
•	 80 841.06, ± , FV 
•	 COMP 
•	 PV 
Answer = r60 000

 Activity 3.8

Mr Smit has been granted a mortgage loan of 
R30 000. Money is worth 11% per annum, compounded 
monthly at the end of each month. Mr Smit’s monthly 
instalment is R286.99. Calculate the period of the loan.

Calculation: (clear the financial memory)
•	30	000,	±	,	PV
•	11	÷	12	= i
•	286.99	PMT
•	 COMP
•	 n
•	 ÷ 12 (months)
Answer = 29 years

 Activity 3.9

An investor analyses an industrial property and finds 
that it will yield a net income of R20 000, R25 000 
and R30 000 over the next three years respectively. At 
the end of this period, the property can be sold for 
R300 000. If the investor requires at least 12% on his 
investment, what is the maximum amount he should 
pay for the property? 

Calculation: (clear the financial memory)
•	 12 i
•	 0 CF i
•	 20 000 CF i
•	 25 000 CF i
•	 330 000 CF i (330 000 = 30 000 + 300 000)
•	 NPV
Answer = r272 674
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3.4.1 calculations using both the tables 
 and a pocket calculator

1. You invest R2 000 for three years at 12% interest 
per year. What will your investment be worth 
after three years?
Table:
R2 000 × FVIF
= R2 000 × FVIF12,3

= R2 000 × 1.405
= R2 810 end 
Pocket calculator:
2000 ± PV
12 i
3 n
COMP
FV = R2 810 (approximated)

2.  You invest R1 000 per year for five years at an 
annual interest rate of 15%. What will the invest-
ment be worth in five years’ time?
Table:
R1 000 × FVIFAk,n

R1 000 × FVIFA15,5

R1 000 × 6.742
R6 742
Pocket calculator:
2ndF C.CE (to clear the financial memory)
1 000 ± PMT
15 i
5 n
COMP
FV = R6 742 (approximated)

3.  Your uncle says you will inherit an amount of 
R100 000 from him in ten years’ time. If money 
is worth 10% per year, what is the present value 
of your future inheritance?
Table:
R100 000 × PVIFk,n

= R100 000 × PVIF10,10

= R100 000 × 0.386
= R38 600
Pocket calculator:
100 000 ± FV
10 i
10 n
COMP
PV = R38 554 (approximated)

4. You receive R1 000 per year from a trust for the 
next eight years. Calculate the present value of 
your income if money is worth 8% per year. 
Table:
R1 000 × PVIFAk,n

= R1 000 × PVIFA8,8

= R1 000 × 5.747
= R5 747
Pocket calculator:
1 000 ± PMT
8 i
8 n
COMP 
PV = R5 747 (approximated)

5.  Calculate the amount you have to invest at 10% 
compound interest to produce R20 000 after 
three years.
Table:
R20 000 × PVIFk,n

= R20 000 × PVIF10,3

= R20 000 × 0.751
= R15 020
Pocket calculator:
20 000 ± FV
10 i
3 n
COMP
PV = R15 026

6.  You want to buy a house in two years’ time. The 
deposit you need (in two years’ time) is R30 000. 
How much should you invest per year at 12% per 
year to accumulate the deposit? 
Table:
R30 000 × FVIFAk,n

= R30 000 × FVIFA12,2

= R30 000 × 2.120
= R14 151
Pocket calculator:
30 000 FV
2 n
12 i
COMP
PMT = R14 151

7.  Say you get an amount of R1 000 per year for the 
rest of your life. It then goes to your heirs in perpe-
tuity (ie, ‘everlasting’ income). The value of money 
decreases at a rate of 10% per year. Calculate the 
present value of your income in perpetuity.
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Table: First calculate the present value.
PV = 1 000 ÷ 0.10 (10%)
= R10 000
(In this case, therefore, you need not use the 
tables.)
Pocket calculator:
Assume that you will live for another 50 years. 
50 n
10 i
1 000 PMT COMP
PV = R10 000 (R9 915 – approximated)

8.  You invest R20 000 for a period of five years at 
an interest rate of 12% per year. What will your 
investment be worth if interest is calculated 
quarterly?
Table:
R20 000 × FVIFk,n

= R20 000 × FVIF(12÷4),(5×4)

= R20 000 × FVIF3,20

= R20 000 × 1.806
= R36 120
Pocket calculator:
20 000 ± PV
12 ÷ 4 = i
5 × 4 = n
COMP
FV = R36 122

9.  Say someone invests R10 000 for 18 months at 
an interest rate of 10% per year. Calculate the 
interest the person will receive after 18 months.
Table:
R10 000 × FVIFk,n

= R10 000 × FVIF10,1.5

= R10 000 × (1.100 + 1.210) ÷ 2
= R10 000 × 1.155
= R11 550
Interest = R11 550 (capital plus interest) – 
R10 000 (capital)
= R1 550
Pocket calculator:
1 000 ± PV
10 i
1.5 n
COMP
FV = R11 537 (approximated)
Interest = R11 537 (capital plus interest) – 
R10 000 (capital)
= R1 537

10. You invested an amount of R2 000 in unit trusts 
three years ago. It is currently worth R3 100. At 
what rate per year did your investment grow?
Table:
2 000 ÷ 3 100 = 0.645
Look under 3 years in Table 3.4 (PVIFA) for the 
factor closest to 0.645.
This is 0.641.
Now look at the % interest rate above it, namely 16%.
As you can see, 0.645 is a little above 0.641, but 
far below 0.658:
So it is closer to16% than 15%.
So we will pick 15.7% or 15.8%, for example.
Pocket calculator:
2 000 ± PV
3 100 FV
3 n
COMP
i = 15.7% (approximated)

11. Say an investment of R1 000 increases to R2 500 
over a period of three years. At which simple rate 
of interest did the investment increase?
Table:
FV = PV (1 + i × n)
2 500 = 1 000 (1 + 3i)
(1 + 3i) = 2 500 ÷ 1 000
(1 + 3i) = 2.5 – 1
3i = 2.5 – 1
3i = 1.5
i = 1.5 ÷ 3
= 0.5
Simple interest rate = 50%
(Adapted from Steyn et al. 1998:114)
Pocket calculator:
This calculation cannot be done on a pocket 
calculator. Pocket calculators are programmed 
for compound interest, not simple interest (Steyn 
et al. 1998:114).
In the case of simple interest, the interest is 
calculated only on the capital. Therefore, interest 
is not added to the capital, ie, it is not reinvested. 
In the case of simple interest, the interest earned 
is calculated by subtracting the capital initially 
invested from the future value. 
Simple interest = Payout amount (end value) – 
Initial amount

12. Person A invests R2 000 at 10% simple interest 
for three years. Person B invests R2 000 for three 
years at 10% compound interest. Calculate the 
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simple interest earned by person A, and the 
compound interest earned by person B.

PErSon A PErSon B

R2 000 × 10% = R200 
R200 × 3 years = R600 
Simple interest = R600

Calculator:
2 000 ± PV
3 n
10 i
COMP
FV = R2 662
Compound interest = 
R662 (R2 662 – R2 000 
= R662)

 In the case of compound interest (interest and capital 
on interest), one receives more interest than in the 
case of simple interest (interest on capital only).

13. Your rich aunt will give you an annual amount 
of R1 000 (at the end of each year) in three years’ 
time. You will therefore receive the R1 000 at the 
end of years 3, 4, 5, 6 and 7. Calculate the present 
value of your future receipts at a rate of 10%.
Solution:
a) First calculate the present value at the start 

of year 3.
b) Then calculate the present value of this 

amount over a period of 2 years.
Table:
a) Present value start of year 3: 
 R1 000 × PVIFAk,n

 = R1 000 × PVIFA10,5

 = R1 000 × 3.791
 = R3 791
b) Present value of R3 791 today:
 R3 791 × PVIFk,n

 = R3 791 × PVIF10,2

 = R3 791 × 0.826
 = R3 131 (approximated)
Pocket calculator:
a)  Present value start of year 3: 
 1 000 ± PMT
 5 n
 10 i
 COMP PV = R3 791
b) Present value of R3 791 today:
 1 000 ± FV
 2 n
 10 i
 COMP
 PV = R 3 133

calculations using the Sharp El-733, the 
Sharp El-735 and the hewlett-Packard 12c 
(hP 12c) financial pocket calculators
Before we compare these three financial pocket 
calculators for various calculations, we need to 
explain some aspects regarding their general 
functioning.

Sharp El-733 and El-735
Although these two Sharp pocket calculators 
basically function in the same manner, you should 
note the following in the case of the Sharp EL-735 
(Smal 1992:111):
•	 In order to change the mode of the pocket calcu-

lator from financial mode to statistical mode, you 
do not press 2ndF MODE, but rather (EL-735)2ndF 
STAT.

•	 Where you would press BGN when payments 
of receipts occur in advance, 2ndF BGN/END is 
pressed in the case of the EL-735.

•	 To convert the annual periods to monthly periods 
(eg three years to months), 3 2ndF × 12 is pressed. 
In the case of the EL-735, the answer of 36 is 
stored automatically.

•	 If we want to change an annual interest rate to 
a monthly interest rate (eg 12% per year to x% 
per month), press 12 2nd F ÷ 12 in the case of the 
EL-735. The answer of 1% is stored automatically.

•	 Where the capital portion of a future instalment 
is calculated with the aid of AMRT, the EL-735 
shows PRINCIPAL =.

•	 When the interest portion of a future instalment 
is calculated, the EL-735 shows INTEREST =.

•	 For the future balance following an instalment, 
the EL-735 shows BALANCE =.

hewlett-Packard 12c (hP 12c)
Smal (1992:112) points out that the following keys 
are used with the HP 12C for the calculations of the 
time value of money:
•	 f (yellow): is used for the second function, which 

is indicated in yellow above certain keys – f is 
pressed first, and then the appropriate key.

•	 g (blue): this key is used for the third function: g 
is pressed first, and then the other key.

•	 f (FIN): these keys clear the pocket calculator’s 
financial memory.

•	 g (BEG): these keys are used for calculations 
where payments occur at the start of a period (eg 
where rent is paid in advance).
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•	 g12x: these keys are used to convert annual 
periods to monthly periods (eg 3 years: 3g12×)

•	 the answer is stored automatically.
•	 g12÷: these keys are used to convert the annual 

interest rates to monthly interest rates (eg 12% 
per year: 12g12÷); the answer is also stored auto-
matically.

•	 n: the number of periods.
•	 i: the interest rate per interest period.
•	 PV: present value.
•	 PMT: payments.
•	 FV: future value.
•	 CHS: this key changes the sign of a number.
•	 f AMORT: this is used to calculate the interest 

and capital portions of a future instalment, and 
the outstanding balance: as is the case with the 
Sharp EL-733 and EL-735, this key can be used 
only if n, i, PV and PMT have already been 
entered in the pocket calculator.

1. Calculate the future value of an investment of 
R1 000 for a period of five years at an interest 
rate of 10% per year.
Sharp EL-733:
2ndF C-CE
1 000 ± PV
5 n
10 i COMP 
FV
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN
1 000 CHS PV
5 n
10 i
FV

2.  Calculate the future value of R1 000 over a 
period of five years at an interest rate of 10% per 
year if interest is calculated semi-annually. 
Sharp EL-733:
2ndF C-CE
1 000 ± PV
10 n
5 i COMP FV
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN
1 000 CHS PV
5 i
10 n
PV

3.  Calculate the monthly effective interest rate if 
the nominal interest rate is 10%.
Sharp EL-733:
12 2ndF EFF
10 =
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN 10 E
12 n ÷ i
CHS PMT FV

4. You will receive R10 000 in 10 years’ time. 
Calculate its present value at an interest rate of 
10% per year.
Sharp EL-733:
2ndF C-CE
10 n
10 i
10 000 ± FV COMP
PV
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN
10 i
10 n
1 000 FV 
 PV

5. You invest R2 000 per year for a period of 
20 years at an interest rate of 10% per year. 
Calculate the future value of your investment. 

 Sharp EL-733:
 2ndF C-CE
 2 000 ± PMT
 20 n
 10 i COMP FV
 Sharp EL-735: As with Sharp EL-733
 HP 12C:
 f FIN
 g END (if it is to be invested at the end of the 

year)
 10 i
 20 n
 2 000 CHS PMT 
 FV

6. Calculate the payment you need to make annu-
ally at the end of the year in order to accumulate 
R10 000 over a period of five years at an annual 
interest rate of 10% (a sinking fund).
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Sharp EL-733:
2ndF C-CE
10 i
5 n
10 000 FV COMP PMT
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN g END
10 i
5 n
10 000 FV 
PMT

7. You receive R1 000 per year for 10 years at the 
end of each year. Calculate the current value of 
your receipts at an interest rate of 10% per year.
Sharp EL-733:
2ndF C-CE 
10 i
10 n
1 000 ± PMT COMP
PV
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN 
g END
10 i
10 n
1 000 CHS PMT 
PV

8. You have borrowed R1 000. Calculate the 
instalment to amortise the loan in 10 equal 
instalments. The interest rate is 10% per annum 
and the instalments are paid at the end of each 
year.
Sharp EL-733:
2ndF C-CE
1 000 PV
10 i
10 n
COMP
PMT
Sharp EL-735: As with Sharp EL-733
HP 12C:
f FIN g END
1 000 PV
10 i
10 n
PMT

9. You have a mortgage bond of R100 000 that you 
have been paying off for 10 years. You want to 
know the balance of the mortgage. The interest 
rate is 15%.
Sharp EL-733:
2ndF C-CE
100 000 ± PV
15 2ndF ÷ 12 i
20 2ndF × 12 n
COMP 
PMT
10 × 12 = AMRT (capital 120th instalment) 
AMRT (interest 120th instalment)
AMRT (balance after 120th instalment) 
Sharp EL-735: As with Sharp EL-733 
HP 12C:
f FIN
g END
100 000 PV
15 g 12 ÷
20 g 12 ×
PMT
0 n
10 E 12 × f AMORT 
RCL PV

10. A project shows the following expected incomes 
and expenditures:

incoMES incoME ExPEndiTurES

End year 1: 1 000

End year 2: 15 000

End year 3: 2 000

End year 4: 6 000

End year 5: 1 500

Calculate the net present value at a rate of 20% 
per year.
Sharp EL-733:
2ndF C-CE
20 i
0 cFi
1 000 cFi
15 000 ± cFi
2 000 cFi
6 000 ± cFi
1 500 cFi
NPV
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Sharp EL-735:
RCL CF 2ndF CA ENT
20 i
0 cFi
1 000 cFi
15 000 ± cFi
2 000 cFi
6 000 ± cFi
1 500 cFi
NPV
HP 12C:
f FIN g END
20 i
1 n
1000 CHS FV PV STO + 1
2 n 15 000 FV PV STO + 1
3 n 2 000 CHS FV PV STO + 1
4 n 6 000 FV PV STO + 1
5 n 15 000 CHS FV PV STO + 1
RCL 1

The following two examples are adapted from 
Vashist (1997: 8, 9):

11. You invest R35 000 in a building that you 
have bought. You receive a six-monthly rental 
payment of R6 000 per year for the next eight 
years. Calculate the internal rate of return on 
your investment. 
HP 12C:
f FIN
35 000 CHS
g cF0
3 000 g cFj
16 g Nj
f IRR
2 ×
Sharp EL-733:
35 000 ± cFi
3 000 cFi (press 16 times) 
IRR

12. You buy a business that requires an initial cash 
flow of R6 500 000. The expected cash inflow 
over the next six years looks as follows:
Year 1: R1 000 000
Year 2: R1 000 000
Year 3: R900 000
Year 4: R900 000

Year 5: R750 000
Year 6: R60 000 000
Calculate the internal rate of return on the 
project.
HP 12C:
f FIN
6 500 000 CHS
g cF0
1 000 000 g cFj
2 g Nj
900 000 g cFj
2 g Nj
750 000 g cFj
60 000 000 g cFj
f IRR
Sharp EL-733:
6 500 000 ± cFi
1 000 000 cFi (press twice)
900 000 cFi (press twice)
750 000 cFi
60 000 000 cFi 
IRR

Let us consider the following example in order to 
calculate the difference between nominal and effec-
tive interest rates. You invest R100 and at the end of 
the year have R114.93. What nominal interest rate 
did you receive if interest was calculated monthly?

If you received 14% nominal interest and the 
effective rate is?
1. You purchase a dwelling (flat) for R250 000 and 

finance the purchase by way of a R200 000 mort-
gage bond. The mortgage bond interest rate is 
18% per year and the period of the bond is 20 
years. You wish to calculate the following:

•	 The monthly mortgage bond instalment
•	 The new mortgage bond instalment ifinterest 

rates rise to 23% per year
•	 The new mortgage bond instalment should 

you have to extend the mortgage bond period 
to 30 years as a result of a cash flow problem

•	 Note that even though the mortgage bond 
instalment is reduced by R36.54 (R3 874 – 
R3 837.46), you will pay considerably more in 
interest.

2. You purchase a dwelling for R300 000 at an 
interest rate of 18% per annum. The mortgage 
bond period is 20 years. After ten years, you 
wish to calculate the following:
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•	 The amount of interest amortised by the 120th 
instalment

•	 The outstanding balance on your mortgage 
bond.

3. You have borrowed a certain amount of money 
from your father in order to buy a house. 
Compound interest of 15% is calculated at 
the end of each year. The loan, together with 
interest, must be repaid after five years, and the 
amount will then be R120 682. How much did 
you borrow from your father?

4. You borrowed R60 000 from your father to buy 
a house. Compound interest amounting to 15% 
is calculated at the end of each year. You eventu-
ally repaid your father R120 682. For how many 
years did you borrow the money?

5. You borrowed R60 000 for five years from your 
father in order to buy a house. After five years, 
you had to repay your father R120 682. What 
amount of interest, compounded once a year, did 
he require you to pay?

6. Your client invested money in their savings 
account for one year. The nominal interest rate 
calculated monthly at the end of each month on 
their investments was 14%. Calculate their effec-
tive interest rate.

7. You borrowed a certain sum of money from 
your father to buy a house. Interest was calcu-
lated at 15% at the end of each month, and the 
loan was repayable after two years, together with 
interest. At such time, the amount repayable was 
R80 841.06. How much did you borrow from 
your father?

8. Mr Smit has been granted a mortgage loan 
of R30 000. Money is worth 11% per annum, 
compounded monthly at the end of each month. 
Mr Smith’s monthly instalment is R286.99. 
Calculate the period of the loan.

9. An investor analyses an industrial property and 
finds that it will yield a net income of R20 000, 
R25 000 and R30 000 over the following three 
years respectively. At the end of this period, the 
property can be sold for R300 000. If the investor 
requires at least 12% on their investment, what is 
the maximum amount that they should pay for 
the property?

calculation by means of Sharp El-738 
financial calculator
Nominal interest rate
Clear the financial memory (2ndF, CA)
Set the payment to 12 (2ndF and P/Y, 12, ENT)
Calculation
Input Function
 ON/C
-100 PV
114.93 FV
1 2ndF, xP/Y, N
 COMP I/Y
Answer = 14%

Effective interest rate
Clear the financial memory (2ndF, CA)
Calculation
Input Function
 2ndF
12 x,y
14 2ndF and EFF
Answer = 14.93

1. Clear the financial memory (2ndF, CA)
 Set the payment to 12 (2ndF and P/Y, 12, ENT)
Calculation
Input Function
-200 000 PV
18 I/Y
20 2ndF, xP/Y, N
Comp, PMT
Answer = R3 086.62

NB: Do not erase the above information on the 
calculator. Proceed to the following question 
(sentence)

•	 The new mortgage bond instalment if interest 
rates rise to 23% per year.

Calculation
Store 3 086.62 in the memory (press M+) Input 23 
then I/Y
Comp, PMT
Answer = 3874.01

NB: Do not erase the above information on the calcu-
lator. Proceed to the following question (sentence).
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•	 The new mortgage bond instalment should you 
have to extend the mortgage bond period to 
30 years as a result of a cash flow problem

Calculation
Store 3 874.01 in the memory (press M+) Input 30 
then 2ndF, xP/Y, N
Comp, PMT
Answer = 3 837.46

2. Clear the financial memory (CFi, 2ndF, CA). Set 
the payment to 12 (2ndF and P/Y, 12, ENT).

Calculation
Input Function
–300 000 PV
18 I/Y
20 2ndF, x P/Y, N
 Comp, PMT
 Answer = 4 629,93
 Press AMRT, 1, ENT
 (down arrow), 1 ENT
 Only press (down arrow)-299
 870.07 [balance]
 Only press (down arrow) 129.93
 [Principal]
 Only press (down arrow) 4
 500.00 [Interest]
 Now press [down arrow 120,
 ENT] twice
 Press (down arrow) 256 955.71
 [balance]
 Press (down arrow) 764.13
 [Principal]
 Press (down arrow) 3 865.80
 [Interest]

3. Clear the financial memory (2ndF, CA).
 Set the payment to 1 (2ndF and P/Y, 1, ENT).
Calculation
Input Function
-120 682 FV
15 I/Y
5 N
Comp PV
Answer = R60 000

4. Clear the financial memory (2ndF, CA).
Calculation
Input Function
-60 000 PV
15 I/Y
120 682 FV
Comp N
Answer = 5

5. Clear the financial memory (2ndF, CA).
Calculation
Input Function
-60 000 PV
5 N
120 682 FV
Comp I/Y
Answer = 15%

6.
Calculation
Input  Function
 2ndF
12 x,y
14 2ndF and EFF
Answer = 14.93%

7. Clear the financial memory (CFi, 2ndF, CA). Set 
the payment to 12 (2ndF and P/Y, 12, ENT).

Calculation
Input Function
–80 841,06 PV
15 I/Y
2 2ndF, xP/Y, N
 Comp, PV
Answer = R60 000

8. Clear the financial memory (2ndF, CA).
 Set the payment to 1 (2ndF and P/Y, 1, ENT).
Calculation
Input Function
-30 000 PV
0 FV
286,99 PMT
0,92* I/Y
 Comp, N
Answer = 29 years (356/12)
*(11/12) = 0.92
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9. Clear the financial memory (CFi, 2ndF, CA) Set 
the payment to 1 (2ndF and P/Y, 1, ENT)

Calculation
Input Function
-0 ENT
20 000 ENT
25 000 ENT
330 000 (30 000 + 300 000)  ENT
2ndF, CASH, 12, ENT, (down arrow), NET_PV, 
COMP
Answer = R272 674.47

calculation by means of hP10Bii calculator
Nominal interest rate
Clear the financial memory to the calculator (yellow
2ndF then C ALL). Set the payment per year as 12 
(12, 2ndF, P/YR).

Input Function
+/-100 PV
114,93 FV
1 2ndF, xP/YR
 I/YR
Answer = (13.996) or 14%

Effective interest rate
Input Function
14 2ndF, NOM%
 2ndF, EFF%
Answer = 14.93%

1. The monthly mortgage bond instalment.
 Clear the financial memory to the calculator 

(yellow 2ndF then C ALL).
 Set the payment per year as 12 (12, 2ndF, P/YR).
Calculation
Input Function
+/-R200 000 PV
18 I/YR
20 2ndF, xP/YR
PMY
Answer R3 086.62

The new mortgage instalment if interest rate rise 
to 23% per year. Store your previous answer (R3 
086.62) with the relevant calculations in the memory 
of the calculator (press (right arrow) M).

Calculation
Input Function
23 I/YR
 PMT
Answer = R3 874

The new mortgage bond instalment should you have 
to extend the mortgage bond period to 30 years as a 
result of a cash flow problem.

Store your previous answer (R3 874) with the 
relevant calculations in the memory of the calcu-
lator.
Calculation
Input Function
30 2ndF, xP/YR
PMT
Answer = R3 837.46

Note that even though the mortgage bond instal-
ment bond instalments is reduced by R36.54 
(R3 874 – R3 837.46), you will pay considerably 
more interest.

2. The amount of capital amortised by 120th instal-
ment. Clear the memory.

Calculation
Input Function
+/-300 000 PV
18 I/YR
20 2ndF, xP/YR
 PMT
Answer = R4 629.93
120 INPUT
 2ndF, AMORT, = R764.16
Answer R764.16
NB: Do not clear any information. Just proceed to 
the next sentence.
The amount of interest amortised by the 120th 
instalment. Just press = sign
Answer R3 865.78

NB: Again, do not clear any information. Just 
proceed to the next sentence.
The outstanding balance on your mortgage bond 
Just press = sign
Answer = R256 954.21
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*From this answer, press = sign, it gives R3 865.78, 
press = sign again, it gives R256 954.21

3. Clear the financial memory:
 Set the payment per year as 1 (1, 2ndF, P/YR)
Calculation
Input Function
+/-120 682 FV
15 I/YR
5 N
PV
Answer = R60 000

4. Clear the financial memory:
Calculation
Input Function
120 682 FV
15 I/YR
+/-60 000 PV N
Answer = 5

5. Clear the financial memory:
Calculation
Input Function
120 682 FV
5 N
-/+60 000 PV
 I/YR
Answer = 15%

6. Clear the financial memory:
 Set the payment per year as 12 (12, 2ndF, P/YR)
calculations
Input Function
14 2ndF, NOM%
 2ndF, EFF%
Answer = 14.93%

7. Clear the financial memory:
Calculation
Input Function
80 841 FV
15 I/YR
2 2ndF, xP/PR
 PV
Answer = R60 000

8. Clear the financial memory:
Calculation
Input Function
-/+30 000 PV
11 Y/YR
286,99 PMT
 N
Answer = 347.98 months. To convert to years, 
divide by 12 months
Therefore the correct answer is 29 years (347.98/12)

9. Clear the financial memory:
Calculation
Input Function
-/+0 CFi
20 000 CFi
25 000 CFi
330 000(30 000+300 000)  CFi
12 I/YR
 2ndF, NPV
Answer = R272 674

A newly married couple intends saving enough 
money over the next three years to be able to 
pay a 30% deposit on a flat currently costing 
R110 000. Property prices are expected to rise by 9% 
per year over the next three years. How much should 
the couple save at the end of every month at 14% 
nominal interest to achieve their goal?
[1]  R601.03
[2]  R652.71
[3]  R706.04
[4]  R729.47
[5]  R962.03

hP 10Bii ShArP El-738

Clear the financial 
memory (yellow, 
2ndF, C, ALL)

The payment period 
per year is 1(1, 2ndF, 
P/YR)

Step one

Calculation
input function

 –110 000 PV

 3 N

 9 I/YR

Clear the financial 
memory (CFi, 2ndF, 
CA)

The payment period per 
year is 1(1, 2ndF, P/Y, 1, 
ENT)

Step one

Calculation
input function

 –110 000 PV

 3 N

 9 I/YR
➟
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fv Answer = 
r142 453.90 30% 
of r142 453.90 is 
r42 735.90

Step two

Clear the financial 
memory (yellow 
2ndF C ALL)

The payment period 
per year is 12(12, 
2ndF, P/YR)

Calculation
input function

42 735.90 FV

3 2ndF, xP/YR

14 I/YR

 PMT

Answer = r962.03

fv Answer = 
r142 453.90 30% 
of r142 453.90 is 
r42 735.90

Step two

Clear the financial 
memory (CFi, 
2ndF CA)

The payment period per 
year is 12(2ndF, P/Y, 12 
ENT)

Calculation
input function

42 735.90 FV

3 N

14 I/YR

Comp PMT

Answer = r962.03

Calculate the amount you have to invest at 10% 
compound interest in order to produce R20 000 after 
three years. 
[1]  R601.03
[2]  R652.71
[3]  R706.04
[4]  R729.47
[5]  R962.03

hP 10Bii ShArP El-738

Clear the financial 
memory (yellow, 2ndF, 
C, ALL)

The payment period per 
year is 1(1, 2ndF, P/YR) 

Calculation
input function

20 000 FV

3 N

10 I/YR

 FV

Answer = r15 026.30

Clear the financial 
memory (CFi, 2ndF, 
CA)

The payment period per 
year is 1(1, 2ndF, P/Y, 
1, ENT)

Calculation
input function

-20 000 PV

10 I/YR

3 N

 Comp.FV

Answer = r15 026.30

An investor analyses an industrial property and finds 
that it will yield a net income of R100 000, R150 000 

and R200 000 over the next three years respectively. 
At the end of this period, the property can be sold 
for R500 000. If the investor requires at least 15% on 
their investment, what is the maximum amount that 
they should pay for the property? 
[1]  R500 000 
[2]  R575 000 
[3]  R660 639
[4]  R700 000 
[5]  R950 000

hP 10Bii ShArP El-738

Clear the financial 
memory (yellow, 2ndF, 
C, ALL) 
The payment period per 
year is 1(1, 2ndF, P/YR)

Calculation
input  function

-0

100 000  CFi

150 000  CFi

700 000  CFi

(200 000 + 500 000) 
CFi

15 I/YR

2ndF, NPV 

Answer = r660 639

Clear the financial 
memory (CFi, 2ndF, CA) 
The payment period 
Per year is 1(1, 
2ndF, P/Y, 1, ENT)

Calculation
input function

-0  ENT

100 000  ENT

150 000  ENT

700 000 

(200 000 + 500 000) 
ENT

2ndF, CASH, 15, ENT. 
NET_PV. Comp 

Answer = r660 639

1. You purchase a dwelling for R950 000 and 
finance the purchase by way of a R800 000 
mortgage bond. The mortgage bond interest 
rate is 15% per year and the bond period is 
20 years. You wish to calculate the following:  
The monthly mortgage bond instalment: 
[1] R9 900.74 
[2] R9 998.80 
[3] R10 158.20 
[4] R10 500.36 
[5] R10 534.32

2.  The new mortgage bond instalment if interest 
rates rise to 16% per year. 
[1] R10 345.80 
[2] R10 894.42 
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[3] R11 130.05 
[4] R11 637.04 
[5] R11 905.33

3.  The new mortgage bond instalment should you 
have to extend the mortgage bond period to 
30 years as a result of a cash flow problem. 
[1] R10 737.55 
[2] R10 758.06 
[3] R11 200.56 
[4] R11 588.22 
[5] R12 053.10

4.  The amount of capital amortised by the 150th 
instalment. 
[1] R420.44 
[2] R460.28 
[3] R493.23 
[4] R657.65 
[5] R2 500.00

5.  The amount of interest amortised by the 150th 
instalment. 
[1] R1 000.21 
[2] R3 000.50 
[3] R7 000.23 
[4] R9 575.31 
[5] R10 100.41

6.  The outstanding balance on your mortgage 
bond. 
[1] R756 873.08 
[2] R770 362.18 
[3] R772 029.11 
[4] R780 000.50 
[5] R782 994.27

1. Alternative [5] is correct.
 Calculation:  800 000, +-, PV
 Sharp EL-733   15 2ndF, ii
 20 2ndF, nn
 COMP
 PMT = R10 534.32

hP 10Bii ShArP El-738

Clear the financial 
memory (yellow, 2ndF, 
C, ALL)

The payment period 
per year is 12(12, 2ndF, 
P/YR).

Calculation
input  function 
+-R800 000  PV

15  I/YR

20  2ndF, xP/YR

PMT

Answer = r10 534.32 
nB: Store the above 
information. you will 
need it for question 3 
(→M)

Clear the financial 
memory (2ndF, CA)

The payment period 
per year is 12(2ndF, P/Y, 
12, ENT)

Calculation
input function 
-800 000  PV

15  I/Y

20  2ndF, xP/Y, N

 Comp. FV

 PMT

Answer = r10 534.32 
nB: Store the above 
information. you will 
need it for question 3 
(→M)

2. Alternative [3] is correct. Ca PMT = R11 130.05

hP 10Bii ShArP El-738

The new mortgage 
bond instalment if 
interest rates rise to 
16% per year

(Remember, the 
relevant information is 
in the memory)

Calculation
input function

16 I/YR

PMT

The new mortgage 
bond instalment if 
interest rates rise to 
16% per year

Store R10 534.32 
in the memory (press 
M+)

Calculation
input function

16 I/YR

 COMP

 PMT

3.  Alternative [2] is correct. Calculation: 30 2ndF, nn
 Sharp EL733 COMP PMT = R10 758.06

hP 10Bii ShArP El-738

Store the previous answer 
(R11 130.05) with the 
relevant calculations 
in the memory of the 
calculator (-M)

Store the previous 
answer (R11 130.05) in 
the memory (press M+)

➟
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Calculation Input 
Function 30 2ndF, xP/
YR PMT

Answer = r10 758.06

Calculation Input 
Function 30 2ndF, xP/Y, 
N COMP PMT

Answer = r10 758.06

4.  Alternative [4] is correct. Calculation: 150 AMRT
Sharp EL-733 = R657,65

hP 10Bii ShArP El-738

The amount of capital 
amortised by the 150th 
instalment.

Clear the financial 
memory (yellow, 2ndF, 
C, ALL)

Calculation Input 
Function +-800 000 
PV 16 I/YR 30 2ndF, xP/
YR PMT

Answer = R10 758.06

Input Function 150 
2ndF, AMORT 

Answer = R657.64 NB: 
Do not clear the above 
information. You need 
it for question 6

Clear the financial 
memory (CFi, 2ndF, CA) 
The payment period is 
12(2ndF, P/Y, 12, ENT)

Calculation Input 
Function –800 000 PV 
16 I/Y 30 2ndF, xP/Y, N 
COMP PMT

Answer = R10 758.06 
Press AMRT, 1, ENT., 1 
ENT Only press . –799 
908.62 [Balance] Only 
press. 91.38 [Principal] 
Only press. 10 666 
[Interest] Now press 
[. 150. ENT] twice Press. 
756 873.08 [Balance] 
Press. 657.64 [Principal] 
Press. 10 100.41 
[Interest]

nB: With the Sharp, 
you have to follow 
the above steps to 
calculate the answers 
to questions 5, 6 and 7 
simultaneously

5. Alternative [5] is correct. Calculation: AMRT = 
R10 100,41 Sharp EL733.

hP 10Bii ShArP El-738

The amount of capital 
amortised by the 150th 
instalment.

Just press the = sign, 
R10 100.41

Calculation Input 
Function 800 000 PV 
16 I/Y 30 2ndF, xP/Y, N 
COMP PMT

➟

(Remember you have 
stored the relevant 
information for this 
question since question 
5)

NB: Do not clear the 
above information. You 
need it for question 7.

Answer = R10 758,06 
Press AMRT, 1, ENT., 1 
ENT Only press. –799 
908.62 [Balance] Only 
press. 91.38 [Principal] 
Only press . 10 666 
[Interest] Now press 
[. 150. ENT] twice Press. 
756 873.08 [Balance] 
Press. 657.64 [Principal] 
Press. 10 100.41 
[Interest]

6. Alternative [1] is correct.
Calculation: AMRT = R756 873.08

hP 10Bii ShArP El-738

The outstanding 
balance on your 
mortgage bond.

Just press the = sign

Answer = 756 873.08 

Calculation Input 
Function 800 000 PV 
16 I/Y 30 2ndF, xP/Y, N 
COMP PMT

Answer = 10 758.06 
Press AMRT, 1, ENT., 1 
ENT Only press. –799 
908.62 [Balance] Only 
press. 91.38 [Principal] 
Only press. 10 666 
[Interest] Now press 
[. 150. ENT] twice Press 
. 756 873.08 [Balance] 
Press. 657.64 [Principal] 
Press. 10 100.41 
[Interest]

The hP10Bll+ financial calculator
Guidelines for the Time Value of Money (TVM) 
calculations:

To solve any of the following five values (the 
number of payments, the interest rate per year, the 
present value, the payment, the future value), enter 
four values and calculate the fifth.

To do a TVM calculation, you have to use the 
following keys:

KEyS dEScriPTion of AcTiviTy

  
C

CALL

Press before each calculation!

To clear the TVM memory 
(previous calculations) ➟
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PMT
P/YR To set payments per year

N The number of payments

I/YR The interest rate per year

PV The present value (borrowed or   
invested)

PMT The payment

FV The future value

cAlculATE ThE followinG:

You save R100 per month for a period of 40 
years and receive a return of 8% per year on the 
investment. Calculate the future value of your 
investment after 40 years.

Calculation:
using a financial calculator (hP10Bll+)
Clear the memory; sets payments per year
100; +/-; PMT (a R100 payment per month)
240; N (to change the 20 years to 240 months – 
20 years x 12 months)
8%; I/YR (8% ÷ 12 months – to get a monthly 
interest rate)
0; PV 
FV = R58 902,04 (the future value of your monthly 
investments after 20 years)

calculate the following:
You buy clothes for R1 000 on credit. You opened 
an account at 14% interest per year over a 
6-month period. Calculate your monthly payment. 
Calculation (HP10Bll + pocket calculator):

Calculation
Clear the memory; sets payments per year
1 000; +/-; PV (the R1000 borrowed)
6; N (6 months to repay the loan)
14%; I/YR (14% ÷ 12 months to get the monthly 
interest rate)
0; FV (showing that the account has been settled at 
the end of 6 months)
PMT = R173,54 (showing monthly instalments to 
settle the debt)

calculate the following:
You buy a hi-fi for R15 000 on credit at a rate of 14% 
per year over a 2 year repayment period. Calculate 
your monthly instalment. Calculation (HP10Bll+ 
pocket calculator): 

Calculation
Clear the memory; sets payments per year.
15 000; +/- ; PV (the R15 000 paid for the hi-fi)
24; N (24 months to repay the loan – 2 years × 12 
months)
14%; I/YR (to calculate the monthly interest rate – 
14% ÷ 12 months)
0; FV (showing that the account has been settled at 
the end of 24 months)
PMT = R720,19 (monthly instalments to be paid for 
24 months)

calculate the following:
You buy a car for R120 000 at an interest rate of 12% 
over a 72-month period. Calculate your monthly 
instalment. Also calculate your instalment if you 
choose a 36-month repayment period.

Calculation: 72 months (clear the memory; sets 
payments per year)
120 000; +/-; PV (the present value of the car)
72; N (the number of months for the repayment)
12%; I/YR (the interest rate per month)
0; FV (showing that the car has been paid off at the 
end of 72 months)
PMT = R 2 346,02 (the monthly instalment to settle 
the account)

Calculation: 36 months (clear the memory; sets 
payments per year)
120 000; +/-; PV (the present value of the car)
36; N (the number of months for the repayment)
12%; I/YR (the interest rate per month)
0; FV (showing that the car has been paid off at the 
end of 36 months)
PMT = R 3 985,72 (the monthly instalment to settle 
the account)

calculate the following:
You purchase an apartment for R650  000 and 
finance the purchase with a R600  000 mortgage 
bond (R50 000 is paid in cash). The interest rate is 
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11% per year and the repayment period is 20 years. 
Calculate the monthly instalment.

Calculation: (clear the memory; sets payments per 
year) 
600 000 ; +/-; PV (the loan amount: R650 000 – 
R50 000 cash)
240; N (240 months to repay the loan – 20 years × 
12 months)
11%; I/YR (the monthly interest rate – 11% ÷  
12 months)
0; FV (the loan will be repaid after 240 months)
PMT = R6 193,13 (the monthly instalment to repay 
the loan) 

Calculate the new instalment if interest rates rise to 
12% per year. 

Calculation: (clear the memory; sets payments per 
year) 
600 000 ; +/-; PV (the loan amount: R650 000 – 
R50 000 cash)
240; N (240 months to repay the loan – 20 years × 
12 months)
12%; I/YR (the monthly interest rate – 12% ÷ 12 
months)
0; FV (the loan will be repaid after 240 months)
PMT = R6 606,52 (the monthly instalment to repay 
the loan)

More calculations:
1.   You receive R5 000 per year from a trust for the 

next 10 years. Calculate the present value of your 
income if money is worth 8% per year.

 [1] R  20 000.00
 [2] R  33 550.41
 [3] R  56 000.80   
 [4] R120 300.50
 [5] R140 010.00

Clear the financial memory (orange 2ndF, C C-ALL)
The payment period per year is 1(1, orange 2ndF, P/
YR)

Calculation
Input Function
5 000 PMT
10 N
8 I/YR
  PV
Answer = R 33 550.41

2. Calculate the amount you have to invest at 10% 
compound interest to produce R20 000 after 
three years.
 [1] R12 567.30
 [2] R15 026.30
 [3] R16 250.00
 [4] R16 500.50
 [5] R16 700.23

Clear the financial memory (orange 2ndF, C C-ALL)
The payment period per year is 1(1, orange 2ndF, P/
YR)

Calculation
Input Function
20 000 FV
3 N
10 I/YR
   PV
Answer = R15 026.30

3.   Mr Mofokeng has been granted a mortgage loan 
of R700 000. Money is worth 10% per annum, 
compounded monthly at the end of each month. 
Mr Mofokeng’s monthly instalment is R6 500. 
Calculate the period of the loan (approximated).
 [1] 20 years   
 [2] 22 years
 [3] 23 years
 [4] 29 years
 [5] 30 years

Clear the financial memory (orange 2ndF, C C-ALL)
The payment period per year is 12 (12, orange 2ndF, 
P/YR)

Calculation
Input Function
700 000 PV
10 I/YR
6 500 PMT
  N
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Answer = 274.41 months. To convert to years, 
divide by 12 months.
Answer = 23 years (22.87 years approximated)

4. An investor analyses a retail property and finds 
that it will yield a net income of R1 000 000, 
R2 000 000 and R2 500 000 over the next three 
years respectively. At the end of this period, 
the property can be sold for R8 000 000. If the 
investor requires at least 10% on his/her invest-
ment, what is the maximum amount that he/she 
should pay for the property?
 [1] R10 450 790
 [2] R15 750 000
 [3] R16 606 390
 [4] R17 000 000
 [5] R19 500 000

Clear the financial memory (orange 2ndF, C C-ALL)
The payment period per year is 1(1, orange 2ndF, P/
YR)

Calculation
Input  Function
10 I/YR
1 000 000 CF j
2 000 000 CF j
10 500 000 (2 500 000   CF j
+ 8 000 000) orange 2ndF, PRC-NPV
Answer = R10 450 790

5. You purchase a dwelling for R950 000 and 
finance the purchase by way of a R800 000 mort-
gage bond. The mortgage bond interest rate is 
15% per year and the bond period is 20 years. 
You wish to calculate the following:

 The monthly mortgage bond instalment
[1] R9 900.74
[2] R9 998.80
[3] R10 158.20
[4] R10 500.36
[5] R10 534.32

Clear the financial memory (orange 2ndF, C C-ALL)
The payment period per year is 12 (12, orange 2ndF, 
P/YR)

Calculation
Input Function
+/-R800 000 PV
15 I/YR
20 orange 2ndF, xP/YR
 PMT
Answer = R10 534.32

6. The new mortgage bond instalment if interest 
rates rise to 16% per year. 
[1] R10 345.80
[2] R10 894.42
[3] R11 130.05
[4] R11 637.04
[5] R11 905.33

The new mortgage bond instalment if interest rates 
rise to 16% per year
(Remember, the relevant information is in the memory)

Calculation
Input  Function 
16  I/YR
    PMT
Answer = R11 130.05

7. The new mortgage bond instalment should you 
have to extend the mortgage bond period to 
30 years as a result of a cash flow problem. 
[1] R10 737.55
[2] R10 758.06
[3] R11 200.56
[4] R11 588.22
[5] R12 053.10

Calculation
Input  Function 
30 orange 2ndF, xP/YR
    PMT
Answer = R10 758.06
8. The amount of capital amortised by the 150th 

instalment.
[1] R420.55
[2] R460.28
[3] R493.23
[4] R657.65
[5] R2 500.00

The amount of capital amortised by the 150th instalment.
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Calculation
Input  Function
150 INPUT
 orange 2ndF, AMORT =
Answer = R657.64
NB: Do not clear the above information. You need 
it for Question 15.

9. The amount of interest amortised by the 150th 
instalment.
[1] R  1 000.21
[2] R  3 000.50
[3] R  7 000.23
[4] R  9 575.31
[5] R10 100.41

The amount of interest amortised by the 150th 
instalment.

Calculation
Just press the = sign 
Answer = R10 100.39

10. A newly married couple intends saving enough 
money over the next three years to be able to       
pay a 30% deposit on a house which now costs 
R110 000.  Property prices are expected to rise 
by 9% per year over the next three years. How 
much should the couple save at the end of every 
month at 14% nominal interest to achieve their 
goal?
[1]  R601.03
[2]  R652.71
[3]  R706.04
[4]  R729.47
[5]  R962.03

Clear the financial memory (yellow, 2ndF, C, ALL)
The payment period per year is 1(1, 2ndF, P/YR)

Step one: 
Calculation
Input Function
–110 000 PV
3 N
9 I/YR
  FV
Answer = R142 453.90 (30% of R142 453.90 is 
R42 735.90)

Step two:
Clear the financial memory (yellow, 2ndF, C, ALL)
The payment period per year is 12(12, 2ndF, P/YR)

Calculation
Input Function
42 735.90 FV
3 2ndF, xP/YR
14 I/YR
  PMT
Answer = R962.03

3.5 SuMMAry
Everybody should be able to make these personal 
financial calculations. It is important when you wish 
to borrow money and to compare different loan rates 
(interest rates). The more often interest is calculated 
per annum, the more interest is paid and the higher 
the loan rate. Similarly, more interest is earned on an 
investment when the interest is calculated (earned) 
more than once a year than when it is calculated 
only once a year. The time value of money has 
far-reaching implications for personal financial 
planning and calculations.

You can think particularly about the influence 
of compound interest on investments for retire-
ment. Of course, the time value of money will be the 
enemy of those who have not begun investing for 
their retirement at an early age.

3.6 SElf-ASSESSMEnT
Discuss the influence of the time value of money on 
your personal financial planning.
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After studying this chapter, you will be able to:
•	 Apply debt self-management
•	 Explain the importance of credit planning
•	 Assess banking services
•	 Identify the problems that arise from making 

use of excessive credit
•	 Explain the functioning of credit instruments
•	 Examine a credit agreement more critically

•	 Explain the application for credit
•	 Explain financial inclusion
•	 Identify steps to handle a debt crisis 
•	 Explain the functioning of the National Credit Act
•	 Ensure that your name never appears on a 

credit information bureau’s blacklist.

lEArninG ouTcoMES

My friend Joseph was 55 years old when his auditor 
recommended that he should be voluntarily 
sequestrated. This was not the first time, and 
probably not the last time either. He never changed 
his behaviour and attitude towards debt. Now it 
had caught up with him, as had his family problems. 

Joseph’s credit report, which his wife had obtained 
from both of the biggest credit bureau (Experian 
and TransUnion), indicated that their credit score 
was ‘poor’. In addition, this prevented further debt/
financing and limited his ability to rent a home and 
obtain a job.

How and whether he would be able to start from 
scratch again, only time would tell. Yet, he had 
earned a good salary throughout his working life. 
Work was very scarce now, and interest rates were 
rising rapidly.

What do you think he should do with a view to 
their financial survival and future?

cASE STudy

4.1 inTroducTion
Everyone makes use of credit at some stage in their 
lives. Without credit it can be difficult to address 
all your needs. Today, however, many people desire 
far more than their basic needs. They acquire more 
credit than they are able to handle, which often 
results in huge financial problems with far-reaching 
financial consequences.

A personal budget should make provision for the 
repayment of credit. This will ensure that you know 
when you can afford to make further purchases and 
how much you can afford. Clearly, people should 

plan before they incur debt or use credit facilities. 
In other words, it is vitally important to maintain 
a planning programme before making use of credit 
facilities.

The consequences of utilising credit are profound, 
and everybody should be fully aware of how credit 
affects a household. In the discussion that follows, 
we will briefly examine credit planning and credit 
instruments. These instruments are used to address 
certain needs. It is crucial to understand how a credit 
agreement works, as well as how important good 
credit references are over the long term. Effective 
credit planning can prevent the unpleasantness of 
having your name appear on the credit information 
bureau’s blacklist.

Most countries have large amounts of debt that 
they cannot repay, unless their repayments take 
place over centuries. This culture of debt has been 
passed on to us, as we finance our entire existence 
with debt. We, too, find it impossible to escape from 
this debt spiral; we get deeper into debt to finance 
the payment of existing debt. We then become ‘debt 
slaves’ without the financial freedom to live quality 
lives. In fact, we have so much debt that we can 
sustain great emotional and psychological damage. 
Still, each person has the power to decide whether 
they want to keep on struggling as a ‘debt slave’ 
forever, or to escape from the ‘debt jail’ once and for 
all.

Debt must be properly planned and managed. 
To escape from debt and stay out of debt requires 
purposeful debt self-defence. We are solely respon-
sible for this aspect of our lives, which can have a 
profound positive or negative influence on our 
quality of life and financial freedom.
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Africanisation

Africa
Klapper and Singer (2015) researched financial 
inclusiveness among adults in Africa. They used data 
from the Global Financial Inclusion (Global Findex).

The study’s findings include: 
•	 23% of adults living in Africa report having 

an account at a formal financial institution, 
compared with 41% of adults in developing 
countries generally. 

•	 Almost 500 million adults in Africa remain 
outside the formal financial system. Account 
ownership ranges from 11% of adults in Central 
Africa to 51% of adults in Southern Africa. 

•	 Men are more likely to have a formal account 
than women, although the gender gap in Africa is 
relatively small compared with that in other regions.

•	 Wealth and education are associated with having 
a formal account. Adults in the richest household 
income quintile are on average almost four times 
as likely to have a formal account than those in 
the poorest quintile.

•	 Reasons for adults not having a formal account 
include: 82% said they don’t have enough 
money; more than 25% said travel costs and 
document demands are inhibitors. 

•	 Employed people are more likely to have an 
account than those who are self-employed.

•	 Across Africa, 15% of adults overall and 63% of 
account holders have a debit card.

•	 There are more than 50 ATMs per 100 000 
individuals in Southern Africa; about 11 per 
100 000 individuals in North Africa; and fewer 
than 5 per 100 000 individuals in all other 
African sub-regions.

•	 35% of account holders In Africa, use their 
account to receive remittances, compared to 
14% worldwide.

•	 More than half of the adults in Africa who reported 
having used mobile money in the past 12 months 
said they do not have a formal account. 

•	 An estimated 43% of Kenyan adults who report 
having used mobile money — and 92% of adults 
in Sudan — report not having a formal account.

•	 About 36% of all adults surveyed have saved or 
set aside money in the past 12 months, on a par 
with the global average of 36% and compared 
with only 31% in other developing countries. 
Some 44% reported having borrowed money, 
above the average of 34% worldwide. ’

According to Klapper and Singer (2015:12): 
‘Unbanked adults in Africa cite the lack of money to 
use an account, high costs of opening an account, 
distance and documentation requirements as some 
of the reasons behind not having formal accounts’. 
Klapper and Singer conclude. ‘But removing physical, 
bureaucratic and financial barriers to expand 
financial inclusion is challenging since this also 
requires addressing the underlying structural causes 
such as the structure of the financial sector and 
available financial products but also low income 
levels’ (2015:31).

South Africa
According to Dickens (2015:1), 45% of South Africa’s 
24 million credit active consumers ‘have impaired 
credit records’. The credit records of these over-
indebted consumers improved because of the credit 
amnesty they received. Unfortunately the amnesty 
allowed credit consumers to obtain more/new debt, 
leaving consumers with the same credit profiles as 
before.
Financial literacy and financial intelligence education 
(personal financial management) determine your 
financial future. 
Kayle (2015:5) emphasises the fact that these areas 
of education do not automatically increase with age 
(becoming 30, 40 or 60). Without education, ‘you 
have the same level of money management skill 
and this is what‘s causing the problem’. According to 
Kayle (2015:6) ‘ … in South Africa the average debt/
income ratio is 76%, so if an employee is earning 
R10 000, R7 500 of their R10 000 is going towards 
having to pay off creditors’.

Stokvels in South Africa
According to Swart (2008:53) more than 8 million people 
in South Africa belong to some kind of stokvel.  

➟
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Only 20% of these members live in the rural areas. 
More than 40% of such people can still be called the 
‘unbanked’ — they do not use the services (or stokvel 
services) offered by any of the banks. More than 3 
million stokvel members are still ‘unbanked. ’

The major banks offer different type of stokvel 
accounts in South Africa. An example and the main 
features/advantages of such an account are as 
follows (Swart 2011:53):

•	 A stokvel account can help you to manage your 
savings, by providing you with an up-to-date 
statement

•	 You get market-related interest rates
•	 There is no limit to the number of club members
•	 You can make unlimited withdrawals 
•	 The account need not be closed when all the 

funds have been withdrawn

•	 A full withdrawal can be processed once a year 
•	 You need an opening balance of R100, at least 

two signatories having a South African identity 
book and a written constitution for your group, 
setting out the rules of your savings club

•	 At any other time, there must be a minimum of 
R50 in the account

•	 You have immediate access to the funds
•	 No transaction charges or account maintenance 

fees are applicable
•	 No debit or stop orders are allowed
•	 To ensure that your money remains safe, you 

need to nominate at least two signatories on your 
account – both have to sign for every transaction 

•	 You can make deposits electronically into your 
group’s savings account

•	 Roy receive the highest interest rates for the 
highest balances

•	 You get free accidental death cover for ten 
nominated members.

Unless debt is planned and managed well, it is 
nobody’s friend, certainly not in the long term. Most 
people who find themselves in a debt crisis, not to 
mention debt administration or sequestration, have 
done one of the following:
•	 Continued to accumulate debt without realising 

the long-term effects
•	 Ignored the use of a personal or household budget
•	 Begun to live tomorrow’s dreams today
•	 Stood surety for the debt of someone else, or a 

business
•	 Lost their job
•	 Married or divorced
•	 Continued with an undisciplined lifestyle where 

more was spent than was received.

4.1.1 conceptual framework
Credit: The word ‘credit’ is derived from the Latin 
credere, which means to charge someone with 
something or entrust someone with something. 
Today, credit is described as ‘the ability to obtain 
goods and services immediately at a promised future 
cash repayment’. The buyer therefore offers a portion 
of their creditworthiness to the seller. The seller, on 
the other hand, accepts this credit offered by the 
buyer. In other words, the buyer makes use of the 
credit provided by the seller (Lovemore 1991:1).

Debtors: Debtors buy goods and/or services and 
promise to pay for them in future in terms of a 
mutual agreement of some kind.

Creditors: Creditors allow buyers to buy goods 
and/or services on credit from them (in terms of 
some kind of agreement) and to pay for the goods or 
services in the future.

4.1.2 The functions of credit
Credit has three specific functions, which all 
take effect at a separate level in the community 
(Lovemore 1991:11):
•	 The economic function (at macro-level trade and 

industry)
•	 The social function (at consumer level)
•	 At management level (at micro-enterprise level).

For the purposes of personal financial management, 
the social function of credit is important. Individual 
consumers can make use of credit and obtain the 
immediate benefits of purchased goods and/or 
services while paying for them in the future. This 
means that a consumer does not have to save the 
required amount in cash before making a purchase. 
Credit enables consumers to improve their standard 
of living immediately.
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4.1.3 The importance of credit
The importance of credit cannot be over-emphasised. 
A prerequisite for effective credit management is an 
understanding of how credit works, an awareness of 
certain factors associated with credit and a sound 
knowledge of your own personal financial position. 
Only then is it possible to plan the utilisation of 
credit according to the objectives you have set for 
yourself.

If you do not make use of credit, it means that 
you have to pay cash for all your purchases. In other 
words, you would first have to save enough money 
before entering into any transaction. Since the prices 
of goods and services are continuously rising, what-
ever purchases you have in mind would have to 
be deferred indefinitely. Most people’s standard of 
living would drastically decline and it could even 
result in a return to the old bartering system.

4.1.4 why people incur debt
There are countless reasons why people buy goods 
and/or services on credit at some stage of their lives. 
You should ask yourself why you are spending money 
you do not have. Buying on credit means that you 
are prepared to pay more (interest) for goods and/
or services than they actually cost (the cash price). 
Different people have different motivations for 
buying on credit. Whittaker et al (1990:83) lists the 
good as well as the wrong reasons for incurring debt.

Good reasons
•	 A good bargain may be available today, which 

would most likely cost double the price at a later 
stage.

•	 The cost of an article may be rising so rapidly that 
it would be impossible to save for it.

•	 An old motor car may require repairs every 
second month and it would be more economical 
to replace it.

•	 To finance an income-generating asset (eg fixed 
property).

The wrong reasons
•	 Being taken in by a clever salesperson.
•	 Credit encourages the buying of unnecessary 

gifts for friends and colleagues.
•	 Credit allows people to have large and expensive 

birthday parties.

•	 Credit encourages the purchase of expensive 
clothing to keep up with fashions.

•	 It is easy to purchase items, such as a new car, 
because a colleague has done so (they may have 
received a promotion and can afford it, while you 
cannot).

•	 Your neighbour’s child is given a car to drive to 
university and you feel pressurised into buying 
one for your child too.

•	 To feel good about your material surroundings.
•	 To create the impression of being rich.
•	 Thinking that life is about material possessions.
•	 A financial power display to impress others.
•	 You feel you ‘owe’ it to yourself (especially when 

you feel emotionally weak or unstable).
•	 You want it all now (and are not prepared to 

wait until you can afford it, both financially and 
emotionally).

•	 Everybody else seems to use debt and to finance 
their lifestyles with debt.

•	 To invest in ‘get-rich-quick schemes’ or over- 
optimistic projects or businesses (the problem 
here is that you keep on throwing good money 
after bad money).

•	 To live the life other people (colleagues, friends, 
admirers) expect of you.

•	 To lift your spirit when you suffer from low self-
esteem.

•	 To use up all your credit facilities because you 
are creditworthy (this will erode your financial 
freedom).

•	 To impress your spouse or spouse-to-be.
•	 To feel successful and to portray a picture of 

success in life.
•	 To see debt as the only way to accumulate posses-

sions.

Whittaker et al. (1990:84) point out that the right 
reasons are based on logical decisions, such as 
buying on credit in order to save, whereas the wrong 
reasons are based on emotional decisions. Emotional 
buying decisions are very often made in the absence 
of personal or household budgets. People who do 
not have a budget are more inclined to buy on credit 
without being aware of what they are letting them-
selves in for. The result is that when unexpected 
expenses or events crop up, there is no money to pay 
for them. The end result is a decline in standard of 
living.
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4.1.5 responsible conduct
Many people do not know how to use credit or when 
they should refrain from incurring any further debt. 
It is necessary to have a responsible attitude towards 
using credit facilities. Irresponsibility may well result 
in having to face the awful consequences of a sale in 
execution (liquidation).

Responsible people always endeavour to prepare 
themselves for unforeseen circumstances and events. 
This applies to financial matters as well. Everybody 
should live within their means, in order to protect 
their possessions. A person who makes excessive 
use of credit is living beyond their means and is in 
danger of losing all their possessions.

These days, the public is exposed to a great deal 
of clever advertising in the media, which encour-
ages them to buy on easy terms. For those who are 
already struggling to meet their current financial 
obligations, ‘easy terms’ are misleading. They should 
avoid incurring any further debts.

All the members of a household should be aware 
of their responsibility in this respect, including the 
children. It is essential to make the whole family 
aware of the family’s current financial situation and 
to elicit their co-operation in avoiding unnecessary 
credit.

Minister Pravin Gordhan’s annual budget for South 
Africa in February 2016 had to be carefully drawn 
up to help prevent the country’s credit rating 
from being reduced to junk status. Is this not very 
similar to what happens to individuals who do not 
know how to budget and how to spend money? 
Millions of people know only what their income 
is—and that is where their knowledge stops with 
respect to spending and plans to reduce and/or 
stop debt.

4.1.6 inexpensive credit
Credit is seldom, if ever, inexpensive. Usually the 
price of credit (interest) is high. Some employees 
receive a large enough allowance from their 
employers to make the purchase of a motor car less 
onerous. Bank managers, for example, receive home 
loans from their banks at such a low interest rate 
that you could call it inexpensive credit. Allowances 

and subsidies do make credit less expensive under 
certain circumstances.

Individuals pay hundreds of thousands or even 
millions of rand in interest on debt during their life-
time. When interest rates rise or are at a high level, 
these interest payment amounts become even larger. 
Let us use a simple illustration to show someone’s 
annual interest payments.

An amount of R71 800 is therefore being paid 
annually in respect of interest on debt. It should 
be quite clear that debt is not cheap, and could put 
you in the ‘debt jail’ for a long period of time. For a 
20-year period, the interest alone amounts to more 
than a million rand.

4.1.7 The cost of credit
The price paid for credit is called interest. It is 
important to know the difference between nominal 
and effective interest rates attached to an agreement. 
This aspect has been explained earlier.

The longer the term of a credit agreement, the 
lower the interest rate levied. A housing loan is a 
good example. Credit over a longer term, however, 
results in higher total interest than over a shorter 
term. When a motor vehicle is paid for in instalments 
or in terms of a leasing agreement, the interest rate 
is considerably higher (for example, 24%). A shorter 
term, not exceeding five years, means that the total 
interest paid is much less than over a longer term.

The costs of credit are called transaction 
financing costs. Loan rates vary according to the risk 
the applicant (potential buyer) holds for the creditor. 
People who hold a lower risk can borrow money at 
a lower rate than those who hold a higher financial 
risk. Potential buyers (applicants for credit) should 
compare effective interest rates (actual interest rates) 
before they decide to buy on credit.

However, interest is not always the only cost 
item in a credit transaction. The applicant is often 
required to take out life as well as disability insur-
ance. Creditors usually receive a commission for an 
insurance policy sold to a customer. The premiums 
for such a policy are frequently unnecessarily high. 
Potential buyers should be wary of purchase schemes 
that demand that a certain policy be taken out with a 
specific insurance company.
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TyPE of dEBT dEBT AMounT (r) AnnuAl inTErEST 
rATE

AnnuAl inTErEST

Bond on house R200 000 17% R34 000

Car financing R100 000 24% R24 000

Bank overdraft R50 000 18% R9 000

Credit card R20 000 24% R4 800

TOTAL R370 000         – R71 800

coSTS of dEBT ExAMPlE 1

4.1.8 linking the credit term to the term 
 of need
You should match the term for which you borrow 
money with the term for which you are going to use 
the money. It is not advisable to take out a housing 
bond in order to buy a new lounge suite, since the 
interest would have to be paid over a fairly long 
period (for example 20 to 30 years), which would 
make the lounge suite very expensive.

It is also not advisable to use a bank overdraft 
to buy a home. A bank loan may be called up after 
one year, and the total loan amount would become 
payable. A short-term loan should therefore not be 
taken in order to meet a long-term need.

4.1.9 need versus desire
It would be very pleasant if we could all buy 
whatever our hearts desired. However, a lack of 
the necessary funds and/or creditworthiness makes 
this impossible. Good marketing often results in 
people feeling frustrated because they are unable to 
buy goods and/or services they see advertised. This 
frustration motivates and encourages people to buy 
things whether or not they can afford them.

People should buy only those things they are 
capable of paying off. It is unwise to incur a large 
amount of debt and then to lie awake worrying 
about how you are going to pay it off. Debt can also 
lead to many financial and psychological problems, 
particularly if you are forced to sell all your posses-
sions in order to repay your debt. You should not try 
to fly higher than your wings allow.

It is important to make a distinction between 
needs and desires. A need refers to that which a 

person really needs, whereas a desire refers to those 
things a person would like to own, chiefly because of 
their beauty or status value.

People should learn to withstand the temptation 
to acquire things they cannot afford. Competition 
with others for material welfare or status should 
be avoided. People who appear wealthy are often 
battling to pay off large amounts of debt. Do not be 
tempted to get into debt because you have confused 
apparent wealth (as a result of large debts) with the 
real thing.

4.1.10 credit and savings
The more debt you incur, the less money you can 
save because you have to use most of your financial 
resources to repay the debt. If you were to save more, 
you would have more money to make cash purchases 
or to pay off your debts. People who save their 
money do not need to buy on credit. A household 
budget allows for a comparison of amounts available 
for savings and for repaying debts. It is essential to 
budget for both.

4.1.11 credit and the household budget
If a household does not have a budget, the household 
may not understand why it is so difficult to pay off 
their debts. It is important to know not only how 
much money is coming in, but also how much 
money is going out. The household’s income, as well 
as its expenditure, must be included in the budget. A 
budget enforces discipline and helps people to settle 
their debts. It also prevents them from incurring 
further debts, since a budget indicates when it is not 
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possible or advisable to incur further debt and pay it 
off in instalments.

4.1.12 Advantages of credit
•	 Credit enables the buyer to maintain a higher 

standard of living.
•	 Goods and/or services may be bought at a lower 

price than in two or three years’ time because of 
inflation.

•	 A person may purchase goods and/or services 
that they would normally not be able to afford, or 
would only be able to purchase years later.

•	 Debt may enable a person to earn a higher 
rate of return (for example, 15%) on borrowed 
money than the cost of the borrowed money (for 
example, 12%).

•	 Credit allows people to buy goods on sale at a 
large discount (for example, half price).

•	 A credit facility protects people against unfore-
seen events, such as a motor car accident.

4.1.13 disadvantages of credit
•	 Credit encourages people to buy things they 

cannot afford.
•	 Interest must be paid on the borrowed money.
•	 Should you lose your job and, consequently, your 

income, you would not be able to pay off the debt.
•	 Excessive credit often results in liquidation.
•	 Credit leads to impulsive buying.
•	 Security is necessary to obtain credit.
•	 Credit is usually accompanied by additional 

costs, such as life and disability insurance.
•	 People do not always accept the responsibility 

attached to obtaining credit.
•	 It is invariably more expensive to buy on credit 

than to pay cash.
•	 Debt erodes a person’s security.
•	 People often buy things they do not really need.
•	 Even investments (insurance or shares) are often 

bought with borrowed money.
•	 Debt can put people in the ‘debt jail’ and keep 

them there for the rest of their lives.

4.2 APPlicATion for crEdiT

When someone applies for credit, the creditor 
assesses the following aspects concerning the 
applicant before extending the credit (Swart 
1992:27):

•	 Gross annual income
•	 Marital status
•	 Number of dependants
•	 Life and endowment insurance policies
•	 Period at present address
•	 Career
•	 References
•	 Ownership of a bank account
•	 Existing or new client
•	 Ownership of fixed property
•	 Possession of a home telephone
•	 Age of applicant
•	 Term of contract
•	 Applicant’s credit record
•	 Employer
•	 Period employed by present employer
•	 Total annual expenses
•	 Total amount of bonds and other debt.

These aspects of the credit applicant are called credit 
standards. Once the applicant has been assessed on 
the basis of these standards, the institution providing 
the credit determines how much credit can be 
allowed. This information concerning the applicant 
is kept for long periods.

Credit institutions are concerned about an 
applicant’s stability as far as credit standards are 
concerned. People with unstable lifestyles (for 
example, frequent changes of address and accounts 
paid only every second or third month) will experi-
ence difficulty in obtaining credit, and their credit 
lines are usually lower than would normally be the 
case.

It has been found that applicants who have paid 
their debts regularly in the past will continue to 
do so in the future. People who do not pay their 
debts regularly seldom change their repayment be- 
haviour. Creditors obviously do not like going to the 
trouble of collecting their money (by sending letters 
of demand or making personal visits). Think how 
you would feel if you had given someone a loan and 
then had to incur costs in order to get your money 
back.

Creditors today normally contact the credit 
information bureau to find out about applicants’ 
creditworthiness. People with an honest lifestyle 
have nothing to fear from this practice.
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4.2.1 credit policy
A seller’s credit policy consists of guidelines that 
determine whether credit should be granted to an 
applicant. Normally, a credit policy consists of the 
following:
•	 The stipulation of conditions for extending credit
•	 Deciding on an acceptable degree of risk (which 

the applicant may hold)
•	 The gathering of information about the credit 

applicant in order to establish whether they meet 
the institution’s credit standards

•	 An analysis of the client’s creditworthiness (their 
ability to incur debt and to pay it off) 

•	 The acceptance or refusal of the credit applica-
tion.

The following aspects regarding the gathering 
of credit information should be stressed (Unisa 
2001:141):
•	 Establishing an applicant’s legal capacity to enter 

a credit transaction
•	 Assessing the ability to repay the credit
•	 Checking the attitude of the person towards 

credit, and towards the payment of creditors in 
the past, by obtaining different references

•	 Checking the person’s stability with regard to 
residence (area), employment, contactability and 
income in relation to number of dependants.

It is important that the information below is supplied 
in the application form (Unisa 2001:142):

Biographical information
•	 Full names
•	 Date of birth and age
•	 Title
•	 Identity number
•	 Marital status
•	 Number of dependants
•	 Language preference
•	 Type of occupation.

demographic information
•	 Residential address
•	 Postal address
•	 Telephone numbers
•	 Employment address
•	 Home ownership and type of home.

income and ability to pay
•	 Gross income
•	 Spouse’s income
•	 Other sources of income
•	 Accounts
•	 Other liabilities.

Stability factors
•	 Period of residence
•	 Telephone at home
•	 Home ownership
•	 Political stability in area of residence
•	 Period of employment
•	 Industry employed in
•	 Position or status of employment
•	 How well qualified for position held
•	 Political stability in area of employment.

contactability factors
•	 Contactability by mail, fax or email
•	 Whether a legal process can be served on the 

debtor either at home or at work.

When someone has supplied the required informa-
tion in the application form, the supplier of the credit 
will evaluate it. Points are awarded according to the 
information, and the amount of credit the person 
may be granted is determined on those grounds.

The seven Cs of credit
A person or institution is generally granted credit 
after the seven Cs have been thoroughly investigated, 
namely:
•	 Character of the applicant (honest)
•	 Collateral offered as security
•	 Capacity (being able to pay/repay)
•	 Capital (the assets of the person)
•	 Conditions in the market and country
•	 Credit history (payment obligations)
•	 Common sense.

4.2.2 credit conditions
An institution’s credit conditions specify the repayment 
conditions that are required of all credit clients. The 
amount of the instalments and the term of repayment 
are included in these conditions. These aspects of 
obtaining and granting credit are important when you 
apply for credit and when you need to evaluate a 
credit application (as employee or employer).
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4.3 hAndlinG A dEBT criSiS
Many people run into trouble paying their monthly 
expenses at some stage. In the absence of a domestic 
budget, such problems may be encountered 
frequently. Even those who keep to a budget and 
exercise self-discipline may experience the following 
problems:
•	 A vehicle breaking down
•	 A vehicle that has to be replaced
•	 Arrear tax that has to be paid 
•	 Unexpected surgery accompanied by high 

medical costs.

Careful personal financial planning, with provi-
sion for such unexpected events in a budget, will 
help prevent a shortage of funds. A crisis, however, 
is altogether another matter. It indicates long-term 
problems that urgently demand attention, after 
which action plans should be implemented meticu-
lously.

A crisis often arises as a result of excessive debt. 
This occurs because a person has exhausted their 
creditworthiness and is simply no longer capable 
of fulfilling their financial obligations. For example, 
they may be unable to repay an overdrawn credit 
card or shop account or to repay a loan from a 
friend. The debts and the interest are just too much 
to cope with.

It is important that people (or a household) who 
run into financial trouble should understand that 
undisciplined buying habits and mismanagement 
of money have caused their predicament. They 
have adopted a lifestyle that could bring about their 
financial downfall, unless they can find a solution 
to the crisis. In the event of the breadwinner losing 
their job and remaining unemployed, it would be 
virtually impossible to recover. Liquidation could be 
the result.

Firstly, the household should decide to change its 
lifestyle once and for all and never to revert to over-
spending. Unless they make this decision, they will 
suffer another financial crisis.

Communication with creditors is a second point 
of importance. The creditors should be approached 
and the situation explained to them. There may be 
another way of paying off the debt. Perhaps the cred-
itor will accept a vehicle or will allow the debtor to 
do a job for them in repayment of the debt.

It may be possible to get a loan from the bank to 
cover all the debt. A new arrangement may then be 
made with the bank manager for repaying the loan 
over a longer term. This new agreement should be 
strictly adhered to, or the household may lose every- 
thing they own.

Finally, you may be declared insolvent. This 
would mean converting all your assets into cash (if 
possible) to pay your debtors. Thereafter, you will be 
known as an unrehabilitated insolvent for a specific 
period. You will not be allowed to enter into any 
business transactions within this period, with the 
exception of daily transactions with money earned 
in the form of a salary. You would be able to buy 
bread and clothing, for example.

Your name will inevitably appear on the credit 
information bureau’s blacklist, which will deny you 
any further credit. After a certain period (stipulated 
by the court) you will become a rehabilitated insol-
vent, after which you may conclude transactions 
again in your own name. The problem would resur-
face if you required credit in the future.

In a financial crisis situation it is essential to draw 
up a new budget. In this way, you will know when 
you are spending too much. You must decide to 
eliminate all unnecessary spending and simply keep 
to basic everyday needs. A household finding itself 
in financial trouble may have to consider some of 
the following measures (Truter 2014:28).

The different steps you can follow are the same 
you would try to:
•	 Get out of a debt crisis (although less serious and 

drastic)
•	 Get your budget to balance
•	 Get your cash flow back on track.

Remember, the whole family must work together 
voluntarily, otherwise your plans will fail. Motivate 
your children to adhere to your budget or financial 
plan for the family. Point out the long-term benefits 
for them and for the family. The entire effort should 
change the following:
•	 Your attitude towards money (we want to appear 

rich—regardless of the cost)
•	 Your values with respect to money (we want to 

have everything in life, or the best, today—we do 
not want to save for it)

•	 Your behaviour in the presence of money (we buy 
easily without planning or budgeting).
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The big secret: make your child money smart 
through educational books on money matters see: 
www.moneyskills.co.za; swartnj@unisa.ac.za.

There are already money skills books on DVD 
available for Grades R–12, they will be available 
within six months at: www.moneyskills.co.za; 
swartnj@unisa.ac.za. 

A money-clever child wants to be financially 
independent and wants to leave the parental home 
sooner to live in their own home. This means that 
the parents will have money for their own needs 
again sooner, and will be able to make provision for 
their retirement.
1.  A new budget

•	 Draw up a new family budget and decide 
together how much you are going to spend on 
what (and for whom).

•	 Select new priorities for the family.
•	 Set new objectives for the immediate, short, 

medium and long term for every family 
member.

•	 Check whether you can afford the new objec-
tives and priorities.

•	 Adhere to the budget.
•	 Pay attention to your records system, with all 

the slips regarding purchases and payments.
2. Expenses

•	 Reduce your domestic worker’s number of 
working days.

•	 Do the gardening yourself.
•	 Involve the children more in washing the car, 

and removing the leaves from the pool and the 
roof and gutters.

•	 Review your lifestyle and standard of living.
•	 Sell the third car.
•	 Wash the car using a bucket instead of the hose.
•	 Plan your trips carefully to save fuel.
•	 Avoid unnecessary trips—plan your purchases 

in town for the entire family.
•	 Combine trips to town with after-school 

activities.
•	 Eat out less often, and rather have a bring-and-

braai.
•	 Buy less over weekends.
•	 Avoid expensive and unnecessary purchases.
•	 Buy only according to your shopping list.
•	 Make the sandwiches for school yourselves 

and buy less at the tuck shop (if you save R15 
every school day, you save R300 a month).

•	 Use fewer lights in the house—use lower-
wattage bulbs, switch off unnecessary lights, 
switch off most outside lights at night, switch 
the geyser off at certain times (find out when 
it is convenient).

•	 Water for the garden will become very expen-
sive—plan the use of a hose very carefully.

•	 Reduce the number of plant pots outside the 
house and replant their contents in beds.

•	 Reduce or remove plants that need a lot of 
water and replace them with succulents that 
require less water.

•	 Watch out for water spilling from beds.
•	 Store rain water for use in the garden.
•	 Keep your present clothes for a further two or 

three years (except for the children who are 
still growing).

•	 Forget about the newest fashions.
•	 Avoid expensive brands and help your 

children to start thinking like this, too.
•	 Stop competing with others.
•	 Ignore what other people and friends will 

think.
•	 Do not incur further debts.
•	 Do not live on credit any longer.
•	 Try harder to get bursaries for children’s 

studies from future employers, for example, 
from Sasol or Eskom.

•	 Avoid expensive holidays.
•	 Spend your holiday at home once or twice—

other people do it all the time.
•	 Go and visit relatives you have not seen for a 

long time.
•	 Stop giving unnecessary gifts—inform friends 

and relatives of this.
•	 Concentrate on household needs and forget 

about the wants (that which you would like to 
have) for a few years.

•	 Sell the house you can no longer afford and 
move to a cheaper area.

•	 Choose a house with low maintenance costs.
•	 Come down to earth—the earth and your 

family need you.

3. Services
•	 Always withdraw money from your own bank’s 

ATM, otherwise you pay high bank charges
•	 Rather transfer money via the Internet than 

directly at the bank—it is cheaper
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•	 Electronic banking services are much cheaper 
than ordinary banking services.

•	 Rather withdraw money at a paypoint in a 
store than in the bank itself—it is cheaper.

•	 Compare your total bank charges with those of 
other banks—find out how much you can save 
at another bank.

•	 Abandon your tradition of staying with the 
same bank throughout your life and choose 
the cheapest bank for the services and prod-
ucts you need.

4. Short-term insurance
•	 Request a quotation from another insurer and 

find out that you can save thousands of rands 
a month—you will not believe it, and will get 
personal service too.

•	 Adjust the insurance on your cars every year, 
as their values decrease every year—your 
premiums will decrease accordingly. 

5. Premiums on policies
•	 Make sure that your premiums do not increase 

by, for example, more than 15% every year
•	 Reduce the annual adjustment to a rate equal 

to the inflation rate, for example, 6% per 
annum.

6. Income
 Yes, one usually starts with one’s expenditure, 

as it is sometimes difficult to supplement one’s 
income. Nevertheless, you can:
•	 Try working additional hours at a second job.
•	 Increase your rates for additional work you do.
•	 Sell unproductive possessions and white 

elephants.
•	 Stop doing a number of small, free jobs and 

start charging money for all your sacrifices.
•	 Make sure that everybody in the household 

(who is permitted to work) earns an income 
for the home.

7. Save for major purchases
 It is always better to wait until you have enough 

money so that you can rather buy things (toys, a 
radio, a television set, a bicycle) for cash. If you 
pay cash, you pay for it immediately. You do not 
incur debt. You also do not pay interest on what 
you buy, because you pay cash.

 Or:
•	 Buy it on your mortgage at an interest rate of 

about 12%.

•	 Pay it off over the same period as you would 
have paid for it at the store, otherwise you lose 
the savings benefit.

 People often make use of their insurance products 
to escape from a debt crisis. We will now briefly 
consider:
•	 Surrendering a policy
•	 Borrowing against a policy
•	 Ceding a policy.

4.3.1 Surrendering a policy
When an investor surrenders a policy, it means that 
they decide to:
•	 Stop paying premiums on a policy
•	 Ask the insurance company to repay the invested 

payments to them.

Unfortunately such an investor would lose a substan-
tial amount of money, as follows:
•	 In the first year of paying premiums, basically all 

the investor’s contributions will be used to pay 
the commission accrued to the insurance broker.

•	 The return on investment will either be very low 
or negative.

•	 The insurance policy will no longer serve as an 
investment for retirement.

•	 The investor’s financial discipline may deterio-
rate, with the result that more than one policy 
may be surrendered.

The main reasons for surrendering a policy are the 
following:
•	 The investor may be faced with a debt crisis.
•	 The investor may be without a job.
•	 A vacation may be needed.
•	 A non-investment, such as a car, may be envis-

aged as a replacement for the insurance policy 
(an investment).

•	 The monthly premiums may be too high as a 
result of a 20% (for example) escalation clause.

•	 The investor may be unable to afford the monthly 
premiums, because the policy was bought inju-
diciously under sales pressure from an insurance 
broker.

Think twice before you surrender a policy. Although 
the reason(s) for surrendering a policy may be valid, 
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policyholders should consider the following actions 
instead of surrendering the policy:
•	 Decrease or remove the escalation clause/rate.
•	 Stop the monthly premium payments and make 

the policy paid up.
•	 Secure the surrender value of the policy from 

the insurance company and sell the policy in the 
second-hand market.

•	 Take a loan against the second-hand market 
policy (see borrowing against a policy).

•	 Make use of another investment or non-invest-
ment (eg sell a car) to alleviate or solve your 
problem.

4.3.2 Borrowing against a policy
When in need of money, many people borrow 
money against their insurance policies. This is costly 
to the policyholder, more costly if the policy is paid 
up, and very costly where life cover is included. 
The premiums for life cover have to be paid, even 
if the policy is paid up. Where this occurs, it has an 
eroding effect on the amount of capital invested in 
the paid-up policy. It may be a cheaper option to 
obtain money by using the policy (even a paid-up 
policy) as collateral.

Where money has been borrowed against the 
policy, it is important to repay the loan if the investor 
wants to maintain the investment. Otherwise, the 
investor loses the value of the investment (as at the 
date of the loan) within a few years due to interest 
charges and (where applicable) life cover premiums. 
The amount that may be borrowed against a policy 
may normally not exceed 90% of the current value 
of the policy. Certain loans require interest to be 
paid at a rate between 1% and 3%. Another type is 
interest free, but the policyholder loses the growth 
potential, for example, an investment in shares, of 
the borrowed money.

4.3.3 ceding a policy
To cede a policy means that the policyholder passes 
the rights to the policy proceeds to a natural or legal 
person (a bank, for example). The cession may be 
temporary in the case of a policyholder ceding a 
policy to a bank in order to obtain a loan. When the 
loan is repaid, the bank cancels the ceded policy and 
hands it back to the policyholder.

In the case of the death of the policyholder who 
had ceded the policy, the proceeds of the policy 

would be paid to the bank. If the amount paid out 
were larger than the debt, the remaining funds 
would be paid back into the policyholder’s estate.

It is also possible to cede a policy permanently as:
•	 A gift to a child, spouse, grandchild or friend
•	 Part of an antenuptial contract where one spouse 

cedes a policy for whatever reason to the other 
spouse (the policyholder normally undertakes to 
pay the premiums for the term or life)

•	 Part of a divorce settlement.

Policyholders should bear in mind that it is not 
possible to cede a policy within two years prior to:
•	 Liquidation
•	 Insolvency
•	 Sequestration.

According to Section 44 of the Insurance Act 27 of 
1943, such a ceded policy belongs to the curator of 
the insolvent estate. The practical implications are 
devastating from a financial viewpoint for the insti-
tution or person who supplied money in the case of 
a loan in return for the ceded policy.

4.4 dEBT SElf-MAnAGEMEnT
Debt must be managed. Unfortunately no one is 
going to manage your debt for you, unless it is 
the result of debt administration and insolvency 
or sequestration, so you must do it yourself. 
Furthermore, we must manage ourselves in regard 
to incurring debt, and the actual reasons for it (often 
emotional or psychological). This is the origin of the 
concept of debt self-management.
•	 Debt planning refers to the judicious and 

purposeful incurring of debt for needs and goals.
•	 Debt control means watching your cash inflows 

and cash outflows.

Of course, debt management means that you must know:
•	 Who is responsible for paying all your debt obli-

gations, namely you
•	 Who incurred the debt in your life, namely you
•	 Who the only person in your life is who put you 

in the ‘debt jail’, namely you
•	 Whose lifestyle will have to be changed once 

and for all in order to escape from the ‘debt jail’, 
namely your own.
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DEBT SELF-MANAGEMENT

Controllable factors

•	 Using a budget
•	 Your beliefs
•	 Your attitude
•	 Your behaviour
•	 Lack of planning
•	 Desires
•	 Materialism
•	 Emotional purchases and 

spending
•	 Your resources

•	 If you lose your job
•	 Rising interest rates
•	 High inflation
•	 Increased taxation
•	 New legislation such as 

capital gains tax
•	 Higher rates and taxes
•	 Marriage, divorce
•	 Children’s education
•	 Low rand value

Uncontrollable factors

figure 4.1: Debt self-management

YOUR DEBT SELF-DEFENCE PROCESS

Out of control

•	 Money
•	 Debt
•	 Emotional issues
•	 Behaviour
•	 Spending
•	 No discipline

•	 All income and expenses
•	 All emotional issues
•	 Household situation
•	 Personal financial situ-

ation

•	 Plan to get out of ‘debt jail’
•	 Change lifestyle
•	 Debt self-management
•	 Debt self-defence
•	 Control urges to incur debt
•	 Use a budget
•	 Educate household

Take stock Take action

figure 4.2: Debt self-defence
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Attitude (I like 
to appear rich, 
impress people)

Beliefs (I live for today, tomor-
row will look after itself)

Behaviour (I spend 
recklessly. I have no 
financial discipline)

YOUR LIFESTYLE REHABILITATION

figure 4.3: Lifestyle rehabilitation

Furthermore, it is important to know which factors 
in your life caused your debt, and whether or not 
you can control them.

A person can change their lifestyle in order to 
escape from the ‘debt jail’. However, this involves a 
sustained process of debt rehabilitation over a long 
period of time. A new lifestyle is not acquired over-
night, and will take time. You should persevere in 
your efforts to change your debt situation for the 
better, forever.

debt warning signs
Vorster (1996:63) offers a debt quiz to determine 
whether there are danger signs on the debt horizon. 
See Table 4.1.

Vorster (1996:66) points out that apart from the 
final three questions, the answer to all the others 
should be ‘no’. This warning signs quiz should be 
filled in regularly, unless you are living entirely 
without debt, which is Vorster’s suggestion for finan-
cial freedom.

4.5 dEBT And lEGAl rEMEdiES
We have already mentioned the debt and debt 
crises in which so many people find themselves. 
We have also touched on some aspects of debt self-
management to escape from the ‘debt jail’. However, 
if you find it impossible to escape from this debt 
crisis by yourself, even after having applied the 
required debt self-management, there are still a few 
things you can do. These steps range from paying 
your debt to sequestration.

According to Theys (1993:26), the following legal 
remedies exist that could be used to escape from a 
debt crisis:

•	 Offer of settlement
•	 Selecting certain creditors above others
•	 Voluntary distribution
•	 Administration order
•	 Friendly or voluntary sequestration.

The discussion below will touch briefly on each of 
these aspects. Another option is compulsory seques-
tration, when the court orders you to pay your 
creditors. Let us first look at what you can do your-
self to escape from your debt crisis without being 
summonsed by others.

4.5.1 offer of settlement
There are unconditional and conditional offers of 
settlement.

unconditional offer of settlement
Theys (1993:27) points out that you may offer 
your creditors any amount of money, either as a 
lump sum or in instalments. Of course, any of your 
creditors could use such a settlement offer against 
you as an ‘act of insolvency’. This means that you 
admit that you are legally bankrupt and that your 
creditors may apply for your sequestration. Such an 
offer of settlement is made in the form of a letter. 
The creditor must react in writing.

conditional offer of settlement
According to Theys (1993:28), the condition means 
that the offer is made for the ‘full and final settlement 
of all claims against you’. The creditor is advised that 
if the attached cheque is cashed, you will take it that 
all your debts have been paid and your conditions 
have been accepted.
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Table 4.1: Warning signs quiz

QuESTion yES no
Are you spending too much time worrying and thinking about your financial affairs, and  
debts in particular? Do you feel trapped?

Are you always feeling guilty about your debt situation? About the risks you are taking?

Do you pay only the minimum amount on your credit cards each month?

Do you have to borrow money to help you out until the next payday?

Do you have to borrow money every time some unexpected expense (such as unforeseen  
house or car repairs) crops up?

Are you avoiding opening the mail?

Have you ever lied to anyone about your finances?

Have you considered changing your job because you can earn an extra R200 per month  
with the new employer?

Have you recently tried to shift credit by paying the instalment on one credit card with  
another, or by increasing or taking up a bank overdraft?

Do you borrow money to pay for holidays?

Do your cheques sometimes bounce?

Are you always behind with paying bills, or do you pay them just in the nick of time?

Do you receive letters threatening legal action?

Have you received a summons from a creditor during the last three months?

Have you borrowed any money from your parents or relatives lately?

Do you owe your parents or relatives for monies borrowed from them previously?

Have you had the necessity to negotiate with any creditor, including the bank, to grant  
you a moratorium or accept smaller monthly instalments than they called for?

Is your bank account permanently overdrawn to its limit?

Have you used up the maximum credit allowed on your credit and retail credit cards?

Do you have to use the budget option to pay for purchases financed through your credit card?

Have you lately told some creditor that the cheque is in the mail, and you knew it was not true?

Have you recently avoided answering the telephone or told your spouse not to answer it  
during the daytime or pretended you were someone else, for fear that some overdue  
creditor is looking for his or her money?

Are you hiding some information about your debt situation from your spouse or partner?

Do you jump at the opportunity when a retailer issues a new retail credit card?

Have you issued a personal cheque without knowing if you have funds in your banking  
account, hoping that it will be honoured?

Do you buy everything (including your food) on credit?

Have you used up your credit limit in respect of your clothing accounts?

Do you avoid balancing your cheque book?

Have you seriously thought of being sequestrated (declared insolvent) lately? 

Have you contemplated (even in passing) committing suicide because of your financial  
situation and debt problem?

Have you considered misappropriating/embezzling money to square your debts?

Do you have a budget?

Do you know how much you owe your creditors?

Do you know how much you are short each month?

(Source: Vorster 1996:66)
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Always dispatch such an offer by registered mail, 
keep a copy, and remember to indicate who will pay 
the legal costs if the creditor has already issued a 
summons. Theys (1993:29) emphasises the impor-
tance of sticking to this offer, and making sure that 
you can afford it. According to him, a settlement 
is the best method to reduce the creditor’s risk of 
nonpayment.

4.5.2 Selecting certain creditors above 
 others
Another ‘act of insolvency’ you may commit is to 
pick certain creditors above others and to pay them 
first. The other creditors then have to wait their turn 
until you decide to pay them. Some will be furious, 
and others will simply accept it; therefore, give 
priority to urgent debt, as opposed to less urgent 
debt. Urgent debt refers to creditors who can no 
longer wait.

4.5.3 voluntary distribution
Theys (1993:30) defines voluntary distribution 
as a settlement agreement with all your creditors. 
This means you choose a trustworthy person to 
undertake the distribution amongst creditors on 
your behalf. You pay a monthly amount to this 
person, who may be, for example, your lawyer. It is 
important that your creditors accept this person. You 
must indicate how much you will pay each creditor 
per month. The distribution is normally done on a 
pro rata basis according to the amount available for 
payment. Post the list of payments to all creditors by 
registered post. Voluntary distribution is also an act 
of insolvency.

4.5.4 Administration order
An administration order is a court order, according 
to Theys (1993:32), and is available to a debtor with 
less than Rx in debts (who is not able to pay these 
debts). An application for an administration order 
is lodged in the Magistrate’s Court in the area in 
which the applicant (the debtor) lives. A great deal 
of information is required on the application form, 
which you can buy at any stationers that sell legal 
documents.

Feel free to consult a lawyer to help you complete 
the application for administration. The lawyer can 
also help you to send a copy of the application for 
administration to every creditor. Your application 

is then considered in court. Even though you may 
appoint anybody as your administrator, it is advis-
able to pick a lawyer who will be able to help you 
with the legal aspects.

Theys (1993:38) specifies the twin influences of 
an administration order:
•	 It protects you against creditors, who may take no 

further legal action against you
•	 You may contract no further debt.

4.5.5 friendly or voluntary sequestration
Sequestration applies to persons with debts of more 
than Rx. Such a sequestration is of a voluntary nature 
or is initiated by a ‘friendly’ creditor. A ‘friendly’ 
creditor is requested to lodge an application for 
sequestration in their name (or that of a business). 
As in the case of voluntary sequestration, where you 
bring an application for sequestration yourself, the 
following must be proven, amongst others:
•	 That you do owe money
•	 That you are insolvent or have committed an ‘act 

of insolvency’
•	 That creditors will get back a proportion of their 

money.

In all cases where you are ‘addressed’ by the court 
regarding your debt, it is recommended that you 
immediately approach a lawyer for the necessary 
legal advice.

Sequestration: voluntary versus compulsory
Sometimes people allow themselves to get into so 
much debt that it is simply no longer possible to pay 
off their debts. This situation is aggravated where 
the person concerned is no longer able to borrow 
money from financial institutions, family members 
or friends. What do they do then? There are only 
two options:
•	 To allow your creditors to have you declared 

insolvent, or
•	 To have yourself declared insolvent voluntarily, 

an act which is also referred to as voluntary 
sequestration.

Sequestration and liquidation
Is there a difference between sequestration and 
liquidation? If a person, a partnership or a trust is 
declared insolvent (bankrupt), such an act is referred 
to as sequestration. Where, however, this occurs in 
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the case of a close corporation or a company, the act 
concerned is referred to as liquidation.

If your creditors have you sequestrated, this is 
known as compulsory sequestration. If, however, 
you decide to have yourself declared insolvent, such 
an act is referred to as voluntary sequestration or the 
surrender of your estate.

Should I allow creditors to have me declared 
insolvent?
The answer to this question is ‘no’. Rather do it 
yourself. In the majority of cases, people are too 
afraid to take such a step because, among others, it 
will cost more money.

However, should you not do it yourself, but 
wait for your creditors to take the necessary action, 
there is the possibility that they will not succeed in 
their application for a court order (for compulsory 
sequestration). It may no longer be in their interest, 
on account of the fact that your assets are already 
worth too little to them. For example, creditors will 
receive only three cents for every R1 of debt.

In the absence of compulsory sequestration, 
your debt simply increases further (as a result of 
interest), and your financial suffering is aggravated 
and endures for longer.

Why must I have myself sequestrated volun-
tarily?
The answer is simply because this is the only and 
last way of finally resolving your debt crisis. Advice 
regarding voluntary sequestration can cost between 
R500 and R3 000. What such form of sequestration 
amounts to, is that your assets are converted into 
money so that, as far as possible, your creditors can 
be paid.

Unfortunately, many people believe that volun-
tary sequestration means the end of their lives and is 
a tremendous disgrace. In reality, however, it means 
exactly the opposite, for the following reasons:
•	 It enables you to conclude an undesirable finan-

cial and personal episode, and
•	 It allows you to begin a new, disciplined life as far 

as personal money matters are concerned.

The application
•	 An application for voluntary sequestration (or 

the surrender of an estate) is made to the High 

Court. You can make such application yourself, 
or you can appoint a representative to do so.

•	 As the applicant (person seeking to be seques-
trated or declared insolvent), you must disclose 
certain financial information in your applica-
tion in order to enable your creditors to decide 
whether or not to oppose the application.

•	 A notice regarding the surrender of the estate 
must be placed by the applicant in the Government 
Gazette as well as in a local district newspaper. 
Such notice must indicate the date of the applica-
tion for the surrender of the estate and must set 
out financial information (ie the financial posi-
tion) pertaining to the applicant. Furthermore, 
the application must be supported by affidavits.

•	 The court will grant the application for the 
surrender of the estate if the correct steps have 
been followed, if the estate is in fact insolvent, if 
the cost of sequestration can be covered, and if 
sequestration will benefit the creditors.

What are the consequences?
Sequestration has numerous consequences and 
affects, among others, the following: the insolvent, 
the spouse of the insolvent, judgements and lawsuits, 
incomplete contracts (eg contracts of purchase and 
sale, leases and employment contracts) and specific 
voidable legal acts.

Proprietary legal consequences
The possessions of a person who is declared 
insolvent vest in the Master and, thereafter, in the 
curator of the insolvent estate. The curator occupies 
a position of trust with regard to both creditors 
and the insolvent. After the curator has gathered 
together the assets of the person, has liquidated such 
assets (ie converted them into money), and has paid 
the relevant creditors, they are discharged from their 
position as curator.

Up to the stage that the curator is discharged 
in this way, the person who has been sequestrated 
is known as an unrehabilitated insolvent. However, 
once the curator is discharged of their duties, the 
insolvent is referred to as a rehabilitated insolvent 
(see below).

The insolvent (bankrupt) estate comprises all 
assets belonging to the person concerned (the insol-
vent) as at the date of sequestration, as well as certain 
other items which are acquired during the period 
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of insolvency. Money that is received as a result of 
carrying on a profession or working might, however, 
be retained by the person (ie kept out of the insol-
vent estate) for the purpose of the subsistence of 
such person and their dependants. The following are 
also excluded from the insolvent estate:
•	 Policies taken out more than three years prior to 

the insolvency (up to an amount of Rx).
•	 Policies in respect of the life of a spouse taken 

out prior to the marriage, unless the other spouse 
(the insolvent spouse) has paid the premiums.

•	 Policies taken out by a spouse (on their own life), 
which have been ceded to the other spouse (up to 
an amount of Rx000).

•	 Policies taken out by a spouse (on their own life) 
in favour of the other spouse (up to an amount 
of Rx).

•	 Where the husband is insolvent, all policies taken 
out or ceded in terms of an antenuptial contract 
concluded more than two years prior to the seques-
tration are excluded from the insolvent estate.

•	 Should there be no antenuptial contract, any 
amount above Rx falls into the insolvent estate.

In the case of spouses married in community of 
property, the assets of both spouses fall into the joint 
estate which is insolvent and has been placed under 
sequestration. Both spouses are therefore regarded 
as insolvent.

Section 21 of the Insolvency Act 24 of 1936 governs 
sequestration in the case of a marriage out of commu-
nity of property. Where, for instance, the husband is 
sequestrated, it often happens that the wife claims that 
she possesses virtually everything. In such cases, the 
Act now requires her to prove which assets belong 
to her, and why. The wife (and this also applies to 
an unmarried couple) must prove that certain assets:
•	 Were her property before the marriage
•	 Were acquired in terms of an antenuptial contract
•	 Were acquired during the marriage, but enjoy 

preference by law against the claims of creditors
•	 Were acquired from the yield of the aforemen-

tioned three types of asset.

Personal consequences
The law presently ‘protects’ society against 
‘dishonest debtors’ who are guilty of committing 
specific offences. Among other things, it provides 
that such debtors cannot occupy specific positions. 

In addition, the unrehabilitated insolvent’s name 
will, of necessity, appear in the blacklists of credit 
information bureaux, which means that they will no 
longer be able to run up debts.

Even if the person concerned has been rehabilitated, 
their name will remain on such lists, with the result that 
obtaining credit will remain a long-term problem.

Rehabilitation does not occur automatically. An 
application for rehabilitation, either by the unre-
habilitated insolvent or by someone else on their 
behalf, must be made to the same court that seques-
trated the estate. The period of time which must 
elapse before such an application can be made is 
determined by the following factors, among others:
•	 Whether creditors have already received 50 cents 

in the rand
•	 Whether creditors have received security for such 

a payment
•	 Whether 12 months have elapsed in the case of 

a first sequestration and no offences have been 
committed

•	 Whether three years have elapsed in the case of 
multiple sequestrations and no offences have 
been committed

•	 Whether five years have elapsed in the case where 
offences have been committed

•	 Whether ten years have elapsed, in which case the 
insolvent is automatically rehabilitated without 
its being necessary to make an application for 
rehabilitation.

4.6 BAnKinG
A bank plays a major role in the financial system. As 
you will see, it is almost impossible to go through 
life without using the services and products of one 
or more banks. A bank is called a ‘deposit taking 
financial institution’. It takes deposits of money from 
people (and pays them interest on the deposit) and 
lends this money to other people (and charges them 
interest on the loans). Let us look at the following 
example:

A bank receives a R100 deposit from a person 
and pays this person R105 at the end of the year. 
This means that the depositor receives 5% interest 
on the deposit.

R100 (deposit) plus R5 (interest at a rate of 5% per 
year) = R105.
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The bank lends this R100 to a borrower at an interest 
rate of 15% per year. This means the bank will 
receive R115 at the end of the year for the loan, and 
it costs the borrower R15 to borrow the R100 from 
the bank.

The bank uses the difference between the R115 
and the R105 (R10) to pay its expenses (eg personnel, 
administration, and so on). This is the way a bank 
functions.

Banks are involved in savings, investments and 
loans and provide a wide variety of financial services 
and products. If you are a creditworthy person with 
a good credit record or history, you may use all of 
these services and products. A bank can therefore 
meet almost all your financial needs and risks.

You should pay your accounts as your payments 
become due as this is how you build up a good credit 
record. It is wise to get your credit record or history 
in order to enable you to open a bank account and to 
become a part of the long-term financial system. By 
doing this you will reap the benefits of an ongoing 
relationship with the bank, its services and its prod-
ucts.

If you need a loan it is wise to use a bank and 
to avoid micro-lenders because of the very high 
interest rates charged by micro-lenders. The reason 
for these high interest rates is the high risk micro-
lenders have to take.

As you will observe, a bank can help with your 
financial needs whether you want to:
•	 Plan your finances
•	 Draw up your budget
•	 Make use of debt (get a loan)
•	 Buy a vehicle
•	 Buy a residence
•	 Make investments
•	 Protect your assets and income
•	 Invest for retirement
•	 Get your career or business going.

At this stage you can already conclude that banks 
(deposit-taking financial institutions) play a major 
role in people’s financial lives.

You need a bank and a bank account
First of all, you need a bank account because so 
many individuals and businesses use a bank. They 

generally use one or more bank accounts to settle 
debts and other account payments, by means of 
a cheque, debit order, stop order, automatic teller 
machine (ATM), debit or credit card. It is therefore 
difficult to manage your financial affairs without the 
help of one or more bank accounts.

A bank offers the best ‘one-stop financial service’ 
available in the world. You can go to a bank and 
help yourself (with the help of an adviser) from a 
menu of financial products and services, ranging 
from opening your first bank account to obtaining a 
student loan, to drawing up your will, or to obtaining 
information on emigrating to another country.

You need a bank and a bank account when you 
receive money from an employer, as well as when you 
spend money (pay employees, settle an account, and 
so on). A bank provides the financial road for your 
money, whether you receive money or spend money. 
You can withdraw cash, transfer money and pay 
accounts electronically or write out a cheque. Your 
bank account thus provides an acceptable, reputable 
and safe way to handle your financial affairs.

Choosing a bank
A bank can go bankrupt. It is therefore wise to choose 
a bank with a good history and a reputable name. Do 
not just open a bank account at ABC Bank around the 
corner, with no track record and only one month of 
business experience. You may risk wasting your time 
and lose some, or all of your money. Rather go to a well 
established, well-known bank with millions of clients. 
The cost of the services and products will also be much 
lower than that of a bank with only a few thousand clients.

There is a risk attached to all banks. The risk 
or safety of a bank is measured by rating agencies, 
who then grade them. You can ask a bank manager 
to provide you with the grading or credit rating for 
that bank and you can then compare it with others. 
Any of the major banks, such as Standard Bank, First 
National Bank, ABSA or Nedbank will always be a 
good choice. Make sure, however, that a particular 
bank can meet your individual needs. Some, such as 
certain private banks, may be for the rich only and 
may be out of your reach. You need to determine 
whether a particular bank caters for your income 
group. There is also no point in going to a bank that 
is only prepared to accept you if you open a savings 
account, when you actually require a cheque account 
or a bankcard to use at ATMs.
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Choose a bank with a branch as close as possible 
to your home or work. It should be easy for you to 
visit your bank and to make use of its services, for 
example, there should be an ATM within your reach. 
Your bank should also have friendly, helpful and 
knowledgeable staff, who are willing to listen to your 
financial problems and needs and help you with the 
right products and services.

How to open a bank account
Even a very young person (12 or 15 years old) can 
open a bank account, although the account would 
have several limitations, because such a person does 
not have all the contractual capability stipulated by 
the relevant legislation.

It is normally required that a person who applies 
for a bank account:
•	 Is 18 years old (take your identity book along)
•	 Has a small deposit (Rx)
•	 Is a South African resident (again, take your 

identity book along).

Your application
You have to apply for a bank account with a cheque 
book and an ATM card with your own personal 
identification number (PIN). Opening a bank 
account is similar to opening a clothing account or 
buying furniture on credit.

When you apply you will have to do the following:
•	 Fill in an application form
•	 Provide proof of all personal information you fill 

in on the form (your identity book to prove your 
age and that you are in fact a South African resi-
dent; your electricity account (rates and taxes) to 
prove your residential address)

•	 Provide proof that you pay your accounts and 
debt to other firms or micro-lenders (that you 
have a good credit record).

The bank will do a credit check on you, which means 
the bank will contact your creditors (accounts, micro-
lenders) and one or more credit bureaux to determine 
whether you are a good client with a good credit record 
and that you stick to your agreements with people and 
businesses. If you do not have a good credit record, 
the bank will not allow you to open an account. 
Nowadays the bank will also contact the national 
loans register (NLR) to see whether you owe money 
to one or more micro- lenders and, if so, how much.

To open an account the bank needs the following 
information:
•	 First name(s) and surname
•	 Home, postal and work addresses
•	 Years at different addresses
•	 Telephone numbers (at home, at work, mobile)
•	 Date of birth
•	 Identity number
•	 Gender
•	 Marital status (married, divorced, single, 

widowed)
•	 Present and previous employer(s)
•	 Years at these employers
•	 Language
•	 Dependants.

Bank assessment
Your application will be assessed once the bank 
has a copy of your identity document. They phone 
your creditors and check your credit record. It may 
take a day or two before they tell you whether or 
not your application has been successful. If you 
are successful, you have to pay a deposit into your 
account. Different deposits are required by different 
banks and for different types of account. You now 
have a valid bank account with your own account 
number, an ATM card if you want to withdraw 
money, and a personal identification number (PIN). 
This is a secret code you must remember in order to 
use the ATM to draw money. Do not tell anybody 
your code as they could use your card to steal your 
money. If you want to conclude certain transactions 
from your cheque account, also known as a current 
or transmission account, the bank will give you a 
cheque book.

How to manage your bank affairs
In order to manage your bank account to your 
advantage you should do the following:
•	 Make sure that you use the right services and 

products.
•	 Know the fees you pay for the different services 

and products.
•	 Discuss these fees with the bank in order to lower 

your costs.
•	 Use the services in such a way that your cost is 

as low as possible (eg withdraw fewer times per 
month and draw bigger amounts at a time; with-
draw from an ATM belonging to your own bank).
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•	 Keep the interest you pay as low as possible and 
try to increase the interest you receive.

•	 Build a good relationship with the bank and the 
bank manager.

•	 Inform the bank about any changes in your 
financial situation or business.

•	 Stick to the conditions of all your agreements and 
financial arrangements with the bank regarding 
all services and products.

•	 Inform the bank if you have a financial problem 
and be completely honest about it.

Banking fraud

According to Ardé (2016:1), fraudsters scam you in 
the following ways:

1. Customer/you receive a phishing email and 
follow the link to a fake website.

2. The username and password are captured and 
used to log into a legitimate website. 

➟

3. The bank transmits an OTP to the customer’s 
mobile device to authenticate the login or a 
transaction.

4. The customer enters the OTP into the fake 
website.

5. The fraudster enters the OTP into the legitimate 
website.

4.6.1 Managing your expenditure
your bank statement
If you have a bank account, you will receive a bank 
statement at the end of each month. You will also 
receive a statement if you have a bond at the bank. It 
is important to check your bank statement, because 
the bank can make mistakes too. Check that all the 
payments you were expecting to receive have been 
paid into your account. Check that all contractual 
payments by debit and stop order have been paid, 
otherwise your creditors will be unhappy and will 
start taking legal action against you.

The People’s Bank – Bank Statement 
Cheque account:  Mrs P.M. Molefe  Account number: 5227 328 7212

date Transaction details debits credits Balance

Balance brought forward –R12 000.00

02/01 J Dube R2 000.00– –R14 000.00

02/01 P Smith R1 500.00– –R15 500.00

02/01 JP Ngube R5 000.00 –R10 500.00

02/05 Cheque no. 23 R500.00– –R11 000.00

02/06 F de Bruyn R2 500.00 –R8 500.00

02/08 Cheque no. 24 R300.00– –R8 800.00

02/09 Levy R1 500.00– –R10 300.00

02/10 ATM R2 000.00– –R12 300.00

02/15 Cheque no. 25 R600.00– –R12 900.00

➟

ExAMPlE of A BAnK STATEMEnT ExAMPlE 2
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02/17 Debit order – insuracne R800.00– –R13 700.00

02/18 Fees R57.00– –R13 757.00

02/23 Charges – stop order – bond R85.00– –R13 842.00

02/25 Salary R20 000.00 R6 158.00

02/25 Fees – debit card R70.00– R6 088.00

02/26 ATM charges R20.00– R6 068.00

02/27 Cash withdrawal R5 000.00– R1 068.00

02/28 Rental R3 000.00 R4 068.00

02/28 Banking fees R150.00– R3 918.00

current balance r3 918.00

Note the following:

•	 Debit amounts are indicated with a minus sign (–).
•	 The client opened this month’s statement with a negative amount.
•	 What is the difference between a debit and a credit amount?
•	 Mrs Molefe made three cheque payments (numbers 23, 24 and 25).
•	 Except for her salary, what other income (credits) did she receive?
•	 Why did she end her monthly transactions with a positive balance?

interpreting bank statements
•	 You will receive a bank statement at the end of 

each month.
•	 A bank statement provides all the details of your 

banking transactions on a monthly basis, and 
can be accessed whenever you want to see these 
details.

•	 You can apply for a bank statement at the branch, 
or request it from an ATM.

•	 At the end of each month you should compare 
each item on the statement with: your cheque 
book amounts, your deposit slips, as well as the 
slips showing ATM withdrawals.

•	 You will soon see if money was withdrawn or 
spent unnecessarily, or even illegally, by someone 
else.

•	 You will be able to monitor your bank fees/
charges.

•	 The bank statement balance (amount at the end 
of the month) should be the same as the balance 
in your bank account on the same date.

•	 The outstanding balance will be indicated as a 
negative if you owe the bank money because you 
went into overdraft.

Financial transactions that will reflect on the 
bank statement
•	 The opening balance (beginning of month)
•	 Deposits credited during the month
•	 Cheques paid (debited) during the month
•	 Bank charges for the month
•	 Interest charges (debit) on your overdraft
•	 Interest paid on your credit card (favourable) 

balance
•	 Debit and stop orders for the month
•	 Dishonoured cheques for the month (cheques 

deposited, but not paid by the drawer’s bank)
•	 Correction of errors made by the bank.

Why it is necessary to check your bank statements
•	 The bank and you keep separate records of the 

same transactions.
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•	 Checking your bank statement ensures that the 
bank account on your ‘books’ corresponds with 
those on the bank statement.

•	 It is important, for budgeting purposes, to keep 
track of your banking costs.

Banking costs money – you pay for all the services 
you receive.

ways to reduce your banking fees
•	 An ATM cash withdrawal is cheaper than a with-

drawal over the counter.
•	 Do not use other banks’ ATMs, as the charges 

will be more expensive than those of your own 
bank’s ATM.

•	 Ask for lower banking fees at your bank.
•	 Do not make many small withdrawals (low 

amounts each time)—you will pay fees for every 
withdrawal. Rather make a single, larger with-
drawal and save on banking fees.

•	 All electrical banking facilities cost the same – 
telephone, Internet and ATM.

•	 Debit card transactions are cheaper than elec-
tronic transactions.

•	 Make sure you have sufficient funds for your 
contractual payments such as debit and stop 
orders, otherwise you will be charged a penalty 
fee.

your home loan bank statement
When you borrow money to buy a dwelling, you will 
receive a bank statement for the transaction. The 
bank will keep a detailed record of:
•	 The amount borrowed or owed at the beginning 

of the period
•	 The payments you have made
•	 The interest the bank has added to your bond
•	 The insurance
•	 The outstanding balance on your bond.

The People’s Bank

Account number:  123456
Loan agreement:  R570 000
Remaining term:  180 months
Interest rate at 19/04/2011: 12%
Home loan instalment: R2 500.23
Insurance premium:    R550.68
Total monthly instalment: R3 050.91

Transaction Effective 
date

variable  
transactions

outstanding 
balance

Opening balance R400 000.50

Monthly interest 01/02 R1 800.57 R401 801.07

Insurance 01/02 R550.68 R402 351.75

Payment 30/02 –R2 900.30 R399 451.45

Monthly interest 01/03 R1 790.62 R401 242.07

Insurance 01/03 R550.68 R401 792.75

Payment 31/03 –R2 900.30 R398 892.45

Monthly interest 01/04 R1 780.29 R400 672.74

Insurance 01/04 R550.68 R401 223.42

Payment 30/04 –R2 900.30 R398 323.12

closing 
balance

r4 005 751.32

(Source: Swart 2011:65)

You will notice:

•	 The amount in the outstanding balance column 
is a positive balance, unlike your normal bank 
statement, where it is indicated as a negative (–).

•	 It is a positive amount from the bank’s point of 
view.

•	 How much money did the homeowner originally 
borrow?

•	 What is the current interest rate the homeowner 
is paying?

•	 How much is the homeowner paying for the 
bond insurance (insurance to cover/pay the total 
bond amount or the outstanding amount on the 
bond)?

•	 Why did the amount in the outstanding balance 
column increase and then decrease again?

•	 If the homeowner took out a 20-year bond, for 
how many months would they still have to pay 
the monthly instalment?

ExAMPlE of A hoME loAn BAnK STATEMEnT ExAMPlE 3
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4.6.2 changing interest rates
Interest rates play a vital role in any country and 
in your personal finances.
•	 When you borrow money you have to pay 

interest, because the bank uses someone else’s 
deposit/savings to lend you the money.

•	 When you save (at the bank) you receive interest 
from the bank, because the bank uses your 
money to make more money (by lending it to 
other people or businesses).

•	 When you borrow money you have to pay back 
the amount borrowed, plus the interest charged 
by the bank.

•	 Young people pose a higher risk of non-payment 
to the bank (because the bank does not have 
any credit history relating to them), so they pay 
higher interest rates than clients with a good and 
known credit history.

•	 You should always try to become and stay a ‘low-
risk’ client by making all your payments as per 
your credit agreement.

•	 The state increases interest rates when people 
borrow too much money, but also to attract 
foreign investors.

•	 It is very difficult to pay your debt (loans and 
accounts) when interest rates are higher than the 
prior month or year.

•	 If interest rates rise constantly and stay high for a 
few years, many people lose their jobs (businesses 
close down), their homes, cars and furniture, 
because they do not have enough money to repay 
their debt and other expenses.

•	 Changing interest rates make it very difficult and 
important to budget.

•	 Changing interest rates make it very important to 
plan and manage your finances.

•	 Changing interest rates make it very difficult to 
repay your loan/s and accounts — all your debt.

•	 Rising interest rates ‘chase’ people to the 
mashonisa (township moneylender).

•	 Rising interest rates cause a debt crisis, bank-
ruptcy and blacklisting for hundreds of thousands 
of people each year.

But of course, if you are a saver, you will benefit by 
receiving a great deal of interest on your savings 
when interest rates rise. You will receive less interest 
when interest rates decrease.

Saving is better than borrowing!

calculating interest
You calculate interest as a percentage of the 
amount borrowed. You pay interest because you are 
borrowing the savings of other savers, who expect 
to receive interest from the bank. The interest rate 
is calculated per year, for example 10% per year. 
Banks and other lenders will always charge interest 
on borrowed money. There are two types of interest: 
simple interest and compound interest.

The bank will charge you an interest rate based 
on the risk you pose (your risk profile) as a borrower. 
A high-risk borrower will be charged a higher 
interest rate than a low-risk borrower. Make regular 
payments, as per your credit agreement – this way, 
you will build up a good credit record and will be 
regarded as a low-risk borrower in the future. You 
will also pay less interest at a lower interest rate.

interest paid on borrowed money
Simple interest
Simple interest is calculated by determining the 
annual interest. The interest is added to the amount 
borrowed. The interest charged will be the same 
each year—you do not pay interest on the interest. If 
you borrow R1 000 from a bank at an interest rate of 
10%, the annual interest will be R100. This amount 
will stay the same for every year thereafter, unless 
there is a change in the interest rate. Simple interest 
is calculated only once a year.

Compound interest
In the case of compound interest, interest is charged 
on the amount borrowed as well as on the interest. 
Compound interest is calculated semi-annually 
(every six months), quarterly (every four months), 
monthly (every month) or even daily. The result 
of compound interest is that the total amount of 
interest paid (in the case of borrowed money) or 
received (in the case of your savings) is much higher 
than in the case of simple interest.

Pay back your loans as soon as possible—you will 
also pay much less interest. More interest means 
that you will pay the credit provider much more 
than the original price of the goods or services.
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interest paid on saved money (investments)
Simple interest
When you save money, the bank uses this money to 
earn interest from other borrowers. You expect to 
receive interest on this saving. This is a way to make 
your money grow. The sooner you start saving, the 
better. The longer you keep saving, the better. Simple 
interest is calculated in the same way when you are 
a borrower.

Compound interest
When you save money, you can also receive interest 
on your interest. Your savings will grow much faster 
and to a much greater amount, than in the case of 
simple interest. Compounded interest is calculated 
in the same way as for borrowed money (loans).

Compound interest works for you when you are a 
saver.

4.6.3 inflation
What is inflation? When you were young (and even 
as recently as five years ago), you could buy much  
more with the same amount of money than you 
can today. Each year we need more money to buy 
the same goods and services as we did the previous 
year. In 2008 a loaf of bread cost R5.20. In 2010 the 
same loaf of bread cost R7.40. All goods and services 
become more and more expensive each year. 
Inflation causes this rise in the price of goods and 
services. When economists speak about the annual 
inflation rate, they mean the average yearly rise in 
the prices of goods and services.

The rise or increase in the prices of goods and 
services is called inflation.

If the rate of inflation is 8%, it means that the price 
of food, clothing, education transport and health 
(for example), has increased by an average of 8%, 
compared to last year. Ask your parents how cheap 
things were 30 years ago.

Inflation makes managing your budget (your 
finances) even more difficult.

Why does inflation make it difficult to budget? The 
reason is that it becomes more and more difficult to 
pay for all your household’s needs and wants (all the 
items and services you included in your budget). It 
is even more difficult to cover all your expenses if 
your salary does not increase at the same rate (for 
example, 8%) as the rate of inflation. Try to increase 
your annual income by more than the rate of infla-
tion and try to get the best value for your money (at 
the lowest prices) when you buy goods and services. 
It is therefore important to compare prices.

4.6.4 Banking services
Banks offer many services of which people are 
unaware, until they need them. The most common 
products offered by banks are savings accounts, fixed 
deposits and cheque accounts, but other services and 
products include the following:

Autobank machines

Autobank cards

Customer contact (service) 
centres

Autocheques

e-banking facilities

Internet banking

Telephone banking

Debit cards

Credit cards

Student loans

Funeral cover

t-accounts

Global investments

Home loans

Garage cards

Term loans

Overdraft facilities

Estate planning

Financial planning

Income tax planning

Completion of tax returns, 
provisional tax forms

Negotiations with the SARS

Stop order fees/debit order fees

Administration fees

Internet banking

Telephone banking

Cheque accounts

Business advice

Working capital finance

Asset finance

Home loan protection plan

Motor insurance

Small and medium-sized 
enterprise cards  

➟
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Retirement annuity plans

Life insurance

Short-term insurance

Loan protection plans

Unit trusts

Travel services

Traveller’s cheques and forex 
cards

Foreign exchange trading

Comparisons of banking costs, for 
example

Cash withdrawals

Account payments

Statements

Transfers

Balance enquiries

Deposits

Retirement planning

Disability cover

Endowment policies

Derivatives

Medical cards

Garage cards.

Credit card fees

Investments, and so on.

Let us now look at fixed deposits, savings accounts 
and cheque accounts.

4.6.5 fixed deposits
Savings accounts and fixed deposits are well-
known, very basic investment vehicles. Savings are 
prerequisites for investments. Note that a Rx tax-free 
amount of interest may be received annually by an 
individual. Both spouses may receive this tax-free 
amount. Inflation erodes the purchasing power 
of money in a fixed deposit or savings account. 
Interest rates on fixed deposits are published to 
enable investors to compare the rates of return on 
investments in both the money and capital markets.

Fixed deposits are money market instruments, 
because the demand for and supply of these instru-
ments function over the short- and medium term. 
This neglected financial instrument, especially by the 
media and brokers, is offered by banks and building 
societies. Fixed deposits form part of the investment 
portfolios of many investors. The investor’s needs, 
objectives and especially their stage in the life cycle 
(age bracket) largely determine the investor’s attitude 
towards fixed deposits as an investment instrument.

functioning
When an investor invests money in a fixed deposit, it 
is tied up for a specific (selected) period of between 
one and 60 months (five years). The investor’s money 
is available only at the end of the selected period or 
after a specific notice period. This notice period may 
be as long as three months and may cause a problem 
if the investor is in urgent need of the money tied 
up in the investment. Interest rates on fixed deposits 
vary between financial institutions and are fixed for 
the investment period. The interest rate is usually 
determined on the day the investment is made. The 

period or term of the fixed deposit determines the 
interest rate offered.

The minimum investment required is normally 
R100. Fixed deposits cannot be traded like shares on 
the JSE.

Advantages
A fixed deposit provides the investor with the 
following advantages:
•	 Relatively small amounts may be invested.
•	 The fixed deposit can be used as collateral for a 

deposit towards buying a house.
•	 The investor should be able to raise a loan from 

the institution at which the deposit is held.
•	 Money is less tied up (in the case of short-term 

deposits) than in the case of an endowment 
policy.

•	 The safety of the capital amount (amount 
invested) is guaranteed by the institution.

•	 It provides income that is tax free up to an annual 
amount of Rx per annum per individual (to both 
spouses individually).

•	 The investor can plan more accurately, knowing 
exactly when the investment amount will be 
paid/returned.

•	 The control of the capital amount invested is not 
entirely out of the investor’s hands.

•	 No commission is paid by the investor on the 
amount invested, unlike unit trusts or shares.

•	 Interest is paid on the full amount invested.
•	 It can serve as an emergency fund where the term 

is very short.

Disadvantages
Although a fixed deposit offers numerous 
advantages, there are a few disadvantages as well:
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•	 It does not offer an investor a hedge against infla-
tion.

•	 Inflation erodes the purchasing power of a fixed 
deposit.

•	 A fixed interest rate may hamper an investor’s 
return on investment when interest rates are 
rising.

•	 An investor may experience a negative return on 
investment in real terms (after tax and inflation).

Taxability
The interest an investor receives is taxable and forms 
part of an investor’s taxable income. Bear in mind 
that an amount of Rx (interest) is tax free for every 
investor. The capital amount or fixed deposit, will 
be tax free at the end of the term of investment or 
when it is called up (after a notification period) by 
the investor.

4.6.6 A savings account
A savings account is a very basic form of ‘investment’. 
It is more in the nature of an emergency fund 
than, for example, unit trusts (which are not really 
emergency funds in the short term). It offers a simple 
way of earning some income on your money, and 
guaranteeing the safety of your capital at the same 
time. All people in all age groups can use a savings 
account – from the young (particularly as a means 
of education) to the old. Money may also be placed 
in a savings account temporarily before it is invested. 
It can also accumulate in a savings account until the 
amount is large enough for a particular investment 
or in order to buy something with it (eg a deposit, 
holiday, furniture). You can therefore reach certain 
goals with the help of a savings account, and it can 
protect you against unforeseen events.

Functioning
A savings account is opened at a bank, and then 
money is deposited into it, and the required 
withdrawals are made. The interest on the account 
is calculated daily. As the investment amount 
increases, the interest you earn on the money also 
increases. The money you earn daily is paid into 
the account monthly, and then becomes part of the 
capital of your account. Where interest is calculated 
on interest, we talk of compound interest. You 
should already be able to do these calculations after 
studying the time value of money. If you leave the 

money in a savings account for some years without 
using it, the bank will transfer it to a suspense 
account (also in your name).

Customers are usually required to have a 
minimum amount in a savings account. A savings 
account is also opened with a minimum amount, 
for example, R500. Certain banks allow the charges 
to fall away if a certain amount of money is left in 
the account. It is far cheaper to conduct transac-
tions via an ATM machine. If someone wants to 
effect many transactions from a savings account (eg 
account payments), it is better to open a transmis-
sion account. Individuals, clubs, partnerships and 
bodies corporate may open savings accounts. Young 
people generally do not pay transaction costs and 
administration costs. Children may open a savings 
account with as little as R10.

Advantages
•	 A savings account provides a balance to your 

investment and protection planning portfolio.
•	 It serves as an emergency fund.
•	 You can systematically build up a nest egg to 

invest or spend at a later stage.
•	 You can save money for a specific goal.
•	 You can carry out certain simple banking trans-

actions.
•	 You have access to your account and can with- 

draw within certain limits.
•	 You can transfer money electronically.
•	 You can withdraw as frequently as you like.
•	 You can make enquiries via telephone, the 

Internet, self-service terminals and electronic 
centres.

Disadvantages
•	 There is no capital growth.
•	 It is not a long-term investment.
•	 Inflation erodes the purchasing power of your 

money.

4.6.7 A current account (cheque 
 account)
All types of transactions can be made from a current 
account. The account holder receives a cheque-
book and an ATM card. The ATM card can be used 
for various types of transaction. There are costs 
involved in all types of transaction. The trick is to 
manage the cheque book in such a way as to keep 
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the bank costs to a minimum. Bank costs will also 
vary from bank to bank, depending on the cheque-
book holder’s situation, the number of transactions, 
the amounts involved and the specific bank package. 
Interest is paid on money in your cheque account, 
either on your daily balance or on the minimum 
monthly balance. Interest is paid into your account 
monthly. The converse also applies. If you arrange 
for an overdraft facility on your account (ie a debit 
balance), you will be debited for the interest on this 
monthly. The interest rate you pay is determined 
by the prime interest rate. You usually pay a higher 
interest rate than the prime rate. Remember to make 
sure of the balance in your account before you write 
out another cheque. Each cheque you write costs you 
money.

Some banks offer you the following choices 
regarding the costs involved in a cheque account: 
costs per transaction, costs based on minimum 
balance or a monthly management fee. Feel free to 
speak to your bank manager to help you choose a 
particular cheque account package that will suit your 
needs and lifestyle.

An overdraft
An overdraft is a short-term borrowing option. It 
is normally linked to a cheque account. You can 
overdraw your account to an agreed (pre-arranged) 
limit. Criteria for an overdraft are:
•	 A cheque account
•	 Period as a client
•	 Credit record
•	 Record with credit bureaux
•	 Repayment capacity.

Banks sometimes need some collateral such as:
•	 Deposits
•	 Counter investments
•	 Insurance policies
•	 Someone who will guarantee payments.

Advantages
Money is instantly available
•	 Interest is charged only on amounts used
•	 You can repay borrowed funds at any time
•	 An overdraft amount can be increased, decreased, 

renewed or cancelled (by arrangement).

Disadvantages
•	 You can run into a permanent debt crisis
•	 You can get used to debt
•	 Debt can rise drastically because of rising interest 

rates.

Signing and completing a cheque
The Bills of Exchange Amendment Act 56 of 2000  
changed the way in which to complete cheques (from  
1 March 2001). The most important change deals 
with non-transferable cheques. A non-transferable 
cheque can be paid only to the person to whom it 
is made out (the payee). It may not be transferred 
to any other person. A cheque should be marked 
‘non-transferable’ or ‘not transferable’. These words 
must be clearly written or stamped on the front of the 
cheque. A ‘crossed’ cheque protects you against theft 
and nobody has a claim against you. You can still 
stop the stolen cheque. When you write these words 
on the cheque between crossed lines, the cheque is 
payable into a bank account only. Therefore, you 
cannot use a ‘non/not-transferable’ cheque to pay a 
person who does not have a bank account.

Remember that electronic payments are much 
safer than cheques and are cheaper too. Any person 
may cash a cash cheque, because it is not made out 
to anybody specific. This is why people prefer to use 
electronic banking services. This also means they do 
not have to carry large amounts of cash with them.

4.7 crEdiT inSTruMEnTS
Credit is obtained in a variety of ways. People 
sometimes use credit without realising that it is 
a form of credit. Everyone should have a basic 
knowledge of how credit works. For this reason, 
it is essential that we discuss this aspect of credit 
planning. Credit instruments consist of (Swart 
1992:27):
•	 Services credit accounts
•	 Open accounts
•	 Revolving credit
•	 Deferred payment
•	 Instalment sale agreements
•	 Lease transactions
•	 Personal loans
•	 Credit cards
•	 Petrol cards
•	 Mortgage bond loans
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•	 Home-improvement loans
•	 Student loans
•	 Lay-bys
•	 Pawn shops
•	 Debit cards

All these financing options should be thoroughly 
investigated before entering into any credit agree-
ment. The following aspects should be investigated:
•	 The costs involved
•	 Whether available or not
•	 Security required
•	 The instalment amount
•	 The term of repayment
•	 When ownership rights are transferred
•	 The entire risk involved in the financing.

4.7.1 Services credit accounts
Services credit refers to the kind of credit associated 
with the use of a telephone, water and electricity, 
and rates and taxes. These services are used during 
the month and the account is paid at the end of the 
month. This also applies to dental, medical and 
clothing accounts. No costs are involved in this kind 
of credit; in other words, no interest is charged.

4.7.2 open accounts
This kind of account is arranged between a dealer 
and a customer. The customer is debited in the 
dealer’s books with the sum of the sale. Accounts are 
payable over a certain period, usually not exceeding 
six months. No interest is charged, although the 
customer may forfeit a cash discount if the account 
is not paid within 30 days.

A customer’s creditworthiness is assessed, but no 
security is required. Property rights are transferred 
to the customer when they take possession of the 
goods. This form of credit usually serves as a good 
reference if you pay your debt regularly; the opposite 
applies equally.

4.7.3 revolving credit
With revolving credit, a customer is granted an open 
account with a maximum credit limit and a fixed 
monthly payment. Once an instalment has been 
paid, the customer may make another purchase 
for the same amount. Otherwise, revolving credit 
functions in the same way as an open account.

4.7.4 deferred payment
Deferred payment means that the customer pays 
for goods or services over a period of three to 
six months. No interest is charged, although the 
customer accepts the fact that prices are higher than 
they would be if paid for in cash. Credit limits are 
negotiated between dealer and customer.

4.7.5 instalment sale agreements (iSAs)
Until 1 March 1981, an instalment sale agreement 
was called a hire-purchase transaction. This was 
amended in terms of the Credit Agreements Act 75 
of 1980. An instalment sale agreement is used when 
a consumer requires financing to purchase goods 
such as a vehicle or furniture.

Financing is granted by a banking institution 
over a term of between three and 54 months. A 
deposit of 10% is required. Such financing may be 
direct (from a bank) or indirect (from a seller who, 
in turn, concludes an agreement with the bank). In 
the case of a direct transaction, the agreement is 
concluded on the bank’s premises. With an indirect 
transaction, it is concluded on the premises of the 
seller, who refers it to the bank for evaluation over 
the telephone, e-mail, by telex or in person.

The buyer takes possession of the vehicle (for 
example) immediately, although the seller retains 
property rights until the last instalment has been 
paid. In this way, the vehicle serves as security in the 
event of the buyer neglecting to pay the instalments. 
The longer the term, the more interest the buyer 
pays. Kruger (1992:37) explains that people usually 
want to improve their cash flow and therefore accept 
a longer term and a slightly lower monthly instal-
ment. Sellers are inclined to concentrate on the 
lower monthly instalments, but seldom mention the 
thousands of rand paid in interest.

It is also important to pay the largest deposit 
possible. This reduces the outstanding debt and the 
buyer saves on interest charges.

Badenhorst (1990:21) stresses that, for the 
consumer, the most important aspect to consider 
is the interest rate. The consumer should decide 
whether the interest rate should be fixed or varying. 
The financing rate should be linked to the prime 
loan rate; in other words, it should be variable. 
The customer’s creditworthiness will determine the 
interest rate they have to pay. A customer with good 
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creditworthiness, for example, may pay a prime rate 
plus two percentage points.

Laurie (1990:46) points out that financing by 
means of a bank overdraft is invariably cheaper 
than an instalment sale agreement, since interest is 
paid only on the outstanding amount. Money could 
be paid into the bank account regularly, in order to 
reduce the balance. A consumer could even have a 
credit balance in their bank account. With an instal-
ment sale agreement, the terms are fixed, with the 
result that the outstanding debt can be reduced only 
by means of fixed monthly instalments.

Laurie (1990:46) recommends that money could 
be borrowed against an insurance policy or by 
enlarging a housing bond. However, he warns against 
incurring long-term debt to purchase an asset with 
a limited (short) life. It should be possible, however, 
to reduce the increased bond amount by means of 
regular payments, otherwise excessive interest will 
have to be paid over a long period.

It is a good idea to discuss the financing with the 
bank beforehand, in order to eliminate the commis-
sion the seller (trader/dealer) would otherwise 
receive. Specialists could also be consulted in this 
regard.

Credit life insurance should be included in the 
instalment sale agreement. This means that a vehicle, 
for example, would be fully paid off in the event of 
the buyer’s death. Wear and tear and depreciation 
could be written off for income tax purposes.

Legislation prohibits a seller from selling a 
vehicle ‘voetstoots’ in an instalment sale agreement. 
This protects buyers against any latent (silent or 
invisible) defects the vehicle may have. After all, it 
is impossible to discover defective vehicle parts with 
the naked eye. If the buyer discovers a month later 
that the vehicle has serious defects, which it was 
impossible to detect with the naked eye, the seller 
has to repair the defects at their own cost in terms of 
the instalment sale agreement.

4.7.6 lease transactions
A vehicle may be leased in terms of a lease agreement, 
instead of buying it in terms of an instalment sale 
agreement. No deposit is required and the vehicle 
remains the property of the lessor. The lessee may 
buy the vehicle at the end of the leasing period (five 
years) at its current value, or return it to the lessor.

Only certain people qualify for a lease transac-
tion in terms of income tax legislation. A person 
who intends using the vehicle mainly for business 
purposes would qualify. When the lessee buys the 
vehicle after five years, its value has to be entered 
into the person’s balance statement. Professionals, 
such as doctors, advocates, directors and architects, 
often use lease transactions.

A lease transaction may also be concluded directly 
or indirectly, and the procedures are very similar to 
an instalment sale agreement. This method is partic-
ularly useful for people who wish to replace their 
vehicle after two or three years. Maximum benefit is 
derived in the form of income tax advantages, as the 
instalments are written off for income tax purposes 
(they are tax-deductible).

4.7.7 Personal loans
A personal loan involves an amount that may be 
borrowed over a specified term and at a specified 
rate. These loans may be granted by a family member, 
a friend, employers or financial institutions.

The procedures for a personal loan from a bank 
are more formal than a loan from a family member. 
More paperwork and negotiation are required for 
the former. A bank would be concerned mostly 
with the borrower’s ability to repay the loan. The 
borrower would also have to provide the bank with 
security to protect the bank from non-payment. The 
following are forms of security:
•	 Policies with surrender value
•	 Unit trusts
•	 Listed shares
•	 Fixed deposits and savings accounts
•	 A motor car
•	 A vacant plot
•	 A house.

A bank will accept any of the above as security for 
a personal loan. If the conditions of the loan are 
not adhered to, the bank can use the security at its 
discretion. It is advisable to keep to the loan agree-
ment.

4.7.8 credit cards
Credit cards are a form of financing that banks offer 
their clients. Cards are issued to clients, who may 
use them to buy goods and services. Cash facilities 
are offered together with this form of financing by 
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means of terminals linked to a mainframe computer 
at the bank. Applications for credit cards are care- 
fully evaluated, because the risks involved in credit 
cards are fairly high.

There are two kinds of credit card: those issued 
by financial institutions and those used in the retail 
trade. The latter merely facilitate the functioning of 
open accounts.

It is essential that credit card holders exercise 
self-discipline and restraint in their spending. In 
this way, the numerous advantages associated with 
credit cards can be enjoyed. A credit limit is usually 
attached to each credit card, which prevents exces-
sive spending. Coetzee (1991:42) lists the following 
advantages and disadvantages of credit cards:

Advantages
•	 There is no need to carry cash and run the risk of 

being robbed.
•	 Credit card insurance, at a minimal fee, ensures 

that the credit card holder will not suffer a loss if 
the card is stolen.

•	 Even without insurance, the cardholder is not 
liable for any transactions from the moment the 
theft of their card is reported.

•	 A budget account may be linked to a credit card, 
allowing the cardholder to buy an expensive item 
over a longer period.

•	 The cardholder receives a full statement of all 
purchases every month, which could serve as 
proof of purchases if the article has to be returned 
(if it is defective) to the seller.

•	 Most shops in South Africa accept credit cards.
•	 Uniform service is offered at a relatively low cost.
•	 Cardholders receive 25 days’ interest-free credit 

on purchases.
•	 A credit card account earns interest on a credit 

balance.

Disadvantages
•	 Credit cards may encourage people to incur debt.
•	 There is a levy for a lost card, but not when it is 

stolen.
•	 If the total monthly balance is not paid in full, 

interest is charged on the total balance (even if 
the balance is only R1).

Types of credit card
The most common credit cards used in South Africa 
are the MasterCard and the Visa card. They are 
issued by banks. There are also the so-called prestige 
cards such as American Express and Diners Club.

Both MasterCard and Visa card offer interest-free 
periods. Diners Club cards have no credit limit and 
are offered only to clients with very good creditwor-
thiness. This service is not readily accessible to the 
person in the street (Whittaker et al. 1990:98).

Types of account
Van der Watt (1991: 57) refers to two types of 
account that may be used for credit card purchases:
•	 A straight account
•	 A budget account.

When a consumer buys with a credit card, they must 
tell the seller what kind of account to use. A straight 
account is payable within the first three weeks of 
the following month. Thereafter, interest is payable 
on the outstanding balance. A budget account is 
paid over several months, because the purchases 
are bigger. Interest is charged, regardless of when 
payment occurs.

4.7.9 Petrol cards
Petrol and garage cards are issued to successful 
applicants. Petrol cards are credit cards that may 
be used to buy petrol at petrol stations. Interest is 
charged from the first day of purchase. Van der Watt 
(1991:58) points out that these interest payments 
could be avoided by retaining a credit balance on the 
petrol card account.

You should note that there are both debit petrol 
cards and credit petrol cards. Make sure you know 
the difference between a debit and a credit card. 
With the former, purchases are immediately debited 
to your account. With a credit card the amount is 
payable after a specific period (55 days, for example), 
depending on the type of card. (The period is even 
longer with a budget account.)

4.7.10 Mortgage bond loans
Mortgage bond loans are dealt with in Chapter 12 on 
purchasing a home (home financing) and will not be 
discussed here.
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4.7.11 home improvement loans
Homeowners sometimes require additional funds 
to build a swimming pool, an extra room, a garage 
or a fence. An additional loan or a bank overdraft 
may be used to pay for it. The larger the amount, the 
greater the advantage of a loan over an overdrawn 
bank account.

4.7.12 Student loans
Banks offer a special kind of loan to students. 
Usually, a policy is ceded to the bank as security. 
During the life of the loan, the interest rate charged is 
considerably lower than for a normal loan. Students 
commence repaying the loan as soon as they have 
completed their studies and receive a monthly salary.

4.7.13 lay-by
‘Lay-by’ means that a consumer buys an article 
and leaves it in the possession of the seller, because 
they do not have sufficient money to pay the whole 
amount at once. Regular payments are made to the 
seller until the full amount has been paid off, at 
which time the consumer takes possession of the 
article.

4.7.14 Pawn shops
Pawn shops take possession of goods as security for 
a loan. Once the loan has been paid off, the goods 
are returned. Goods are also bought at low prices 
from people who need money. Unemployment often 
results in the need for this kind of credit.

4.7.15 debit cards
In contrast to a credit card, purchases (or payments) 
made by means of a debit card are debited to your 
bank account immediately. A debit card therefore 
gives you greater control over your expenses, because 
you are aware much sooner of the expenses you have 
incurred, and you also know how much money (or 
credit) there is left in your bank account. In general, 
you will be able to avoid a debt crisis more easily 
by using a debit card than would be the case with a 
credit card.

You need not carry around large amounts of 
cash, and the transactions are far cheaper than 
using a cheque, for example. Some debit cards can 
be PIN-coded to give you access to ATM machines 
and electronic banking services. The greatest advan-

tage is that you know exactly what is happening in 
your bank account, because there are no pending 
credit card expenses that have to be processed at a 
later stage. A garage card is an example of such a 
debit card, which can be used to pay for fuel and 
oil, spares and repairs, vehicle maintenance, tollgate 
charges, and vehicle accessories.

A cashless society?
According to McArdle (2016:1), a cashless society 
would decrease crime as follows: ‘a decrease 
in the level of robberies; and a decrease in the 
number of criminal enterprises (based on cash). 
Unfortunately, your money could disappear because 
the government has taken it—perhaps wrongly, for 
“tax evasion” or other tax “mistakes”, or because of 
maladministration. Cash creates a sort of a cushion 
between ordinary people and a government with 
extraordinary powers.’

4.7.16 Buy-aid cards
A buy-aid organisation belongs to its members (the 
shareholders). They receive all the profits from the 
buy-aid (Fourie 2015:28). Examples of organisations 
offering buy-aid cards are: Cape Consumers; Samba; 
Koopkrag; and Pretorium Trust.

Watson (2015:29) describes the functioning of a 
buy-aid card as follows:
•	 The card has a monthly credit limit, similar to a 

credit card
•	 The limit is determined by the income level of the 

member
•	 When a member exceeds the limit the transac-

tion will be declined
•	 In November of each year the annual profit is 

paid to members in the form of bonuses – based 
on how much they spend during the year 

•	 Transactions are settled 45 days after month-end
•	 Members receive monthly accounts around 

the 20th of each month (reflecting transactions 
between the 16th of the previous month to the 
15th of the current month) 

•	 Accounts must be settled on the last day of the 
month

•	 Other sources of income for members come from 
interest on short-loans, hire purchase agreements 
and budget accounts

•	 A surcharge fee, transaction fee, card fee and 
administration fee are also levied. 

Personal Finance Management 5e.indb   124 12/12/2016   2:49:50 PM



125Chapter 4 Credit planning

4.7.17 Stokvels
Join a local stokvel (or savings group) and start 
saving each month to attain your own goals.

functioning
•	 You and a group of people will pay an amount 

each month to the stokvel.
•	 Say there are six people in the group and each 

pays R100 to the stokvel each month.
•	 Each month the stokvel receives R600 from the 

group.
•	 The six of you will each have a turn to receive 

the R600.
•	 This will help you to receive one large amount of 

money once in the six-month period.
•	 You can also borrow money from the stokvel if 

you make your payments each month.
•	 You will not receive interest on your money.
•	 You can use your large amount of money to pay 

your debts or to start a business.
•	 Remember that there are sometimes disagree-

ments among members of a stokvel.
•	 Members sometimes walk away with your money.

4.8 ThE crEdiT conTrAcT
A contract must satisfy many requirements before it 
is considered valid and legally enforceable. The same 
goes for credit contracts. You should remember 
the general requirements for establishing a valid 
contract, namely:
•	 There must be consensus between the parties 

(both must have the same purpose in mind when 
entering the contract).

•	 The parties must be legally competent (old 
enough, marital property regime, mentally 
competent, and so on).

•	 It must be physically possible to honour the 
contract (for example, it must be possible to 
borrow money and repay it).

•	 The contract must be legally enforceable.
•	 The required legal formalities must be met.

4.9 BuyinG And SEllinG A cAr
For a school leaver or young couple, a car is no 
investment. In fact, it is not even an investment 
in middle age. For at least the first 15 to 20 years 
after you have left school, you should invest as little 

money as possible in a car. Many young people, and 
older people, spend too much money on vehicles 
throughout their lives. This is a drain on investment 
and retirement money.

Why do so many young people have such expen-
sive cars? This is no mystery; a flashy new car makes 
you look good, especially in an affluent neighbour-
hood. People often buy four-wheel-drive vehicles 
as second vehicles to impress and improve their 
‘competitive edge’ further.

Many people think you are what you drive. 
Nothing could be further from the truth. Rather 
invest your money as soon as possible in property 
(a house or second home) and pay off your bond as 
quickly as possible. The person down the road may 
be buying one beautiful car after another, but ten to 
15 years from now, you will be buying one property 
after another in just as quick succession. For 20 or 30 
years, what you drive will be less impressive, but the 
value of your property and other investments will more 
than make up for it. After many years, your properties/
investments will start to look after you and allow you 
to buy expensive vehicles, because you can afford them 
and your financial future is already assured.

In the discussion below, we will look briefly at the 
following aspects regarding buying and selling a car:
•	 Talk to various people
•	 Deciding whether you want a new or used car
•	 Buying through a dealer
•	 A private sale
•	 Buying at an auction
•	 Hints for buyers
•	 Hints for sellers
•	 Further help and information
•	 How to finance the sale
•	 Buy, instalment sale or lease
•	 Car insurance
•	 What car to buy.

4.9.1 Talk to various people
When buying a car, you should talk to various people 
and interested parties, amongst others:
•	 Those who own a car
•	 Those who own the make of car you want (if you 

know what you want)
•	 More than one new car dealer
•	 People regarding buying a used versus a new car
•	 Suppliers of car financing
•	 Buyers and dealers regarding car prices.
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This will give you the information required to 
help you make a more informed purchasing deci-
sion. Also consult car magazines, for example, Auto 
Trader. It is very useful to compare the prices of 
similar models and the odometer readings of cars.

4.9.2 A new versus a used car
People buying a new car lose their money more 
quickly, because the value of a new car drops far 
faster than in the case of a used car. As soon as a 
new car is driven out of the showroom, it becomes a 
used car. The best value for money remains a well-
maintained car of about one to three years old, with 
a low odometer reading. Many used cars are virtually 
brand new even after five or ten years, because of 
their low odometer readings. Of course, the motor 
plan has usually expired because of the high age, 
even though it has done few kilometres. In the case 
of a three to five-year-old used car, you will be able 
to buy a far ‘larger’ car with a more powerful engine 
at the same price as a smaller, less powerful new car.

4.9.3 Buying through a dealer
According to Auto Trader (2001:4), buying a car from 
a dealer offers the buyer the maximum protection, if:
•	 It is a reliable, well-established dealer (business)
•	 The dealer subscribes to the code of conduct of 

the Motor Industries Federation (MIF).

The MIF looks after the interests of both buyers and 
sellers, and may be contacted to find out whether the 
dealer does indeed subscribe to the MIF code. Also 
ask the dealer for a detailed test in the case of a used 
car. The Automobile Association (AA) can help in 
this regard.

Furthermore, remember that you, as a buyer, 
have the right to:
•	 A car of a satisfactory quality (the average person 

test with regard to appearance, safety and dura-
bility)

•	 A vehicle without obvious defects (except those 
pointed out by the seller)

•	 The vehicle as described (for example, no 
previous accidents).

4.9.4 A private sale
A private sale can save you a great deal of money, 
as long as you know the owner very well (reliability, 
history, and so on). Alternatively, such a ‘cheaper’ car 

can cost and lose you a lot of money, for one or more 
of the following reasons, among others (Auto Trader 
2001:4):
•	 The car does not belong to the seller (it is stolen, 

borrowed, donated in terms of an antenuptial 
contract, or donated in terms of a settlement 
agreement during a divorce). It may be serving 
as security for a loan and actually belong to the 
lender of the money.

•	 It has never been serviced (has no service record).
•	 It has been involved in an accident.
•	 The seller can give no guarantees.
•	 The buyer enjoys fewer rights by law.

It is also possible that a dealer may create the impres-
sion of being a private seller. The reason is often a 
defective car or one with a selling price that is too 
high. Watch out for a dealer who, posing as a private 
seller, insists on bringing the car to your house.

4.9.5 Buying at an auction
You can pick up bargains at an auction, as long as 
you know all about the specific vehicle, the auction, 
the conditions of sale and the prices of similar 
cars. There are many risks if you do not have such 
knowledge, due to the short period prior to the 
auction, which leaves the potential buyer with little 
time to acquire such knowledge.

Auto Trader (2001:5) also points out the following:
•	 You may test drive the vehicle prior to the auction.
•	 The car’s history appears on the form on the 

windscreen.
•	 Stick to your bid limit and do not allow other 

bidders to panic you into exceeding this limit.
•	 The sale price does not include VAT (14%) or 

the buyer’s commission (usually 10% of the sale 
price).

4.9.6 hints for buyers
Swart and Coetzee (2000:28) offer potential buyers 
the following broad guidelines.

Step 1: Have a good look around and talk to a 
lot of people
•	 Make sure you know what you want.
•	 Beware of dishonest dealers.
•	 Decide on whether you want to buy a new or a 

second-hand car.
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•	 Is it a private purchase or do you want to buy 
from a dealer?

•	 Compare prices (shop around).
•	 Take the second-hand car for an AA inspection 

(ask about the cost).
•	 Take the car for a roadworthy test if the AA 

inspection is too expensive.
•	 Make sure that all the promises made by the car 

dealer are in writing.

Step 2: Study your contract and papers
•	 Ask about your rights.
•	 Ask about an instalment sale agreement.
•	 Ask whether the sale includes a warranty.
•	 Ask about the amount of insurance you will need.
•	 Ask if a maintenance or service deal is included.

Step 3: Know the cost and plan where you will 
get the money
•	 Know how much you can afford.
•	 Know if you can get financing from a family 

member or friend.
•	 Know if you can get a loan from a bank.
•	 Know how to use an instalment sale agreement. 

(You can get it directly from the bank, or the 
seller can help you to get one from the bank.)

•	 Know that you will have to plan to get a 10% 
deposit, in the case of an instalment sale agree-
ment.

•	 Know the different options of monthly payments; 
you can pay up to 72 monthly payments.

Auto Trader (2001:5, 6) offers some more hints:
•	 Test the vehicle in daylight, with the help of an 

expert.
•	 You enjoy greater legal protection if you buy the 

vehicle through a dealer, even if it is a stolen 
vehicle.

•	 The AA’s ‘Autocheck’ service can check the 
legitimacy of a vehicle’s engine number, chassis 
number and identification number.

•	 Make sure you get the vehicle’s registration papers 
from the seller.

•	 Have the AA’s ‘Autocheck’ service check whether 
the vehicle belongs to the person or a financial 
institution.

•	 Make sure that the ‘low’ odometer reading fits the 
car (eg interior scratches, worn carpets, damaged 
interior door handles).

•	 You can check the odometer reading through 
previous roadworthy certificates and service 
documentation (or by contacting the previous 
owner).

•	 Buy within your budget.
•	 Never do a deal over the telephone (first examine 

and drive the vehicle).
•	 Always negotiate regarding the selling price.
•	 Obtain a receipt that shows that the car is not a 

surety for a debt, and has been fully paid.
•	 Sign the change of ownership document and keep 

a copy.
•	 Ask a legal expert to help with the interpretation 

and assessment of possible guarantees.

4.9.7 hints for sellers
Auto Trader (2001:7) has valuable hints for sellers:
•	 Market the car in such a way (for example, by 

pointing out extras) that will make the car seem 
to be ‘value for money’.

•	 Let Auto Trader help you determine a realistic 
price.

•	 Remember that potential hijackers may phone 
you to view the car somewhere; be prepared.

•	 Do not simply hand the registration papers to 
potential buyers (or hijackers).

•	 You will probably recover the cost of a valet 
service in the selling price.

•	 Always negotiate in a civilised manner.
•	 Keep the car’s service record at hand.
•	 Also keep at hand any proof of recent repairs or 

improvements.
•	 The seller must inform the licensing authorities 

that the vehicle has been sold.
•	 Always keep the keys in your (as owner/seller) 

possession.
•	 Make sure that the car (and buyer) are insured, if 

you allow the other person (buyer) to test drive 
the vehicle.

•	 Never cancel the insurance before the sales trans-
action has been completed.

•	 Accompany the buyer to the bank to deposit the 
sale price.

•	 Let the bank help you to guarantee the deposit of 
the amount in a particular account.

•	 Make sure that cheques have the required bank 
clearance.

•	 Only then should you hand over the car to the 
buyer.
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4.9.8 further help and information
Important telephone numbers (Auto Trader 2001:4):
•	 AA Autocheck: 0861 601 601
•	 Motor Industries Federation (MIF): 011 789
•	 2542
•	 Insurance Ombudsman: 011 337 6525
•	 AA Technical Centres: Pretoria: 012 335 3850; 

Midrand: 011 315 2296; Boksburg: 011 826 4386; 
Randburg: 011 781 0366/7; Roodepoort: 011 
768 0642; Cape Town: 021 462 4426; Parow: 021 
930 2550/112; East London: 043 743 9880; Port 
Elizabeth: 041 585 9307; Bloemfontein: 051 448 
3279; Durban: 031 332 9212.

4.9.9 how to finance the sale
Of course, you should buy a car only if you can 
afford one. You should also buy only the car that you 
can afford. Very few people can pay cash for a car, 
so some kind of financing is normally used. A car 
instalment is not a trivial matter.

This is why it is important to make use of the 
best type of financing for your specific situation. You 
should know the following (after having done your 
homework):
•	 The interest rate(s) on the various options
•	 Whether you are entitled to a subsidy or allow-

ance, or do not receive either
•	 The tax implications of your buying decision
•	 The best after-tax financing plan
•	 Whether your company can structure your salary 

package around this buying decision
•	 The influence of your matrimonial property 

regime on your buying decision
•	 Whether you will require a deposit or not
•	 What the monthly premiums will be
•	 What your car insurance premium will cost
•	 What you may possibly get for your present car 

as a trade-in, which will mean a lower price for 
the new car

•	 Whether you will have to offer security (for 
example, an investment or ceding a policy) to 
obtain financing

•	 If you are buying the car for business purposes, 
you may make use of a lease to save tax

•	 The bank will not offer financing for a private 
transaction in the form of an instalment sale 
transaction (if you offer security, the bank will 
grant a cash loan)

•	 Remember that as soon as you sell the car, you 
must first pay the outstanding balance on your 
vehicle debt (always make sure that you ask the 
bank’s permission before you conclude the sale)

•	 You must negotiate with the bank about the 
financing rate (lending rate) in order to get as 
close to the prime lending rate as possible (or 
lower if you are a very good and creditworthy 
client)

•	 BMW, for example, offers approved used cars 
at a rate of 5% below the prime rate (of course, 
the selling price is somewhat higher than for a 
private sale, but a private sale holds greater risks).

ways of financing
Own finance
There are those who can use their own funds 
(investments) to buy a car. No money is borrowed, 
and the proceeds of a policy or unit trusts are used. 
This is fine, unless you get a subsidy or car allowance, 
in which case it is cheaper to borrow the money to 
finance the car.

Family
Some may get help from their parents or spouse. 
They may give (or lend) a cash amount, cede a policy 
or offer collateral such as a fixed deposit, in order to 
obtain a loan. You may also borrow money (with the 
necessary consent, of course) against your parents’ 
mortgage bond, provided the monthly instalments 
are repaid at the current interest rate. Family can 
therefore help in various ways. Always remember 
to honour to the letter any agreement you may have 
concluded with your family.

Bank overdraft
You may approach a bank for an overdraft facility 
to finance the sale. Normally, you will need to offer 
some sort of security/collateral for this loan amount. 
You could possibly request this overdraft facility if 
you have a paid-up or partly paid-up mortgage bond. 
The bank knows you, and may use your collateral for 
both debts.

An instalment sale agreement
You may ask the bank or car dealer for an instalment 
sale agreement. It is a more expensive method of 
financing, but could be your only hope if you have no 
funds of your own. According to this method you, the 
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buyer, pay a 10% deposit, after which you pay off the 
car over a period of up to 72 months. An instalment 
sale agreement is financed either directly (by the bank) 
or indirectly through the seller of the vehicle (the seller, 
in turn, enters into an agreement with the bank). With 
a direct transaction the agreement is concluded at 
the bank’s premises. With an indirect transaction the 
agreement is concluded at the seller’s premises. They 
then refer it to the bank by telephone, e-mail, telex, fax 
or in person for assessment.

The buyer takes immediate possession of the car, 
but the seller retains the right of ownership until 
the last instalment has been paid. The car therefore 
remains the seller’s security should the buyer fail 
to meet their obligations. Always include credit life 
insurance in your instalment sale agreement so that 
the car debt will be paid in full in the event of your 
death. Remember that a seller may never sell you a 
car ‘as is’ with such an agreement.

A lease
In the case of a lease, you pay for the car over a 
period of 60 months. However, you do not own the 
car, and at the end of this term, you have the option 
of buying the car at a residual value or of leasing it 
for a further period.

Rental
Rental is similar to leasing, except that VAT is 
not capitalised at inception, but is levied on each 
monthly rental amount.

4.9.10 Buy, instalment sale or lease
Schussler (2000:9) points out that someone without 
enough cash to buy a car should agree to an 
instalment sale agreement or lease. He comes to the 
following conclusions:
•	 For individuals, buying on an instalment sale 

agreement is cheaper than leasing.
•	 For businesses, leasing is cheaper than buying or 

an instalment sale agreement.

Of course, the type of business and the specific 
application of the car will also determine whether it 
should be bought with an instalment sale agreement 
or leased.

Furthermore, Van Tonder (2000:9) points out the 
following with regard to used cars that were previ-
ously leased with a residual value:

•	 The cars can be bought from dealers at a good 
price (where the dealer has decided to sell it 
after the lessee has decided not to buy it at the 
residual value, or does not wish to continue with 
the lease).

•	 If the initial residual value and valuation (which 
the dealer must calculate 30 days before the 
expiry date) are more or less R20 000, the dealer 
may not sell the car for more than R20 000 (in 
terms of the National Credit Act 34 of 2005).

•	 If you want to buy such a car, you must find out 
the real residual value and pay that amount.

•	 You must therefore pay the same as the price the 
dealer quoted the previous lessee (and no higher).

According to Duggan (2015:45), you pay an all-
inclusive sum for your transport when you lease a car. 
This may include the following cost items: compre-
hensive insurance; finance charges; vehicle tracking; 
and a profit margin. You have the option of adding 
a balloon payment at the end of your payment term. 
At the end of the term you have two choices, namely: 
hand back the car to the retailer (the residual value/
balloon payment falls away); or pay the residual 
value and take ownership. The leasing company 
controls ‘the behaviour’ of the customer (damage to 
the vehicle, high mileage, terminating the agreement 
before the agreed date and so on) by means of a 
possible penalty. He urges you to remember that the 
shorter the time, the higher the monthly payment, 
because most depreciation takes place in the first 
year. 

You can even lease a car for 6–12 months: this 
is useful mainly for overseas visitors (Duggan 
2016:47).

Leach, in Duggan (2016:47), provides the 
following options at the end of the lease:
•	 Return the vehicle without paying the residual 

value 
•	 Pay the residual value or finance the amount with 

an instalment sales agreement
•	 Trade in the vehicle for a new one. (If the trade-in 

value is higher than the residual value, you can 
use the extra amount as a deposit on the new 
vehicle—your monthly payment will be lower.)

Apart from instalment sale, lease and rental agree-
ments, NedCredit provides the following additional 
services:
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•	 Integrated vehicle-buying service. Apply directly 
to Nedbank, either online or by telephone, to 
find the vehicle of your choice at the best avail-
able discount, with trade-in facilities, test drives, 
registration and licensing, plus free delivery to 
your doorstep.

•	 Online car price search. Search for new car prices 
according to various criteria, such as make, price, 
engine capacity and monthly repayments.

•	 Online loan calculators. User-friendly graphics 
allow you to:

 – calculate the monthly repayments on your 
chosen car

 – calculate the interest you can save by using 
NedCredit

 – calculate how you can reduce your repayment 
term using NedCredit

 – calculate the tax payable on your car allowance 
or company car.

You buy a car for R120 000 at an interest rate 
of 12% over a 72-month period. Calculate your 
monthly instalment. Also calculate your instalment 
if you choose a 36-month repayment period.

Calculation: 72 months
•	 120 000; +/-; PV (the present value of the car)
•	 72; n (the number of months for the repayment)
•	 1; I/YR (the interest rate per month)
•	 0; FV (showing that the car has been paid off at 

the end of 72 months)

 
PMT = R 2 346.02 (the monthly instalment to settle 
the account)

Calculation: 36 months
•	 120 000; +/-; PV (the present value of the car)
•	 36; n (the number of months for the repayment)
•	 1; i/YR (the interest rate per month)
•	 0; FV (showing that the car has been paid off at 

the end of 36 months)
•	 PMT = R 3 985.72 (the monthly instalment to 

settle the account).

ExAMPlE of A vEhiclE loAn BAnK STATEMEnT ExAMPlE 4

4.9.11 car insurance
The supplier of your car financing (eg bank) will 
insist that you insure the car (which belongs to the 
bank at this stage). This must be comprehensive 
insurance. As mentioned in our discussion of 
protection planning in Chapter 15, car insurance 
forms part of your household insurance policy (ie 
short-term insurance).

4.9.12 what car to buy
The best car is the one that suits your needs, 
requirements and pocket the best. For example, a 
single person could buy a sports car, but a family 
needs a family car. Air conditioning could, for 
example, be necessary even in a small and cheaper 
car. You will find that a new car offers you a greater 
choice. For example, it may not always be possible to 
find a 2010 model of a specific colour at a specific 
price at a particular time. I recommend that you wait 
patiently for a used car while studying Auto Trader 
weekly, to get yourself up to date with the market.

4.9.13 what about a guarantee?
Most new cars come with a three-year/100 000km 
guarantee. In the case of a used car, there may be 
a guarantee, depending on the car’s age, odometer 
reading and price.

Forster (2000:71) points out that any guarantee 
excludes normal wear and tear.

Think carefully before buying an extended 
warranty on an old car or for too long a period (eg 
40 000 kilometres) if the car could be a stolen one.

4.9.14 Maintenance and servicing
A new or recent model will still have a service plan 
for the car. This means services will cost less than 
without it, as is the case with older models. Normally, 
such a service plan will require you to take the car 
to specific dealers for the service. Of course, such 
dealers will be reliable.

In the case of some models you may buy a service 
plan for a ten-year period, for example. In South 
Africa, so many cars are stolen that it is not worth 
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the effort and money to buy a service plan (if you 
have a choice) for 15 years, for example.

4.9.15 what to keep in your car
Forster (2000:70) points out that a motorist should 
keep the following in their car:
•	 A correctly inflated spare wheel, jack and wheel 

spanner
•	 A small toolkit
•	 Spare radiator hoses, fan belts, fuses and globes
•	 A torch with batteries
•	 A basic first-aid kit and rubber gloves.

4.10 E-ShoPPinG
Brown and Paul (2001:118) point out that e-shop- 
ping or e-banking is possible only if you have a 
computer, the correct software, and knowledge of 
how to link to the Internet.

E-shopping does not revolve only around 
price, but also around the following, according to 
McKenzie (2001:35):
•	 You buy when you have the time
•	 The convenience of the purchases (from your home)
•	 Help from support personnel
•	 The absence of people who hassle you at the 

shopping centre
•	 Availability of products
•	 No queues or rush-hour traffic
•	 The availability of international products
•	 Delivery to your doorstep (at a price).

It is also important to know that you should keep in 
mind certain costs and risks:

costs
•	 Product price (credit card)
•	 Telkom (your telephone account)
•	 ISP costs
•	 Delivery charges (sometimes in dollars/pounds)
•	 Import duties.

risks
•	 ‘Safe’ delivery
•	 Excessive prices
•	 Dishonest businesses (try www.about.com for 

reviews of the site).

If you want to sell something, you do the following:
•	 Choose a website

•	 Offer your item for sale
•	 Choose the auction period and your minimum or 

reserve price
•	 A prospective buyer will send you an e-mail and 

you will then have to conclude the deal yourself.

4.11 E-BAnKinG
E-shopping may be more expensive than normal 
shopping, but e-banking is cheaper than doing your 
banking in other ways. Banks save a great deal of 
money in this way, and all offer similar facilities. 
Contact the different banks in this regard.

4.12 finAnciAl incluSion
Bankseta (2013:1) defines microfinance as follows:  
‘the provision of formal financial services to low income 
households’.

Microfinance refers to the following: deposit 
services for the low income market, microloans to 
salaried individuals, microenterprise loans.; microin-
surance; stokvels; agricultural microfinance; affordable 
housing finance; and remittances.

According to Bankseta (2013:1), the term micro-
finance is largely associated with microlending and 
microcredit (consumer credit). Nowadays we refer 
to financial inclusion, including both the ‘access 
to’ and ‘usage of ’ products and services. The words 
Outreach (reaching more people) and Quality (what 
clients receive and how they receive them) are used.

I have referred to financial inclusion as ‘personal 
financial literacy education and awareness’ for the 
past 30 years and developed more than 70 books 
for the purposes of employee financial wellness and 
consumer education. The former and latter include 
the following: overcoming poverty; reducing income 
disparities; and increasing economic growth.

The Centre for Financial Inclusion (CFI) at 
Accion defines full financial inclusion as: 

‘A state in which everyone who can use them 
has access to a full suite of quality financial 
services, provided at affordable prices, in a 
convenient manner, with respect and dignity. 
Financial services are delivered by a range of 
providers, in a stable, competitive market to 
financially capable clients.’

According to Swart (1990–2016), personal financial 
literacy education enables the poor to:
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•	 Increase income levels and income opportunities
•	 Build humanitarian (non-financial) and 

economic assets (financial) 
•	 Improve the quality of their lives (at home and 

at work)
•	 Reduce poverty
•	 Stimulate economic growth.

According to Bankseta (2013:7), South Africa has 
much to celebrate with regard to financial inclusion. 
According to Swart (see financial literacy education 
in Chapter 1), South Africa misses the 30 year-old 
point with regards to financial literacy education, 
employee financial wellness. Consumer education 
and training books are available on all topics imagi-
nable, including: 

•	 Grade R to Grade 12 learners (28 books) in South 
Africa (also in Afrikaans, introduced and submitted 
to the Department of Basic Education in 2012) 

•	 The 18 million receivers of social grants: chil-
dren/youth with babies, caregivers, pensioners 
and the illiterate (introduced and submitted to 
the Department of Social Development in 2012) 

•	 Employees: books, learner workbooks, DVDs 
(black actors) in English, Northern Sotho, Zulu 
and Xhosa (since 1999) 

•	 Books in Arabian English and Arabic since 2008 
(Arabs and Muslims). Numerous other examples 
of papers (1990-) and articles (1990-).

The G20 leaders designed a set of 24 indicators to 
measure the current state of financial inclusion’ 
(Bankseta 2013:3).

Table 4.2: The G20 Financial Inclusion Indicators

cATEGory indicATorS

uSAGE

1 Formally banked adults % of adults with an account at a formal financial institution

Number of depositors per 1 000 adults OR

number of deposit accounts per 1 000 adults

2 Adults with credit by regulated 
institutions

% of adults with at least one loan outstanding from a regulated 
financial institution

Number of borrowers per 1 000 adults OR

number of outstanding loans per 1 000 adults

3 Adults with insurance Number of insurance policy holders per 1 000 adults. Segregated 
by life and non-life insurance

4 Cashless Transactions Number of retail cashless transactions per capita.

5 Mobile Transactions % of adults that use their mobile device to make a payment

6 High frequency of account use % of adults with high frequency use of formal account.

7 Saving propensity % of adults who saved at a financial institution in the past year.

8 Remittances % of adults receiving domestic and international remittances

9 Formally banked enterprises % of SMEs with an account at a formal financial institution

10 Enterprises with outstanding 
loans at regulated institutions.

% of SMEs with an outstanding loan or line of credit 
Number of SMEs with outstanding loans/number of outstanding 
loans OR number of outstanding loans to SMEs/number of 
outstanding loans

11 Points of Service—branches Number of branches per 100 000 adults 

➟
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AccESS

12 Points of Service—ATMs Number of ATMs per 100 000 adults OR number of

ATMs per 1000 sq. km.

13 Points of Service—POS Number of POS terminals per 100 000 inhabitants

14 E-money Accounts Number of e-money accounts for mobile payments

15 Interoperability of Points of

Service

Combined index of Interoperability of ATMs and

Interoperability of POS terminals

QuAliTy

16 Financial Knowledge Financial knowledge score.

Arithmetic score which sums up correct responses to 
questions about basic financial concepts, such as: 
(A) Inflation, (B) Interest rate, (C) Compound interest, 
(D) Money illusion, (E) Risk diversification, (F) Main 
purpose of insurance.

17 Financial Behaviour Source of emergency funding

18 Disclosure Requirements Disclosure index combining existence of a variety of 
disclosure requirements

19 Dispute Resolution Index reflecting the existence of formal internal and 
external dispute resolution mechanisms

20 Cost of Usage Average cost of opening a basic current account.

21 Cost of Usage Average cost of maintaining a basic bank current 
account (annual fees).

22 Cost of Usage Average cost of credit transfers.

23 Credit Barriers % of SMEs required to provide collateral on their last 
bank loan (reflects the tightness of credit conditions)

24 Credit Barriers Getting credit: distance to frontier

Measures the extent of informational barriers in 
credit markets

(Source: Bankseta 2013:3–4)

4.13 ThE nATionAl crEdiT AcT 
 34 of 2005 (ncA) – 
 inTroducTion And rolE
The National Credit Act 34 of 2005 has been in force 
since 1 June 2007.

The goals of the Act
•	 Protects consumers against illegal and reckless 

lending behaviour by credit providers

•	 Ensures that consumers do not take on too much 
debt

•	 Ensures that consumers do not pay too much 
(interest and fees) for their credit

•	 Forces all credit providers (such as banks, retailers 
and micro-lenders) to register with the National 
Credit Regulator (NCR)

•	 Forces all credit providers to register information 
on all credit transactions with the National Credit 
Register—as such they will have the information 
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needed to make a call about whether or not a 
consumer already has too much debt

•	 Provides consumers access to their credit history, 
which is kept by credit bureaux (CBs).

•	 Helps credit providers to make use of CBs in 
order to determine whether a consumer has a 
good or bad track record in repaying credit

•	 Helps consumers to determine whether the CB 
information is correct.

Some credit concepts (Minton 2016:9,14)
•	 Credit report. Gives you an indication of your 

payment history from the point of view of 
your creditors and helps you to detect mistakes 
regarding your payment history. The report 
consists of four sections, namely: personal infor-
mation, public information, credit history and 
enquiries from registered suppliers of credit

•	 Credit rating. Your credit rating can either be: 
poor, fair, good, or excellent.

•	 Negative listings. You obtain a negative credit 
report because of bad repayment habits, for 
example late or no repayments. The results will 
be judgements and defaults against your name.

•	 Debt collectors. A debt collector must be regis-
tered with the Council for Debt Collectors and 
obey its code of conduct. Study its code in order 
to protect yourself and empower yourself with 
knowledge about the allowed procedure, your 
rights and obligations against the onslaught from 
the debt collector—if/when applicable.

 Minton (2016:19) emphasises that your increased 
debt and costs at the time of payment/settlement. 
The best method to pay off legal debt is a nego-
tiated lump-sum settlement that is accompanied 
by a release from your judgement. She proposes 
professional assistance to compete with the legal 
team of the creditor(s).

•	 Debt counselling. You may choose a debt coun-
sellor to assist with your debt-predicament. For 
more information see 4.14.14 and 4.14.15.

4.13.1 credit marketing practices
Advertisements regarding credit must comply with 
the Credit Act:
•	 An advertisement may refer only to the avail-

ability of credit

•	 An advertisement may refer to the interest 
percentage or the minimum and maximum 
interest rates only

•	 If an advertisement (other than the former two) 
includes a monthly repayment or any other cost 
of credit, it must also include the following: 
instalment payable; number of instalments; 
total number of instalments (including interest, 
fees and compulsory insurance); interest rate 
percentage; and residual or final amount payable

•	 Advertisements on credit may not include the 
following statements: ‘no credit checks’; ‘black- 
listed consumers welcome’ and ‘free credit’

•	 Advertisements for ‘cheap credit’, ‘affordable 
credit’ or ‘low-cost credit’ must explain the cost 
aspects in full.

4.13.2 over-indebtedness and reckless 
 credit
A consumer is over-indebted if the information 
about the consumer shows that:
•	 The consumer will not be able to meet all finan-

cial commitments under all credit agreements to 
which the consumer is a party.

•	 A consumer may apply to a debt counsellor to be 
declared over-indebted.

A credit provider is reckless when the provider:
•	 Fails to do a credit check on the consumer.
•	 Did a credit check and granted credit despite the 

fact that the credit assessment showed that the 
consumer did not understand the agreement.

•	 Did a credit check and granted credit despite the 
fact that the credit assessment showed that the 
consumer would be over-indebted.

4.13.3 what is credit/debt?
According to the Act, credit includes the following:
•	 You buy goods or services and undertake to pay 

over a period of time
•	 You borrow money and undertake to pay over a 

period of time.

4.13.4 who is a consumer?
In respect of a credit agreement, ‘consumer’ means:
•	 The person to whom goods and services are sold 

under a discount transaction, incidental credit 
agreement, or instalment agreement.
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•	 The person to whom money is paid or credit is 
granted, under a pawn transaction

•	 The person to whom credit is granted under a 
credit facility

•	 The mortgagor, under a mortgage agreement
•	 The borrower, under a secured loan
•	 The lessee, under a lease
•	 The guarantor, under a credit guarantee.

4.13.5 who is a credit provider?
A credit provider is any person or business that sells 
goods and services or lends money to consumers 
and expects to be paid at a later date.

4.13.6 what is a credit agreement?
A credit agreement includes the following:
•	 A credit facility (where a credit provider supplies 

goods or services to a consumer who agrees to 
pay at a later date)

•	 A credit transaction (a pawn transaction, an inci-
dental credit transaction – interest on an arrears 
account, an instalment agreement, a mortgage 
agreement, a secured loan, a lease, and so on

•	 A credit guarantee (where one person under- 
takes to pay something if the other person does 
not pay).

Types of credit agreements:
•	 A small credit agreement (less than R15 000)
•	 An intermediate credit agreement (between 

R15 000 and R250 000)
•	 A large credit agreement (above R250 000).

4.13.7 what is a credit bureau?
A credit bureau is a business that:
•	 Accumulates information about consumers
•	 Supplies information to credit providers (in order 

to help them evaluate the creditworthiness of 
consumers).

Information about credit consumers includes the 
following:
•	 Personal information
•	 The credit history of the consumer (credit appli-

cations, credit agreements and payment history)
•	 The financial history of the consumer (income, 

assets and debt).

The national credit regulator (ncr)
•	 Is responsible for regulating the consumer credit 

industry
•	 Consists of a board of people
•	 Is considered to be a juristic person
•	 Can be contacted at 0860 627 627
•	 Refers unresolved complaints to the National 

Consumer Tribunal.

The national consumer Tribunal
•	 Handles complaints which cannot be resolved by 

the NCR
•	 Is a juristic person
•	 Intervenes in any action that is contrary to the 

Act
•	 Has the power to adjudicate on any related 

matter, like a court of law
•	 Has the power to order somebody or some party 

to pay certain costs.

4.13.8 consumer rights and obligations
Your rights as a consumer include the right to:
•	 Apply for credit
•	 Be protected against any form of discrimination
•	 Be given reasons why credit is refused
•	 Receive understandable information
•	 Receive documents
•	 Confidential treatment
•	 Insure that any information held by credit 

bureaux meets national standards and includes 
the right to have these records removed

•	 Access information.

Your obligations as a consumer include the obliga-
tion to:
•	 Supply as much information as possible to the 

provider
•	 Be truthful
•	 Pay according to your agreement terms
•	 Keep the credit provider informed.

4.13.9 unlawful credit agreements
A credit provider may not:
•	 Force you into an agreement that comes into 

effect if a consumer refuses the credit offer
•	 Increase the credit limit of the consumer without 

the consumer’s request or permission to do so
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•	 Harass the consumer at home or at work (this 
happens all the time) in order to sell goods and 
services on credit.

4.13.10 defaulting and debt  
  enforcement

default of the consumer
A consumer is in default if payments were not 
made to the provider in accordance with the credit 
agreement.

A credit provider is in default if the provider:
•	 Did not evaluate the consumer’s credit position
•	 Did not explain the credit agreement to the 

consumer
•	 Evaluated the consumer’s credit position and still 

allowed the consumer to become over indebted.

Interest, charges and fees
The table shows how the maximum rates can be 
calculated.

TyPE of crEdiT MAxiMuM inTErEST rATE

Mortgages (repo rate x 2.2) + 5% p.a.

Credit facilities (repo rate x 2.2) + 10% p.a.

Unsecured credit (repo rate x 2.2) + 20% p.a.

Development 
credit

(repo rate x 2.2) + 20% p.a.

Short-term credit 
transactions

5% per month

Other credit 
agreements

(repo rate x 2.2) + 10% p.a.

Incidental credit 
agreements 

2% per month

The repo rate (RR) is the interest rate which is deter-
mined by the South African Reserve Bank in order 
to contain inflation (Swart 2015:18).
RR = the ruling South African Reserve Bank repur-
chase rate

4.13.11 consequences and debt 
  enforcement
Where a consumer is in default, the Act allows the 
credit provider to enforce the debt as follows:

•	 The provider must give the consumer 20 working 
days’ notice, in writing, that the account will be 
closed

•	 The provider will also inform the consumer that 
a negative report about the consumer will be sent 
to credit bureaux and the NCR

•	 The provider will recommend that the consumer 
consult a debt counsellor to arrange for the 
payment of the account

•	 The account will be reinstated if the consumer 
pays the account within 20 days

•	 The debt counsellor may declare the debt to be 
reckless, where the credit provider is in default

•	 The debt counsellor will recommend to the court 
to declare the debt reckless

•	 The court will declare part of the debt or the total 
debt as reckless.

No legal action against the consumer is possible 
while the debt counsellor is still busy with the 
consumer.

4.13.12 reckless credit
If a court declares the debt to be reckless:
•	 The contract is cancelled immediately
•	 All the rights of the credit provider are cleared 

to the state
•	 All money paid by the consumer must be repaid 

to the consumer
•	 The consumer must still pay the debt
•	 The debt must be paid to the state.

4.13.13 repossession
When a debt counsellor does not advise a recon-
structing of the consumer’s debt within 20 days:
•	 The credit provider can take action in a court
•	 No goods may be repossessed without a court 

order
•	 An officer of the court will undertake the repos-

session
•	 A consumer may voluntarily give the goods back 

to the provider.

4.13.14 Termination of credit 
  agreements
A credit provider may terminate the credit agreement 
if a consumer is in default of the agreement.

Late payments to credit providers may cause you 
to end up with one or more of the following:
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•	 No future credit
•	 Blacklisted at the credit bureau
•	 Debt collection
•	 The repossession of your goods (household 

items, vehicle, dwelling).

debt counselling
•	 All South African who earn an income qualify for 

debt counselling
•	 The NCR endorses the counselling process
•	 A debt counsellor will help you to repay your 

debt after negotiating with the financial or credit 
provider

•	 A debt counsellor must register you with the 
NCR

•	 You must complete a registration form in order to 
be registered for the purposes of debt counselling

•	 Upon registration you receive immediate protec-
tion against your creditors (credit providers)

•	 All debt has to be rearranged within 60 working 
days

•	 All payments thereafter will be made according 
to this restructured payment plan (lower monthly 
payments)

•	 An existing summons will be handled as a sepa-
rate claim against your income

•	 Once you are registered, the counsellor will help 
you to make payments according to your income 
and see to it that you do not lose any assets. You 
cannot use your credit card(s) while receiving 
counselling

•	 Your card(s) must be destroyed and returned to 
the credit provider(s)

•	 You cannot incur more debt while undergoing 
counselling

•	 If you are married in community of property, 
both you and your spouse must be registered for 
debt counselling

•	 If you are married out of community of property, 
only one spouse needs to be registered.

4.13.15 The debt counselling process
Debt counselling is not merely some advice you get 
from someone about your debts. It involves much 
more. Debt counselling was introduced in terms 
of the National Credit Act to assist persons with 
too much debt who cannot repay it. About 100 000 
South Africans apply for debt counselling every year. 

As you will see, applications are not just accepted 
blindly (Swart 2014:24).

The aim is to change your financial behaviour 
and habits positively forever and to rehabilitate you 
with respect to incurring debt.

what is a debt counsellor?
A debt counsellor is a natural person (not a juristic 
person) who negotiates on behalf of consumers with too 
much debt (which they cannot repay) with their creditors 
about the repayment of their debt. Do not confuse a 
debt counsellor with a financial adviser. The counsellor 
is someone who has to help you to start and 
successfully complete the debt-counselling process.

The negotiation can be compared to a buyer and 
seller who are trying to agree on a price. In this case 
the seller (the creditor(s)) must make an offer (the 
monthly amount to be repaid) for the repayment of the 
debt to the buyer (you, the borrower). The creditor(s) 
will accept or reject the offer and make a counter-offer. 
This counter-offer will be accepted or rejected by the 
counsellor (who is acting on your behalf). The coun-
sellor’s offer will always be in line with what you as 
debtor, with all your debt, are really able to repay. 

have your creditors already started legal 
proceedings?
If one or more of your creditors has already started 
legal proceedings against you, this debt is excluded 
from the debt to be taken into account during debt 
counselling. These creditors can prosecute you as 
and when they want to. You cannot claim any legal 
protection in terms of the National Credit Act, 
unless the creditor(s) caused you to incur too much 
and unnecessary debt.

how long can debt counselling last?
When you have been accepted for debt counselling, it 
will be terminated only when you can continue with 
normal payments, like a person who is not subject 
to debt counselling. You therefore do not remain in 
debt counselling until you have no more debt, but 
only until you no longer have too much debt.

The national credit Act 34 of 2005
The National Credit Act came into effect on 1 June 
2007. The Act protects you inter alia in the following 
ways:
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•	 You are protected against the reckless lending 
practices of creditors (for example, organisations 
where you open accounts and where you borrow 
money, such as banks) 

•	 You are protected against incurring too much 
debt

•	 You are protected against too high interest rates 
and fees

•	 You are protected against unregistered retailers, 
banks and micro-lenders

•	 All credit transactions by consumers must be 
registered with the National Credit Register by 
credit providers

•	 You have access to your credit history with credit 
bureaux

•	 You can check with credit bureaux whether your 
credit information is correct. 

who is involved in your debt counselling? 
Different persons are involved in your debt counselling, 
including you and your spouse; the debt counsellor; 
the creditor or creditors; credit bureaux; the payment 
distribution agent; the National Consumer Tribunal 
or a court; or perhaps a magistrate.

debt counselling is a process
Debt counselling involves a number of steps that 
necessarily take time. The steps include (Riley 2014; 
Swart 2014:25):

•	 Remember! Firstly, you will note that the 
steps were preceded by your view of ‘financial 
freedom’

•	 Secondly, it is hoped that they will end with 
‘true financial freedom’, but this will happen 
only if you:
•	 Make your repayments punctually
•	 Do not incur unplanned debt again.

1. You apply—complete an application form
2. Debt counsellor—assesses your applica-

tion within 30 working days (too much debt, 
struggling only a little, unnecessary debt 
permitted by credit providers)

3. Debt counsellor—informs creditors and credit 
bureaux and requests total debt amounts

4. Debt counsellor—draws up a repayment plan

5. Debt counsellor—sends plan to registered 
payment distribution agent

6. For 60 working days after submitting your 
application you are protected against ‘new’ pros-
ecution by creditors

7. Creditors—provide debt totals within five 
working days

8. Debt counsellor—determines whether you will 
be able to repay your debt and whether you 
qualify for counselling

9. Debt counsellor—informs creditors and credit 
bureaux of possible counselling

10. Debt counsellor—determines what you will 
really be able to repay to your creditors

11. Creditors—accept or reject debt counsellor’s 
new plan within 60 working days

12. Creditors accept plan—debt counsellor gets 
consent order from National Consumer 
Tribunal/court within 60 working days

13. Payment distribution agent—pays creditors
14. Payment distribution agent—provides payment 

statements to creditors and debt counsellor
15. Creditors reject plan—debt counsellor draws up 

and motivates new application to magistrate’s 
office

Be 100% honest
Your honesty about all your debt and everything 
that you owe wherever to whomever will help you 
with your application for counselling, and when 
the amount that you can repay every month is 
determined.

Select a good debt counsellor
As we experience elsewhere, the competence of 
counsellors differs. First find out whether the 
counsellor is registered with the National Credit 
Regulator (0860 627 627) and has a certificate with 
the required logo. Experience, studies, references 
and professionalism are also important. 

For related problems, contact: 
•	 The Credit Ombudsman—credit transaction 

problems (Tel: 011 781 6431; Fax: 086 683 4644; 
Email: ombud@creditombud.org.za)

•	 The National Credit Regulator—debt counselling 
problems (Tel: 011 554 2600; Fax: 011 554 2871; 
Email: info@ncr.org.za; complaints@ncr.org.za) 
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is debt counselling free?
No, you must take the following costs as prescribed 
by the Credit Act into account:
•	 An application fee 
•	 A rejection fee if your application for debt coun-

selling is not accepted
•	 The debt counsellor’s fee at the beginning of the 

debt counselling process
•	 A monthly fee until your debts have been paid off
•	 Legal costs for which you will be liable during the 

debt counselling process.

The Act limits the total interest and collection fees 
that may be levied on your outstanding debt. This 
amount may not exceed twice the amount of your 
outstanding debt.

debt counselling protects you
It is important to apply timeously for debt 
counselling. It does not help to try too late to stop 
or avoid the legal action of creditors. The Credit Act 
and the subsequent debt counselling process cannot 
be used or abused for this purpose.

Be warned
Your creditor can withdraw from the process if you 
do not meet your debt obligations in terms of the 
repayment agreement. A few thousand such cases 
of withdrawal occur every month. Thousands of 
people repay too little or just withdraw because 
of disappointment that the process is not a magic 
solution to their lifetime of incurring debt. The 
process demands constant discipline from your side 
with respect to the timeous, accurate and agreed 
repayment of your debt. Sometimes it can be easier 
to get into something than to get out of it again. This 
applies to debt as well as to the debt counselling 
process.

In addition to the debt counselling process, the 
repayment of your debt takes up a lot of time—your 
lifetime! Make sure that you and/or your spouse do 
not incur too much debt. Do not allow your attitude, 
behaviour and actions in the presence of your debt 
to land you in the counsellor’s office. Plan your debt 
with the aid of your budget. 

4.14  ThE conSuMEr 
  ProTEcTion AcT 68 of 2008 
  (cPA)
The Consumer Protection Act is one of the most 
important pieces of legislation in South Africa. The 
main purpose of the Act is to:
•	 Protect consumers against exploitation and 

unfair marketing practices
•	 Empower them in making informed purchasing 

decisions.

The Act will impact on most business transactions. 
There are, however, some transactions that will fall 
outside the scope of the Act.

The Consumer Protection Act regulates the 
following:
•	 Every transaction between a supplier and a 

consumer involving the supply of goods and/or 
services in the ordinary course of business

•	 The promotion of such goods and services that 
could lead to the transaction being entered into 
(advertising and marketing).

•	 Consumers complain about marketing, goods 
and services and agreement matters. The Act will 
protect consumers and help them to get:

 – What they paid for
 – What they have been promised.

Consumer complaints can be directed to the 
National Consumers’ Commission:
•	 Tel: 0861 843 384
•	 Fax: 021 394 2558
•	 E-mail: contactus@thedti.gov.za
•	 Complaint  forms:  www.dt i .gov.za/ccrd/

complaintforms.htm
•	 Post complaint forms to: The Department 

of Trade and Industry, National Consumers 
Commission, Consumer Complaints; Private Bag 
X84, Pretoria, 0001.

other protection in South Africa: where to 
get help
1. With banking problems: The Ombudsman for 

Banking Services
 ShareCall: 0860 800 900 Tel: 011 712 1800 Fax: 

011 483 3212 Post: PO Box 87056, Houghton, 
2041 Email: info@obssa.co.za Website: http://
www.obssa.co.za.
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2. With credit transaction problems: The Credit 
Ombud

 MaxiCall: 0861 662 837 Tel: 011 781 6431 Fax: 
086 683 4644 Post: PO Box 805, Pinegowrie, 
2123 Email: ombud@creditombud.org.za 
Website: http//:www.creditombud.org.za.

3. With debt counselling problems: The National 
Credit Regulator

 ShareCall: 0860 627 627 Tel: 011 554 2600 Fax: 
011 554 2871 Post: PO Box 209, Halfway House 
1685 Email: info@ncr.org.za or complaints@ncr.
org.za Website: http://www.ncr.org.za.

4. With financial advice problems: The Ombud for 
Financial Service Providers

 Tel: 012 470 9080 Fax: 012 348 3447 Post: PO 
Box 74571, Lynnwood Ridge 0040, Email: 
info@faisombud.co.za Website: http://www.
faisombud.co.za.

5. With investment problems:  The Financial 
Services Board

 ShareCall: 0800 110 443 Tel: 012 428 8000 Fax: 
012 346 6941 Post: PO Box 35655, Menlo Park, 
0102 Email: info@fsb.co.za Website: http://www.
fsb.co.za.

6. With tax problems: The Tax Ombud
 Sharecall: 0800 662 837 Tel: 012 431 9105 Fax: 

012 452 5013 Email: complaints@taxombud.gov.
zaWebsite: http://www.taxombud.gov.za.

7. With pension fund problems: The Pension Fund 
Adjudicator

 Tel:012 346 1738 Fax: 086 693 7472 Post: PO Box 
580, Menlyn, 0063 Email: enquiries@pfa.org.za 
Website: http://www.pfa.org.za.

8. With medical scheme problems: The Council for 
Medical Schemes

 MaxiCall: 0861 123 267 Fax: 012 430 7644 
– inquiries; 012 431 0608 – complaints; 
Post: Private Bag X34, Hatfield, 0028 Email: 
complaints@medicalschemes.com Website: 
http://www.medicalschemes.com.

9.  With short-term insurance: The Ombudsman for 
Short-term Insurance

 ShareCall: 0860 726 890 Tel: 011 726 8900 Fax: 
011 726 5501 Post: PO Box 32334, Braamfontein, 
2017 Email: info@osti.co.za Website: http://
www.osti.co.za.

10. With life assurance: The Ombudsman for Long-
term Insurance

 ShareCall: 0860 662 837 Tel: 021 657 5000 Fax: 
021 674 0951 Post: Private Bag X45, Claremont, 
7735 Email: info@ombud.co.za Website: http://
www.ombud.co.za.

11. With consumer-related problems: (a) The 
National Consumer Commission

 Tel: 012 761 3200 Fax: 086 758 4990 Post: Private 
Bag X84, Pretoria, 0001 Email: complaints@
thencc.org.za Website: http://www.nccsa.org.za.

12. With consumer-related problems: (b) The 
Consumer Goods and Services Ombud

 ShareCall: 0860 000 272 Fax: 021 532 2095 Post: 
PO Box 3815, Randburg, 2125 Email: info@cgso.
org.za Website: www.cgso.org.za.

13. With motor vehicle problems: The Motor Industry 
Ombudsman of South Africa

 MaxiCall: 0861 164 672 Fax: 086 630 6141 Post: 
Suite 156, Private Bag X052, Lynnwood Ridge, 
0040 Email: info@miosa.co.za Website: http://
www.miosa.co.za.

14. With fiduciary problems (estate planning prob-
lems): The Fiduciary Institute of Southern Africa

 Tel: 082 449 2569 Fax: 011 295 8262 Post: PO 
Box 27026, Benrose, 2011 Email: secretariat@
fidsa.org.za Website: http://www.fidsa.org.za.

15. With fixed property transactions - The Estate 
Agency Affairs Board Tel: 087 285 3222 Post: 
Private Bag X10, Benmore, 2010 Email: eab@
eaab.org.za.
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My dEBT TABlE

crEdiTor ToTAl STill 
owinG 

(r)

rATE of 
inTErEST 

(%)

MonThly 
PAyMEnT 

(r) 

MonThS To 
PAy

rEASonS 
for dEBT

Example

Micro-lender

Loan to buy 
furniture

TOTAL DEBT

TlhAGiSo yAKA yA diKoloTo

BAKoloTiwA PAloMoKA 
yEo E SA 

KoloTwAGo 
(r)

rEiTi yA 
MoroKoTŠo 

(%)

TEfo yA 
KGwEdi lE 

KGwEdi 
(r )

diKGwEdi 
TŠA Go 

lEfA

lEBAKA lA Go 
dirA SEKoloTo

Mholala 
Moadimisi 
wa ditšhelete

Kadima ya 
tshelete ya go 
reka diaparo

Kadimo ya 
tšhelete ya go 
reka TV

PALO-MOKA 
YA SEKOLOTO

My dEBT TABlE (in EnGliSh, norThErn SoTho, Zulu And xhoSA) ExAMPlE 5
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iTAfilE yAM yETyAlA

umntu 
endili- 
netyala 
kuye

isixa 
endingekasihla

wuli siphelele

(r)

inQanaba 
lenzela

(%)

intlawulo 
yenyanga 

(r)

iinyanga 
zokuhlawula

isazathu

setyala

Umzekelo 
Umbolekisi 
Weemali 
Ezencini

Imali 
yemboleko 
yokuthenga 
ifanotshala

Imali 
yemboleko 
yokuthenga 
impahla 
yokunxiba

Imali 
yemboleko 
yokuthenga 
umabonakude

ISIXA 
SETYA LA 
SIPHELELE

iThEBuli yAMi yESiKwElETu

Enginkwele- 
dayo

isamba 
engisasi- 
kweleta 

(r)

izinga 
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4.15 SuMMAry
In this discussion we explained that credit should 
not be used at random. It requires thorough 
planning beforehand, based on knowledge and 
information. Credit should be used effectively 
within the constraints of the household budget. 
Mismanagement of credit has far-reaching 
consequences for many people. Think of the 
numerous daily liquidations, and never forget the 
following: ‘Borrowed money is a good servant but 
a bad master’.

4.16 SElf-ASSESSMEnT

•	 Explain the importance of debt/credit planning.
•	 Explain the concept ‘debt self-management’.
•	 Discuss how you would handle a debt crisis.
•	 Briefly explain the functioning of three credit 

instruments.
•	 Explain financial inclusion.
•	 Explain the functioning of the Credit Act.
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After studying this chapter, you will be able to:
•	 Explain the importance of career planning
•	 Explain what choosing a career involves

•	 Explain the influence of studies and continued 
education on personal finances.

lEArninG ouTcoMES

Maria comes from a rural area, where she has 
not learnt a lot about her future after school. To 
her, life has been about the family’s daily survival. 
Today, at seventy, she is a housewife and still has 
her daily household activities.

Three of her eight children have degrees, but none 
of them can get a job.

What do you think can be done (by whomever) to 
ensure job opportunities in South Africa?

cASE STudy

5.1 inTroducTion
Pursuing a career is linked to the significance 
that work or working plays in people’s lives. Work 
sustains life in the sense of biological survival; it 
is a source of lifetime earnings and it can sustain 
the quality of life of the individual, the family and 
the broader community. In many ways, the idea of 
having a job or work has become synonymous with 
following a career, because of the perceived stability 
it provides in terms of life earnings.

Various meanings are assigned to the concept 
career, namely career as advancement, career as 
profession, career as a lifelong sequence of work expe-
riences and career as a lifelong sequence of role-related 
experiences (Hall 1976; Schreuder & Theron 1997). 
Bird (1994:325) defines a career as the accumula-
tion of information and knowledge embodied in skills, 
expertise and relationship networks acquired through 
an evolving sequence of work experiences over time.  
Work experiences are not in themselves a career; 
they are the primary building blocks of a career. The 
nature or quality of a career is defined by the infor-
mation and knowledge that is accumulated.

For the purposes of this book, however, ‘career’ 
is defined as the lifelong process of accumulating 

knowledge through an evolving sequence of work 
experiences over time. The nature and quality of the 
knowledge and skills acquired over a lifetime, deter- 
mine an individual’s employability and thus their 
earning potential.

Organisations all over the world are changing 
in terms of structure, labour composition, reward 
systems, service contracts, technology and infor-
mation. As a result of technological, economic and 
political developments, careers must be viewed as 
opportunities for lifelong learning and evolving 
the capacity to be employable, and not in terms of 
having a stable job with the possibility of upward 
movement within an organisation.

Within this context, the concept of the ‘bounda-
ryless’ or entrepreneurial career is emerging. In 
contrast to the traditional ideas on employment, 
which emphasised stability, hierarchy and clearly 
defined job positions for career progression, the new 
type of organisation requires employees to:
•	 Quantify the cost of studying
•	 Decide whether they should start their own busi-

nesses rather than work for someone else
•	 Find employment during times of unemployment
•	 Base their feelings of security on processes rather 

than on structures, on skills instead of job titles, 
and on a feeling of fulfilling a certain role rather 
than on advancing up the career ladder.

Africanisation
 

The unemployed
According to Onyeiwu (2015:2), Africa’s ‘future 
economic growth depends on whether massive 
youth unemployment is addressed. Of Africa’s 1 033 
billion people, 200 million are between the ages of 
15 and 24, making the continent’s population the 
youngest in the world. 

➟
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‘Globally, almost a third of this age group will 
be African by 2050. Almost one out of every two 
Africans lives in extreme poverty.’

Onyeiwa (2015:3) explained that alongside this 
poverty, you find the very rich. The latter enriched 
themselves not by means of hard work, innovation 
and entrepreneurship. Instead they committed 
theft and corruption with public funds. 

The employed
According to the Bankserve Africa Disposable 
Salary Index (BDSI) South Africa, (Nkabinde 
2015:1):

The number of people earning less than R4 000 per 
month has decreased by 10.9% since 2014

The number of people earning between R4 000 to 
R10 000 per month has decreased by 1.7% since 2014

The number of people earning between R50 000 to 
R100 000 per month has increased by 17% since 2013.

Levy in Schussler (2015:1) stated that ‘pay-raise 
demands in excess of inflation, are adding to the 
unemployment crisis’ in the South African mining 
sectors.

The pay gap
Extensive research conducted by Moneyweb and 
Profile Media analysed the remuneration packages 
of 966 South African executive directors of 329 
listed companies (Van Niekerk 2015:1). Some of the 
results were as follows:

The guaranteed annual salaries of these directors 
are around 22 times the salary of their rank- 
and-file employees.

If bonuses are added to the directors’ pay, this ratio 
increases to 32 times.

There is also a significant disparity between 
executives receiving their pay cheques in foreign 
currencies compared with those who are paid in 
rand. Those earning in dollars, pounds and euros 
earn nearly three times more than those paid 
in rand. The average salaries of these directors, 
including bonuses, amount to R17,5 million, while 
their South African peers earn about R6 million.

Inequality is a global and African theme. The 
introduction of a pay gap ratio rule is an indication 
of how serious these countries are about the 
inequality problem (Bloomberg 2013). 

➟

Some inequalities explained
‘From 1978 to 2012 effectively all of the increase 
in wage inequality nationally has been due to 
increasing disparities from company to company. 
They also found that the male-female wage gap 
within companies has shrunk noticeably’ (Orszag 
2015:1).

Exporting our jobs
Mandaza (2015:2) said that: ‘African economies 
are mainly extractive economies. Africa today 
still is largely a supplier of raw materials, and one 
way of graphically explaining this to students,’ he 
continued, ‘is to say that when you are exporting 
raw materials, you are exporting jobs.’

Schreuder and Theron (1997:113) point out that the 
traditional view of the career path (moving upward) 
is being replaced by the notion of moving easily 
across functional boundaries and organisations, 
thus emphasising the importance of multiple skills. 
Career success is assessed by the amount of learning 
that has taken place, the nature and quality of 
knowledge that has been accumulated over a period, 
and thus by the marketable skills of the individual.

According to the banking sector (2016:1) and 
Oluwajodu et al. (2015): ‘South Africa is experi-
encing growth in its graduate labour force, but 
graduate unemployment is rising with the overall 
unemployment rate. Graduate unemployment is 
problematic, because it wastes scarce human capital, 
which is detrimental to the economy in the long run.’

Mgqwashu (2016:1) emphasises the following: 
‘Part of the reason post-colonial and post-apartheid 
educational policies are not succeeding is because 
they are biased towards outcomes that are relevant 
only for, and to, an urbanised context. They exclude 
rurality’.

In 2014 South Africa had a rural population of 
19 279 777. The World Bank (2015:8) defines the 
rural population as follows: ‘the difference between 
total population and urban population’.

According to Howard (2016:2): ‘… It is in our 
best interest to educate as many of our citizens as 
possible.’ Otherwise, ‘We will be unable to produce 
the educated workforce necessary to ensure our 
future economic stability, our national security …’.
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5.2 ThE iMPorTAncE of cArEEr 
 PlAnninG
In this chapter, the emphasis falls on individual 
career planning as an important aspect of personal 
financial planning. The ultimate or primary objective 
of personal financial planning is to achieve financial 
independence before and after retirement. Despite 
the different individual interpretations of financial 
independence, the role played by career planning 
as a prerequisite for achieving personal financial 
objectives cannot be over-emphasised.

Career planning can be described as the process 
by which individuals determine short- and long-term 
career goals. These goals are determined through a 
process of obtaining self-knowledge (which includes 
knowledge of values, personality type, and prefer-
ences, interests and abilities) and information about 
the ideal career role, the work environment within 
which the career will be pursued, and the lifetime 
earnings that can be achieved.

Career development is defined as ‘an ongoing 
process by which individuals progress through a 
series of stages, each of which is characterised by a 
unique set of issues, themes or tasks’ (Greenhaus & 
Callanan 1994:7). Schreuder and Theron (1997:16) 
note in this regard that a career consists of different 
stages and that the individual is confronted with 
different issues during each of these stages. Effective 
career management requires knowledge of the 
distinctive physical and psychological needs of the 
individual. The career needs of the trainee, those of 
the employee in midcareer, and those of an employee 
approaching retirement are not the same. Each of 
the various stages will involve decisions based on 
particular criteria, which may be objective (financial 
and other economic conditions, sociological factors 
such as family and education) and/or subjective 
(personal preferences, aspirations, orientations and 
interventions). These decisions will eventually affect 
the individual’s earning power and ultimately his or 
her net worth or wealth. Your standard of living can 
be only as high as your chosen career allows, unless 
you also take on a part-time job.

5.3 chooSinG A cArEEr
Lindhard (1988:5) points out that a career is a way of 
life. In other words, a career is not merely a means 
of earning money in order to keep the wolf from the 

door. Lindhard believes that a career should be in 
line with the lifestyle to which you aspire.

Donald Super’s theory on career choice is as 
follows (in Lindhard 1998:7): ‘A person expresses his 
idea of the kind of person he is in the kind of career 
he chooses. Work then becomes a chosen life style 
which matches his abilities, interests and values.’ 
In the process of choosing a career, people tend to 
project their image onto various careers in order to 
find the most suitable one.

The changing nature of jobs and organisations 
necessitates a perspective on career choice and 
planning that emphasises the need to experience 
personal meaning in work and to find a purpose in 
life. Schreuder and Theron (1997:121) note in this 
regard that success is seen as embracing not only 
economic gain, but also spiritual and emotional 
development.

It is important to choose the career with the best 
potential. Boone and Kurtz (1989:32) stress that 
growth in a specific industry is the most impor-
tant indication of continuous career opportunities. 
It is generally accepted that the service industry is 
experiencing the greatest growth at present. The 
manufacturing industry is showing slower growth, 
while there are few employment opportunities in the 
mining and agricultural industries.

Growth and the concomitant employment oppor-
tunities also differ within the same industry (for 
example, the service industry). The area in which 
jobs are available determines the potential of such 
jobs. Obviously, an area with economic growth will 
hold better future prospects within a specific career. 
Similarly, growth in a specific company is associated 
with better career opportunities.

Somebody asks a 60-year-old man if he does not 
want to retire. He replies that he would prefer to 
continue working. He has also heard that the death 
rate is very high in that profession (Lombard 2016).

Some careers offer several possibilities. For 
example, training in financial management provides 
a person with a wide spectrum of career opportuni-
ties. Financial training qualifies one for a career in 
banking, investment, stockbroking or estate agency. 
Employees or potential employees should study 
trends in the economy during their career planning. 
Gerber et al. (1988:256) point out that employees 
should find out which skills are required during 
shortages of labour, which technological changes are 
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taking place, and how government policy may influ-
ence the labour market in the future.

Information on careers in South Africa can be 
obtained from school and public libraries, as well 
as from the career guidance services of universities. 
When you decide on a career, you must have a sound 
knowledge of self. You must know who you are, what 
you like and what you dislike. Block et al. (1988:13) 
suggest asking the following questions:
•	 Do I like working with people, or do I prefer 

working by myself?
•	 Do I enjoy taking risks, or do I prefer stability 

and predictability in my work?
•	 Do I prefer initiating my own work, or do I prefer 

well-structured work?
•	 Am I primarily motivated by money, or do other 

factors play a bigger role?
•	 Am I prepared to travel, or do I prefer working 

in one place?
•	 Do I prefer work which requires a university 

degree as a prerequisite or not?

You could do a personal stock take. Boone and Kurtz 
(1989:32) list the following questions you could ask 
yourself:
•	 What are my career objectives? What kind of 

work am I doing at present and where would I like 
to see myself in five years’ time? Is any training 
required in order to achieve my objectives?

•	 What are my personal interests? What do I like 
most about my work or what I have been involved 
in until now? What do I enjoy most (working 
with people, figures or machines)?

•	 What skills do I possess (verbal, numerical)? 
(Aptitude tests can be very useful in this respect.)

•	 What is my educational background? (This refers 
to school performance and tertiary education. 
You should try to relate your educational back-
ground to a specific career.)

•	 What positions have I held (for example, prefect 
at school) or what kind of work have I done up 
to this point? What kind of responsibility was 
attached to these positions? (Try to establish 
which aspects of these positions were pleasant 
and which were unpleasant.)

•	 What are my hobbies and personal interests?

Answers to these and similar questions should give 
you an indication of the kind of work you would 
enjoy. Personality traits, such as humour, leader-
ship, friendliness and patience, can make a person 
suitable or unsuitable for a specific kind of job. For 
example, it is highly unlikely that an introvert would 
be a successful personnel manager.

Personal values also play a role in career choice. 
By personal values, we mean what a person expects 
from a career and how they should go about accom-
plishing their tasks. A very honest person will feel 
extremely frustrated (and ultimately resign) if their 
employer expects them to lie a great deal of the 
time. Lindhard (1988:21) defines values as enduring 
personal convictions, in other words, believing that 
certain behavioural patterns and life expectations 
are more important to you than other behavioural 
patterns or expectations. He believes that people will 
never experience career satisfaction if their values 
and work activities are not in harmony.

Individual values differ considerably. For many 
people money is top of the list, while for others secu-
rity, status and independence are more important 
aspects of their jobs.

Schreuder and Theron (1997:122) note that all 
capabilities involved in each previous phase of an 
individual’s life should be examined. It is also neces-
sary to analyse the skills that would be required in 
your ideal career, because some of them will have 
to be acquired. This will determine your learning 
goals, for example goals concerning practical skills 
in personal financial planning.

The personal resources that you presently 
possess can be identified by engaging in some form 
of assessment. This can range from self-assessment 
and gaining feedback from friends and colleagues to 
more formal assessment by a psychologist or coun-
sellor for recommendations on career issues, taking 
into account personality traits, personal situation 
and the willingness to take risks.

The assessment will need to address a number 
of areas, including your qualities, knowledge, skills, 
attitudes and beliefs, and will depend on the change 
you are seeking. You will then need to compare your 
personal resources with those that will be necessary 
if you are to reach your goals and maintain yourself 
satisfactorily when you get there.
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5.4 ThE nEEd for EducATion 
 And TrAininG
The need for education and training (whether 
in-service [on-the-job] training or further 
studies) cannot be over-emphasised. Whether job 
opportunities are scarce or plentiful, candidates with 
the best marketable skills, knowledge and attitude 
will always be best equipped to achieve their career 
objectives. The costs involved in education and 
training should be regarded as an investment for a 
successful career leading towards the ultimate goals 
of achieving financial independence early in life. 
However, education and training do not necessarily 
guarantee a successful career, since other factors also 
play a role.

To begin with, it is important to draw a distinc-
tion between education and training. Education 
is a process that stretches over your entire life. 
Conversely, training is the learning of specific abili-
ties in order to follow a certain career path. Today’s 
employers are looking for more than what has been 
learnt at school or in formal education studies. They 
want people with a package of broad practical and 
personal skills that will be an asset to their organisa-
tion. Because the job market is so competitive, it is a 
case of doing proper homework on what is required 
by industry and equipping yourself with the know-
ledge and skills to ensure that you are marketable.

The transformation process in South Africa has 
resulted in numerous initiatives and change drivers 
on a national level to redress the past unfair discrim-
ination in education, training and employment 
opportunities. A central theme in all the prevalent 
transformation initiatives is co-operation and part-
nership between government, industry and formal 
and private educational and training institutions 
to enhance the skills of the labour force to enable 
it to contribute more effectively to the social and 
economic development of the nation at large.

5.4.1 The cost of studying
The costs involved in studying at a college, university 
of technology or university are high, so it is essential 
to choose the correct study plan. If you find that you 
want to change your career after two or three years 
of study or in a job, you have incurred unnecessary 
costs. Sometimes it takes years and even a lifetime to 
make up this lost ground.

It is very important that prospective students 
weigh the costs involved in a certain study direc-
tion against the financial dividends (salary) they will 
eventually receive. Someone who studies for seven 
years and then decides to become a teacher probably 
will feel frustrated at having incurred all the costs 
for relatively poor remuneration. On the other hand, 
a medical practitioner will have the opposite experi-
ence and feel that their investment in studying (also 
for seven years) was financially worthwhile.

It is generally anticipated that the costs involved 
in post-matriculation education (tertiary education) 
are going to rise dramatically. Parents should plan 
for possible study costs for their children if they 
intend studying further. We are not implying that 
the financial dividends attached to certain careers 
are of equal importance to everyone. Nevertheless, 
the return on any investment should always be kept 
in mind.

In order to avoid unnecessary or wasted study 
money, parents should help their children to find 
information on possible study directions, which 
match their children’s abilities and interests. It 
should be noted that a hobby does not guarantee a 
successful career in the same field. Often, hobbies 
are replaced with others within a few years.

Parents who see that their children are uncertain 
about possible careers could advise them to work 
at a bank. In this way they may learn more about 
themselves and about the careers that will best suit 
them. In fact, they could be encouraged to take any 
job for a while to stimulate their decision-making 
and possibly lead them in specific study directions.

Besides the content knowledge you acquire in 
your field of study, you also gain from the experi-
ence and ideas of lecturers and friends during your 
study period. People who attend tertiary educational 
institutions generally have a wider frame of refer-
ence than those who do not have this opportunity.

Potential students who do not have the funds for 
full-time study could study part-time. They could 
find a job and pay for their studies over a longer 
period. Evening classes are available at under-or 
postgraduate levels at educational institutions.

Distance education is another possibility. The 
University of South Africa (Unisa) offers corre-
spondence courses. More self-discipline is demanded 
for this method of studying than is the case at resi-
dential universities.
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Costs are also involved in the following aspects:
•	 The distance between home and the educational 

institution
•	 The availability of transport (a motor car) or the 

cost of public transport
•	 The closeness to a library and/or lectures
•	 The availability of a study loan from an institu-

tion or employer
•	 The availability of state subsidies
•	 The specific course to be followed
•	 The number of subjects to be taken at a given 

time
•	 The number of people in the same household 

intending to study.

Bursaries are sometimes granted for high scholastic 
performance (five As in Grade 12) or high symbols 
at a university. Application forms for bursaries can 
be obtained from educational institutions. However, 
not all bursaries are free. Some bursaries are granted 
on condition that the recipient works for the institu-
tion for the same number of years as the bursary was 
taken. Potential holders of bursaries should make 
sure that they are prepared to work for three to five 
years for a certain institution as part of their bursary 
obligations.

Vacation work is another method of covering the 
costs involved in studying. Afternoon or evening 
work could be considered, depending on the timing 
of classes. Students may consider selling products for 
a commission over weekends.

5.4.2 A ‘must do’
Many writers on career planning agree that further 
education and training have become ‘a must’. 
They regard it as a prerequisite for effective career 
planning in South Africa. The supply of labour 
exceeds the demand by far, and this situation will not 
change overnight. On the one hand, the population 
is growing rapidly, and on the other hand, there is 
poor economic growth, which means that sufficient 
job opportunities can never be created.

There is intense competition for the jobs avail-
able. Those with the best educational qualifications 
are in a better position to obtain jobs, to keep them 
and be promoted to higher positions. Posts that were 
filled by people with Grade 12 in the past are now 
being filled by graduates. This fact reinforces the 
argument for higher educational qualifications.

5.5 fAcTorS ThAT influEncE 
 EArninG PowEr
Boone and Kurtz (1989:26) list the following factors 
that may affect a person’s earning power:
•	 Educational qualifications
•	 Earnings in specific careers
•	 Specific industries (growth industries)
•	 Geographical considerations (workplace).

We referred to these aspects earlier.
Someone who is prepared to accept risks will 

normally earn more money as a result of the positive 
relationship (correlation) between risk and return. 
Those who work harder will also normally earn 
more than their colleagues in a similar post.

The importance of continuing education and 
training must be emphasised. Nobody can afford 
to be complacent because they studied 12 or 20 
years ago. Because the work environment is so 
dynamic today, all workers have to adapt to the 
demands of the workplace and increase their level 
of education and training on a continuous basis.

5.6 JoB-hunTinG
Looking for a job is a full-time job in itself as it takes 
a lot of time and effort, but it can also be exciting and 
challenging. Although job-hunting can be daunting 
and stressful, there is no way around it; you need to 
find out what you want and expose yourself to as 
many opportunities as possible. Success depends on 
how well you plan your strategy, your determination 
and sheer persistence.

Nelson (1996:73–76) provides the following 
guidelines for job-hunting:
1.  Do research:

•	 Read as much as you can about each job you 
investigate, and then eliminate those you are 
not so sure about.

•	 Make a list of all the careers that interest you.
•	 Reduce your list to the three careers that 

interest you the most.
2. Ask questions:

•	 What is the financial potential in this field, 
both immediately and in the future?

•	 What employment possibilities exist?
•	 What is the potential for personal growth and 

development?
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•	 What are the prospects for career advance-
ment?

•	 Do I have the qualifications? If not, what do I 
need to do to qualify?

•	 What will training cost?
•	 Will I enjoy working in the type of environ-

ment offered; for example, will I be required 
to work indoors or outdoors?

•	 What is the dress code? Am I prepared to wear 
a suit every day?

•	 Will I have to commute and, if so, how far?
•	 How much will this cost?
•	 Will I have to move in order to get this type 

of job?
•	 Will I be able to study further while I am 

working?
•	 Do the ethics involved in this career conform 

to my own values?
•	 Will I have to work long hours or shifts?
•	 Is there any possibility that this job may 

become obsolete in future?
3.  Make lists:

•	 List the pros and cons for each career.
•	 List everything you think you will enjoy about 

the job.
•	 Now list the things you think you will dislike.
•	 If your likes outweigh your dislikes, you are on 

the right track.
4. Know the company:

•	 Find out which companies would be suitable 
as possible employers. Contact your local 
Chamber of Commerce, look in theYellow 
Pages, or contact the Department of Labour.

•	 List names and telephone numbers, and the 
names of the people to contact as well as their 
titles and positions.

•	 Find out as much as possible about the 
company – it can be crucial when you go for 
an interview.

•	 Keep information neatly filed and easily 
accessible. By the time you have gone for a 
few interviews, you may become confused. 
Insufficient knowledge of the company and 
people you are dealing with could lose you the 
job.

5. Take action:
•	 Approach the marketplace confidently and be 

well prepared.

•	 Be assertive in your search without being 
aggressive.

•	 Maintain a positive attitude. People sense 
when you are depressed or pessimistic and will 
respond in a negative way. Be realistic—job-
hunting may take weeks, even months.

•	 Remain motivated, even when it seems as if 
you will never find the job you want.

6. Where to look for a job:
•	 Read the job advertisement section in the 

newspapers.
•	 Send your CV and/or application form to your 

list of possible employers.
•	 Register with an employment agency.
•	 Telephone possible employers and set up 

interviews. This is possibly the most effective 
way of finding work, as many jobs are never 
advertised. You may telephone at just the right 
moment.

7. Job-hunting tips:
•	 Make sure that you are in a quiet place when 

you telephone prospective employers.
•	 Before making the call, double-check to whom 

it is that you want to speak and ask for that 
person by name.

•	 Rehearse what you want to say. It is easy to 
become tongue-tied and flustered when you 
are nervous.

•	 Have the following items close by: a pen and 
paper so you can take down details such as 
directions if you get an interview; a diary, in 
case you need to make an appointment; and 
your CV, so that you can answer questions 
clearly without hesitation.

•	 If you are responding to an advertisement in 
the newspaper, have it with you so that you 
can describe which one you are responding to. 
Big companies often advertise more than one 
job at a time.

•	 Your telephone manner will be your first 
opportunity to impress a possible employer. 
Speak calmly and clearly and try to convey 
confidence as well as a positive attitude. Be 
polite and friendly, but not over-familiar. Try 
to sense when the person to whom you are 
speaking wants to end the conversation, but 
do not be abrupt. Practise a few telephone 
calls with a friend.
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•	 If you get an interview, offer to deliver your 
CV to the interviewer. This will give them an 
opportunity to study it and understand your 
skills and abilities. The result will be a far 
more positive and constructive interview.

•	 At the end of the conversation, thank the 
person politely for their time, even if it 
appears that you are unsuitable for the job or 
that the vacancy has already been filled. You 
never know when you may need to apply to 
the company again in future.

•	 A professional approach is vital. Treat your 
job-hunting as a job in itself. It may be tedious 
and take a while, but if you do it properly and 
in a disciplined manner, it will pay off in the 
end.

•	 ‘Temping’ is now seen as a respected career 
choice, and is great for trying a few different 
fields before you commit yourself. It looks 
better on your CV than job-hopping, and 
many employment agencies have an abun-
dance of short- and long-term positions 
readily available.

•	 Key attributes sought by employers include 
ambition, motivation, interpersonal skills, self-
confidence, direction, initiative, imagination, 
communication skills, maturity, enthusiasm, 
time management, teamwork, leadership, and 
the ability to handle conflict.

Job-hunting is not about sending out hundreds of 
CVs and waiting for a reply. Networking can be a 
powerful and useful strategy, which you can employ. 
Nelson (1996:77) notes in this regard that networking 
is simply identifying people and organisations that 
could be of use to you in your job-seeking, and then 
approaching them.

An information interview is also an active job- 
hunting technique. In an information interview 
the job-seeker does the interviewing by discussing 
opportunities and the practicalities of the job, and 
trying to expand the list of contacts with a person 
who is already employed in that field.

Information interviews can help you to increase 
your knowledge about a field of interest, help to 
clarify and redefine career goals, allow you to intro- 
duce yourself to potential employers in a pleasant, 
low-stress atmosphere, and help you to establish 
a network of contacts that could lead to future 
employment.

5.7 your own BuSinESS
Instead of working for someone else, you might 
want to start your own business and work for 
yourself. Someone who can organise and manage 
resources (human, physical/material and financial) 
in such a way that they make a profit out of these 
resources is called an entrepreneur. Such a person 
possesses certain characteristics, which people 
who earn a salary do not possess. Perseverance, a 
healthy attitude towards risk-taking and an ability 
to solve problems are probably the most important 
characteristics.

For a school-leaver or person who has recently 
completed their studies, the decision to start an 
own business does not hold too great a risk. It is 
often said that it is the best time to start a business, 
because the person has only an old motor car to lose 
if the business does not succeed. A middle-aged 
person, or someone about to retire, could stand to 
lose everything they have amassed over many years 
if the enterprise fails.

A young entrepreneur usually has little knowl-
edge, financial means or business experience. The 
latter does not disqualify them from starting a busi-
ness, however. Numerous big companies throughout 
the world began in this way. What is important, 
though, is that apart from making use of opportuni-
ties that arise, an entrepreneur should be prepared to 
accept risks and take chances. People who prefer the 
security of a job in the public service fall outside this 
category. Usually, quality of life does not play too 
great a role in an entrepreneur’s life. A true entrepre-
neur is constantly seeking challenges.

People have to decide for themselves whether 
they are prepared to work hard for themselves, take 
big risks and pay for all mistakes made in the enter-
prise. This means paying for others’ mistakes as 
well, whether they like it or not. Managing people 
is the primary task and problem area, after the 
profit objective. The survival of the enterprise is 
just as important, because it is a continuation of the 
primary objective of any business enterprise, namely 
maximum wealth over the long term for the owners 
of the enterprise.

Potential entrepreneurs should also note that 
certain enterprises could initially be conducted from 
home. This saves costs on renting premises, which 
means that more money is available for stock or 
other equipment.
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In the case of someone who inherits a sum of 
money or an asset, this could be used to buy an 
existing business. However, for a retired person 
living on a pension, the risks involved in investing 
this money in a risky business should be weighed up 
against the certainty of realising sufficient profits. 
Besides, older (retired) people do not have the 
time or physical energy to start providing for their 
retirement all over again. They may also be sick and 
unable to compete with younger people in a dynamic 
labour market.

5.8 BEinG unEMPloyEd
An unemployed person is someone who does 
not have a job. Unemployment causes frustration 
because of the lack of money to buy food and other 
necessities. Unemployed people may compare 
themselves with others and feel like a failure. Self- 
image suffers and they may feel inferior in the 
company of friends. If they are the breadwinner of 
the family, this has far-reaching consequences for 
the rest of the family.

5.8.1 reasons for unemployment
There are numerous reasons why people are 
unemployed or lose their jobs. As companies close 
down or leave the country, thousands of workers 
are often dismissed. The enormous population 
growth makes it virtually impossible, given the 
country’s economic growth, to create sufficient job 
opportunities. People are also dismissed when they 
are no longer capable of doing a certain job, or of 
doing it as well as others. Some people become 
too old for a job, while others become disabled 
at a relatively young age as a result of diseases or 
accidents. Others have no training or educational 
qualifications and therefore remain unable to enter 
the labour market. The unemployment problem is 
here to stay, irrespective of how the problem is going 
to be addressed.

5.8.2 how to tackle unemployment
Be positive
Firstly, it is essential never to come to terms with 
unemployment. An unemployed person should 
make a conscious decision to tackle this situation 
in a positive manner and with a positive attitude. 
A person who accepts their unemployment with 

resignation is a defeated person. They must decide to 
do everything in their power to find a job, regardless 
of the nature of the job. It is vitally important that 
an unemployed person should be prepared to do any 
(morally acceptable) job to maintain themselves and 
the household (if applicable).

Make plans
Secondly, plans must be made to find a job. It will 
certainly not help to sit at home and wait for work 
to arrive on the doorstep. All comes to those who 
wait, if they work while they are waiting. Action 
is required. If a person who works on a computer 
becomes unemployed, they could learn to work on 
other programs, in other words, improve on their 
existing skills and research similar careers in which 
jobs may be available.

An unemployed person could also register for a 
course (for example, a six-month course in secre-
tarial work) and borrow money from friends or 
family to pay the course fees. The course should be in 
a field (for example, technical) that holds reasonable 
promise of work, that is, where there is a shortage of 
trained workers. Obviously funds, whether available 
or borrowed, will be needed for these suggestions.

There are several alternative jobs or even odd 
jobs a person can do without the need for large sums 
of money or even any money. For example, a person 
could wash cars or carry parcels in a shopping mall, 
or go from door to door to wash windows or dogs 
for a small fee. Being ashamed of certain jobs will 
not bring food to the table. A hungry person cannot 
afford to pick and choose when it comes to work 
(which is scarce in any case).

Whatever job a person does, the important thing 
is that it should be done well. In this way, a person 
can use their previous job as a reference for another 
job somewhere else. If they do a good job, people 
will be happy to recommend them. People should 
realise that such work may be their last chance of 
finding any work. Similarly, they should realise that 
this work, if done thoroughly and with pride, could 
be the beginning of a flourishing business.

Persevere in your efforts
Thirdly, an unemployed person should consult 
every possible source of jobs on a continuous basis. 
An up-to-date CV can be a great help. Several 
copies should be made and the CVs submitted to 
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as many potential employers or personnel agencies 
as possible. All unemployed people should register 
with the Department of Labour.

Newspapers, the radio and television should 
be consulted daily for available (vacant) posts. If a 
person cannot afford a newspaper, he or she could 
ask people to give him or her theirs after they have 
read them. A morning newspaper must be obtained 
and read within 24 hours, otherwise the information 
may be too old to use. It creates a very bad impres-
sion if a person telephones an employer about a 
vacant post that was filled two weeks earlier. It is a 
waste of time to read the previous week’s newspaper.

Not all vacant posts are advertised. Unemployed 
people often go from company to company to 
enquire about vacant posts. They should take their 
CVs with them so that they can submit them if the 
opportunity arises. They should even be prepared 
for an unexpected interview with an employer.

Friends and family are always a source of infor-
mation for an unemployed person. Hopefully, they 
will be concerned and try to help. Friends and family 
may even have their own business enterprises and be 
prepared to employ an unemployed family member 
or friend, either temporarily or permanently. Any 
kind of assistance, even short term, should be 
grabbed with both hands by an unemployed person.

how To GET A JoB

•	 Know yourself (skills, talents, the type of job you would like to have).
•	 Know what careers are out there (the type of work, workplace, pay package, skills you need to do 

the job).
•	 Ask a recruitment agency to help you apply for a job.

how To KEEP A JoB

•	 Know what your boss expects from you.
•	 Ask your boss if you do a good job.
•	 Attend training courses to improve your skills.
•	 Give your best and always try to work well with others.
•	 Help to improve your work environments.

how To STArT A BuSinESS

•	 You must have a very good idea before you can start a business.
•	 You need money to start a business.
•	 Ask somebody to help you draw up a business plan (eg Business Partners, Khula Enterprises, Ntsika 

Enterprises).
•	 Take the business plan to the bank to help you with financing (money).
•	 When you have the money, you can start your business.
•	 You must register the name of the business (ask an accountant to help you).
•	 When you are the only person in the business, you will be the owner-manager of the business.
•	 You can also register a Company.
•	 When two or more of you start a business, you can register a Company or a Partnership.
•	 Consult an insurance broker to help you with business insurance.
•	 You can also buy a business — ask a business broker to help you. ➟

how To GET A JoB (in EnGliSh, ExAMPlE:  
norThErn SoTho, Zulu And xhoSA)  

1

Personal Finance Management 5e.indb   155 12/12/2016   2:49:53 PM



Personal Financial Management156

KA Moo o KA hwETŠAGo MoŠoMo

•	 Itsebe (makgoni, ditalente, mouta wa mošomo woo o o Nyakago).
•	 Tseba gore ke mešomo efe yeo e khwetšegago mohuta wa mošomo, lefelo la mošomo, 

sephuthelwana sa moputso tsebo yeo e nyakegago go ka dira mošomo woo).
•	 Kgopela mohlankedi wa tša go thwala batho a go thuše go dira kgopelo ya mošomo.

KA Moo o KA SwArElElAGo MoŠoMonG wA GAGo

•	 Tseba seo mongmošomo a se nyakang go tšwa go wena.
•	 Botšiša mongmošomo gore a naa o šoma gabotse.
•	 Tsenela dithuto tša thupello go kaonafatša bokgoni bja gago.
•	 Šoma gabotse ka moo o ka kgonago gomme o šome gabotse le babangwe.
•	 Thuša go kaonafatša tikologo ya moo o šomago.

KA Moo o KA ThoMAGo KGwEBo yA GAGo

•	 O swanetše go ba le mogopolo o mo botse pele o ka thoma kgwebo ya gago.
•	 O hloka tšhelete go thoma kgwebo.
•	 Kgopela yo mongwe gore ago thalele thulanganyo ya kgwebo (mohlala Bagwebimmogo, Khula 

Enterprises, Ntsika Enterprises).
•	 Tšea thulanganyo ya gago ya kgwebo o e iše polokelong gore ba go thuše ka tšhelete.
•	 Ge o na le  yona tšhelete, o ka thoma kgwebo yeo e leo ya gago.
•	 O swanetše go ngwadiša  leina la kgwebo ya gao (kgopela mohlankedi wa tša ditšhelete gore a go 

thuše).
•	 Ge e le gore o tee mo kgwebong, o tla ba mong-molaodi wa Kgwebo.
•	 Oka ngwadiša gape Company.
•	 Ge le le bababedi goba go feta moo le thoma kgwebo, le ka ngwadiša Company goba 

kgwebommogo.
•	 Rerišana le moeletši wa inšorense go go thuša ka inšorense ya kgwebo.
•	 Gape, o ka reka kgwebo — kgopela morekiši wa kgwebo go go thuša.

indlElA yoKufuMAnA uMSEBEnZi

•	 Sazi isiqu sakho (iintlobo zobuchule, izipho, uhlobo lomsebenzi onqwenela ukuwenza).
•	 Zazi iintlobo zemisebenzi efundelwayo eziphaya (uhlobo lomsebenzi, indawo yengqesho, isixa 

sentlawulo, iintlobo zobuchule ekufuneka unazo zokuba wenze umsebenzi).
•	 Cela umthunywa omemela kwingqesho ukuba akuncedise ukwenza isicelo somsebenzi.

indlElA yoKulondoloZA uMSEBEnZi

•	 Yazi into elindelwe ngumphathi wakho kuwe.
•	 Mbuze umpathi wakho ukuba ingaba usebenza kahuhle na.
•	 Yiya kwizifundo zoqeqesha ezicwangcisiweyo zokuphucula hintlobo zobuchulebakho.
•	 Yenza kakhule kangangoka kwaye uzame ukusebenza ngokuncomekayo nabanye.
•	 Ncedisa ekuphuculeni imo ekungqongileyo yomsebenzi. ➟

Personal Finance Management 5e.indb   156 12/12/2016   2:49:53 PM



157Chapter 5 Career planning

indlElA yoKuQAliSA iShihini

•	 Kufuneka ube nofifi oluncomekayo phambi kokuba ukwazi ukuqalisa ishishini.
•	 Kufeneka ube nemali yokuqalisa ishishini.
•	 Cela umntu othile akuncedise ukuzoba isicwangciso seshishini(umzk. Abaligane Kwishishivi, Khula 

Enterprises, Ntsika Enterprises).
•	 Yisa isicwangciso seshishini ebhanki ukuze ikuncede ngemali.
•	 Wakuba unayo imali, ungaliqalisa ishishini lakho.
•	 Kufuneka ubhalise igama leshishini(cla ingcali kwizibalo ze-accounting ukuba ikuncede).
•	 Ukuba nguwe wedwa kwishishini lakho, uya kuba ngumnini-mphathi weshishini lakho.
•	 Usenako nokubhalisela i-Company.
•	 Ukuba nibabini okanye ningaphezulu kwesibani abantu abaqalisa ishishini, ningabhalisela 

i-Company okanye i-Partnership.
•	 Zidibanise nomthengisi we-inshorensi ukuba akuncede nge-inshorensi yeshishini.
•	 Kanti usenako ukuthenga ishishini —cela umthengisi weshishini ukuba .akuncede.

uwuTholA KAnJAni uMSEBEnZi

•	 Zazi wena qoba (amakhono akho omsebenzi, iziphiwo zakho, uhlobo lomsebezi owuthandayo).
•	 Yazi imisebenzi ekhona netholakalayo (uhloba lomsebenzi, indawo yokusebenzela umholo, 

amakhono olwazi lomsebenzi owadingayo ukwenza lowo msebenzi).
•	 Cela uphiko olufunisa imisebenzi ukuthi likusize ukufuna umsebenzi.

uwuGcinA KAnJAni uMSEBEnZi

•	 Yazi ukuthi umqashi wakho ulindeleni kuwe.
•	 Mbuze umqashi wakho ukuthi wenza umsebenzi omuhle yini.
•	 Ethamela izifundo zokuthuthukisa amakhono akho olwazi lomsebenzi.
•	 Hlale njalo usebenza ngokuzimisela futhi uzame ukusebenzisana kahle nozakwenu.
•	 Siza ukwenza ngcona sokusebenza emsebenzini.

uliQAlA KAnJAni iBhiZiniSi

•	 Kufanele ube nomqondo ocacile ngaphambi kokuthi uqale ibhizinisi.
•	 Udinga imali ukuqala ibhizinisi.
•	 Cela umuntu othize ukuwasize ukubhala uhlelo lwebhizinisi (lisb. Business Partners, Khula 

Enterprises, Ntsika Enterprises).
•	 Luhambise ebhange uhlelo lwakho lwebhizinisi ukuze bakusize ngezimali.
•	 Uma unayo imali, ungaqala ibhizinisi lakho.
•	 Ufanele ubhalise igama lebhizinisi (cela umcwaningi wamabhuku ezimali akusize).
•	 Uma kunguwena kuphela ebhizinisini uzoba ngumnini-mphathi webhizinisi.
•	 Futhi ungabhalisa inkampani encane (Company).
•	 Uma nibabili noma ngaphezulu niqala ibhizinisi ningabhalisa nibe yinkampani encane (Company) 

noma umfelandawonye noma nibe ngabaligani.
•	 Xhumana nomthengisi womshuwalense akusize ngomshuwalense webhizinisi.
•	 Futhi ungayo thenga ibhizinisi — cela umthengisi-mabhizinisi akusize.
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5.9 SuMMAry
Career planning is vitally important since it leads to 
the achievement of objectives. Without the necessary 
planning, these objectives may never be achieved. It 
is important, however, that as a prospective employee 
you know who you are and what you want to do with 
your life. You should try to match abilities, skills, 
interests and values with the nature of a planned 
career. This career should preferably be in a growth 
industry in order to ensure a successful career.

A person should seek to improve his or her 
educational qualifications and training constantly in 
order to keep up to date with the requirements of 
the labour market. You should know how to market 
yourself in the labour market by means of a neat 
application form, being well prepared for a personal 
interview and having an immediately available, 
updated CV. Unemployed people should remain 
positive, try to improve their skills (if possible) and 
persevere in their attempts to find any job available.

Amling and Droms (1986:36) suggest the following 
indicators or signposts for a successful career:
•	 Acquire adequate educational qualifications and 

training.
•	 Choose a career you will enjoy.
•	 Choose a career in a growth industry.
•	 Consider the salary in the chosen career over 

15 and 20 years.
•	 Be sure to continue your training in your chosen 

career.
•	 Consider the possibility of starting your own 

business at any stage in your career.
•	 Be sufficiently flexible to change career at any stage.

5.10 SElf-ASSESSMEnT

•	 Briefly motivate whether you would start your 
own business rather than work for someone else.

•	 Explain the importance of career planning, as 
well as what choosing a career involves.

•	 Explain the cost of studies and the influence of 
studies and continued education on personal 
finances.
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After studying this chapter, you will be able to:
•	 Explain the importance of income tax planning
•	 Calculate your own income tax liability with 

the help of an income tax guide
•	 Identify some income tax pitfalls

•	 Apply tax avoidance methods to avoid paying 
too much income tax

•	 Explain the influence of tax planning on 
retirement packages.

lEArninG ouTcoMES

Many officials are appointed to govern local 
municipalities. These officials have to manage 
billions of rands paid by taxpayers for, among 
other things, the maintenance of existing and the 
creation of new infrastructure for the towns and 
cities, as well as for the delivery of the required 
services (water, electricity, refuse removal and 
sewerage). The officials are responsible for the 
effective management of the public’s money.

Most of these people have never managed any 
money before or received training in this regard. 
Similarly, most of them know absolutely nothing 
about any form of management—not even how to 
manage their own money (personal finances). 

Unfortunately, these persons manage a con- 
siderable portion of the personal finances of you, 
as taxpayer, and in particular of your personal 
prosperity and welfare.

Do you think the latter statement is true, and why 
do you agree or disagree with it?

Do you think service delivery can be improved, and 
municipalities be governed effectively, without 
self-interest being given priority?

cASE STudy

6.1 inTroducTion
Most people have a resistance to paying income 
tax. However, the state supplies numerous services 
that have to be financed in some way or another. 
Income tax provides finance for these services and 
other essential state expenditure. Regardless of how 
people feel about the state ‘wasting’ their money, the 
payment of income tax is here to stay!

As far as personal financial management is 
concerned, we have to accept that all taxpayers 

should make their fair contribution towards 
financing the administration of the country and 
essential services. It is equally important, however, 
that taxpayers should not pay more tax than the 
law stipulates. To avoid this, income tax planning is 
essential, since it can prevent taxpayers from paying 
unnecessary amounts in tax to the state.

Ignorance of this important aspect could lead 
to wrong decisions, which in turn could have an 
extremely negative effect on your wealth and ulti-
mate financial independence.

Africanisation

South Africa
Pauw et al. (2016:1–2) introduced a new book on 
E-news entitled Managing Public Money. 

This is an attempt to address the problem 
mentioned in the case study and try to solve it.

If South Africa does not solve this major problem 
soon, our tax burden will in fact double, and many 
individuals, and small businesses in particular, will 
no longer be able to survive. Small villages in the 
rural areas are already struggling to survive, and 
virtually all municipal services have to be provided 
by the taxpayers themselves. 

fixed property
These residents can no longer pay their constantly 
increasing rates and taxes on low salaries and with 
very low rental income from their buildings. 

While the marketability of property (the demand 
for it) and market values are dropping, taxes are

 ➟
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increasing (even by more than 100% every four 
years), as if fixed property were in fact increasing 
in value.

The taxpayer has to pay so much more without 
income (cash flow) having increased at all— which 
means that the same R10 000 must be used to pay 
R15 000 and later R20 000. Which is impossible, 
is it not?

cash flow
Let us take the example of two property owners 
in the rural areas, who respectively manage 
a supermarket (as the owner), and own a 
building that is just leased for use as a store. The 
supermarket earns R30 million a year. The rental 
income from the store is about R120 000 a year. 
The supermarket and the store are both valued at 
R2 million each (municipal valuation). Is it possible 
for both of them to pay/afford the same rates and 
taxes? Should this not be calculated according to 
a sliding scale based on the earning ability of the 
building?

retirees
Because of the current economic situation it has 
become more or less impossible for retirees to 
retain their paid-up homes over the long term, or 
to maintain them at all. A residence does not earn 
an income and the bricks cannot be used to pay 
taxes. 

All of this means that even more people become 
unemployed and dependent on the state—
dependent on (you) the same taxpayers.

What is income tax?
Malan and Cronje (1987:7) define income tax as 
follows: ‘Income tax should ... be regarded as a 
mandatory contribution which the various members 
of society make towards defraying the costs of 
certain services rendered and which benefit society 
as a whole.’

Tax avoidance versus tax evasion
Everybody should understand clearly the difference 
between tax avoidance and tax evasion. Tax 
avoidance means that a taxpayer reduces his or her 
tax liability in a legal manner, by means of methodical 
personal financial management. Tax evasion means 
that illegal methods are used to reduce tax liability.

Taxation in the 21st century
Nobody can say exactly when tax laws may be 
amended, and how. However, we can be certain that 
these will be subject to constant change. Tax laws 
are amended as new policy directions are instituted 
in regard to a country’s tax system. This policy 
direction is made public every year by means of 
the annual budget. Of course, the layperson cannot 
understand the long-term policy simply by looking 
at the budget.

More and more of the loopholes used by indi-
viduals are closed, and tax avoidance becomes 
increasingly difficult. Capital became taxable as 
from 1 April 2001 with the introduction of capital 
gains tax. It is therefore becoming increasingly 
difficult to convert rental or dividend income into 
non-taxable income. In the same way, it is difficult to 
move investments to countries with low or no taxa-
tion: in this instance, we are thinking of the South 
African tax system, which taxes all income earned 
abroad. However, should you already have paid tax 
on earnings abroad, this tax can be indicated on the 
IRP5 and deducted from tax payable. A tax expert 
would need to be consulted on questions regarding 
the applicable exchange rate.

In the 21st century we should assume that the 
long-term strategy of any tax system will be aimed 
at:
•	 Stimulating job creation
•	 Stimulating economic growth
•	 Reducing poverty
•	 Ensuring the welfare of a country’s population as 

a whole.

Similarly we would have to take account of policy 
regarding taxation, foreign investments and inter- 
national business activities. In South Africa, we 
would have to place particular emphasis on stimu-
lating small businesses.

The SARS Commissioner will keep up to 
date with all business and property transactions 
conducted by individuals. The following, and other, 
information will be immediately accessible as soon 
as someone completes an action (Duvenage 1999:1):
•	 Vehicle odometer readings when licences are 

renewed
•	 Odometer readings at the time of any vehicle sales
•	 Immediate information regarding a deceased 

person’s estate

Personal Finance Management 5e.indb   162 12/12/2016   2:49:54 PM



163Chapter 6 Income tax planning

•	 Information about close corporations and 
companies

•	 Provident and pension fund pay-outs
•	 Policy pay-outs
•	 Transactions on the Johannesburg Securities 

Exchange (thanks to tax numbers being provided 
when shares are bought and sold)

•	 A comparison between VAT payments and 
declared income

•	 PAYE
•	 Taxes paid to a regional services board.

6.2 KindS of TAx
A distinction is made between direct and indirect 
tax. We will briefly illustrate each of these.

direct tax
Income tax and property tax are examples of direct 
tax. Direct tax is based on the principle that people 
should contribute to the wealth of the state to the 
same extent to which they are able to contribute 
toward their own wealth. Income tax liability is 
calculated according to tables based on a sliding 
scale. All taxpayers are fully aware of the fact that 
they are obliged by law to pay this kind of tax. 
Property tax is not paid by people who do not own 
fixed property, such as a building or a plot. Property 
tax is discussed in Chapter 12, when we take a look 
at purchasing a home.

indirect tax
Indirect tax is usually levied on consumer goods. 
Some examples are:
•	 Value-added tax (VAT)
•	 Excise duty (on cigarettes and alcohol)
•	 Import tax (on articles that are imported).

Through indirect tax, the tax base is broadened and 
more money flows to the state.

6.2.1 value-added tax (vAT)
Value-added tax means that a tax is levied via 
registered businesses (vendors) on:
•	 The goods or services rendered
•	 The import of goods
•	 The supply of imported services.

Only a registered vendor can charge VAT. The VAT 
that a person/body charges for goods and/or services 
is called output tax. This person/body then pays 
input tax to other suppliers of goods and/or services. 
Input tax is refunded by the Commissioner, but 
can be claimed only for payments made during the 
assessment period.

registration
Any person running a business must register for 
VAT (and in so doing become a ‘vendor’) if:
•	 The total turnover (the vendor’s gross income) 

exceeds Rx per year 
•	 It is expected that the income will exceed Rx, or
•	 An average monthly income of Rx is expected.

Capital expenditure may be claimed from VAT, and 
depreciation, for example, is claimed for income- 
tax purposes, so VAT and income tax are two 
separate matters. Indeed, there are certain expendi-
tures (inputs) on which VAT is not paid, with the 
result that these may be claimed as expenses for tax 
purposes.

Of course, a business must be run before someone 
can register for VAT. Small businesses that are not 
liable to register for VAT because of their limited 
turnover may, however, voluntarily apply for regis-
tration. This means that input tax can be claimed 
from the Commissioner. Similarly, output tax will 
have to be levied on all goods and services.

This decision will be influenced by the following 
factors, among others:
•	 Whether those paying VAT are themselves regis-

tered for VAT (vendors) or not (private users)
•	 The proportion of input tax (which can be 

claimed) and output tax (which may be claimed 
only by other vendors)

•	 The administrative burden that VAT registration 
holds for a vendor

•	 The VAT costs (output tax) payable at a later 
stage in the case of a possible deregistration for 
VAT purposes by the vendor.

Tax periods
There are various VAT periods, such as one month, 
two months and six months (eg a farmer). These 
periods are determined by the value of taxable 
supplies. Output tax normally exceeds input tax. 
The difference should be paid to the Commissioner. 
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Those expecting input tax to be less than the output 
tax (and who would therefore have to pay in) should 
try to negotiate a longer VAT period. On the other 
hand, those who expect input tax to exceed output 
tax (and will therefore receive a refund from the 
Commissioner) should try to negotiate a shorter 
VAT period.

The VAT rate is currently 14% (2016). As with 
all other tax laws, VAT determinations and rates are 
amended from time to time, so make sure of current 
legislation before registering as a vendor or taking 
any other VAT decisions (as a vendor).

6.2.2 capital gains tax (cGT)
Whereas before we were able to speculate with cars 
and property on a small scale and make a profit 
without being taxed, the situation has now changed 
completely. The profit on certain investments has 
also become taxable, whether you are a full-time 
speculator or not.

The Commissioner no longer distinguishes 
between capital and income in this regard, and 
tax is now payable on capital gains. According 
to PricewaterhouseCoopers  (2000:7) ,  the 
Commissioner put forward the following three 
reasons, among others, for this decision:
•	 To stop the transfer of taxable income to non-

taxable capital as part of a tax strategy
•	 Capital income contributes as much to someone’s 

ability to pay as income itself
•	 CGT is accepted internationally (it is extremely 

unwise to compare South Africa with First World 
countries; for example, Australia has CGT, but no 
estate duty).

A basic framework for making CGT calculations 
and decisions is proposed by Du Plessis (2000:102) 
as follows:

Tax 

return

Basic framework of CGT

CGT event (disposal or deemed disposal)

Exemption or rollover (deferral relief)

Apply time-based apportionment or value assets held 
on the effective date

Test for R10 000 per annum primary exclusion

Inclusion rate relief

Legal person taxed 
on 80% of value 

increase—  
inclusion of realised 

gain (companies, 
etc.)

Natural person 
taxed on 40% of 
value increase— 

inclusion of realised 
gain (individuals)

figure 6.1: Capital gains tax (CGT)

However, remember that CGT also applies to one’s 
own, private dwelling, unless the profit a person 
makes on it is less than R2 million.

Acquisition date

Capital gain – R100 000 Capital gain – R50

No CGT payable CGT payable

Effective date Disposal date

figure 6.2: At what date CGT becomes payable
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6.2.3 donations tax
If a person or other entity donates an amount 
of money or assets with a value of greater than 
R100 000, donations tax is payable on the amount 
of the value over R100 000. The donations tax rate 
is currently 20% (2017), the same as the estate duty 
rate. Each person (eg man and wife) can currently 
donate R100 000 per year without donations tax 
being payable. Both the husband and wife can, 
therefore, donate R100 000 each, if the gift does not 
form part of the joint estate. In such a case, the joint 
(once-off) donation may amount to only R100 000 
—each spouse therefore donates R50 000. As you 
will notice, the Act contains many exemptions in 
regard to donations tax. Such annual gifts may be 
used quite effectively in estate planning in order to 
reduce the value of the net estate for the purposes of 
estate duty.

6.2.4 Estate duty
Estate duty is payable after someone’s death. The 
estate duty rate in South Africa is currently 20% in 
the case of an estate with a net value in excess of 
R3.5 million. As with income tax, a formula is used 
to calculate the amount of estate duty payable to the 
state.

The formula for calculating estate duty is as 
follows:

Property Rx
Plus: Property deemed to be 
property 
Gross value of estate
Less: Allowable deductions
Net value of estate

Rx
Rx
Rx
Rx

Less: Rebate R3 500 000 (2016)

Estate duty payable Rx

You can reduce or even eliminate estate duty 
through proper estate planning. Estate planning is 
discussed in Chapter 10. You will notice that one of 
the purposes of estate planning (the primary goal) is 
to reduce the amount payable in estate duty to nil or 
as close to it as possible.

6.3 ThE incoME TAx AcT 58 of 1962
Income tax is levied in terms of the Income Tax 
Act 58 of 1962, as amended. Income tax scales are 

revised and adjusted annually. Various publications, 
such as Old Mutual’s Income Tax Guide, and 
reports (especially after the annual budget speech) 
of banks, insurance companies and auditing firms 
on the Internet, contain legislation and summaries 
of the Act. By consulting such books, taxpayers 
can study and analyse the implications of possible 
amendments to the Act and base their personal 
financial planning on these findings. Although 
income tax is incorporated into every personal 
financial decision, everybody has to do income tax 
planning at least once a year.

You could discuss the amendments and their 
implications with your broker and accountant (or 
auditor) in order to clear up any uncertainties. 
However, remember that your broker is seldom (if 
ever) a tax expert. If your bookkeeper is a qualified 
accountant, he or she should be able to give you 
the necessary tax advice. However, it is important 
to know the basic principles and at least to read 
or study a tax guide every year. This will give you 
the required background to put questions to your 
accountant so that you can be properly assisted.

Basic principles: capital or income
Until 1 October 2001, it was essential to be able to 
distinguish between capital and income in order to 
calculate tax liability. Capital gains were not taxed.

An example of an untaxed capital gain transac-
tion was the sale of your second house at a profit. 
Since 1 October 2001, however, we have had to pay 
tax on capital profit, namely capital gains tax (see 
Section 6.2.2).

6.4 ThE TAx yEAr
Income tax is calculated and paid over a period 
of one year. This period normally stretches from 
1 March until the last day of February (of the 
following year). An assessment period of less than 
a year does exist in the event of death (the period 
extends from 1 March until the date of death).

Taxpayers should consult a specialist if they are 
uncertain about any related aspects, but they must 
be prepared for their assessment at the end of the tax 
year. For this reason, documentary proof should be 
kept of all expenditure incurred in order to earn an 
income (this expenditure is tax-deductible). It is not 
a good idea to start wondering at the last moment 
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which expenditures to list on the income tax assess-
ment form.

If a taxpayer anticipates a much higher income 
than in the year to follow (for example, an endow-
ment policy matures in the year of assessment), 
they can defer receipt of the money to the following 
year (if their other income is, in fact, going to be 
much lower in the following year). This is no longer 
possible in the case of someone who intends retiring 
at the end of February and will not receive a salary in 
the following tax year. More about this later.

Tax planning is becoming increasingly impor-
tant, and SARS is closing more and more loopholes 
in the Act, and rooting out methods of avoiding tax.

It no longer matters if you are only an investor. 
The Act regards you as a speculator for the purposes 
of CGT. 

6.5 STAndArd incoME TAx on 
 EMPloyEES (SiTE)

Metz (1998:11) regards a taxpayer as any person 
who:
•	 Must pay tax
•	 Must file a tax return, even if such a person does 

not have to pay tax.

Yes, paying tax is unpleasant. Of course, the oppo-
site is even worse, as stated by Lord Than R. Duwar: 
‘What is worse than paying tax, is if you do not have 
to pay tax.’

The Act currently distinguishes between various 
taxpayers as follows:
•	 Companies (any association, corporation, 

company, juristic person, close corporation and 
trust)

•	 Natural persons
•	 Persons other than natural persons.

The tax rates for companies and natural persons 
differ as follows:
•	 It is a fixed rate in the case of companies
•	 It is a sliding rate in the case of natural persons, 

which increases as income increases (according 
to particular tax scales).

Paying tax is based on the principle that a person 
contributes to the state’s welfare in the same 

proportion as they contribute to their own welfare. 
This is why you pay more tax the more you earn.
•	 Paying tax is based on a minimum, below which a 

person does not pay tax (this amount is reviewed 
constantly)

•	 It is also based on age (in the main, there is a 
distinction between persons older or younger 
than 65 years).

Just as we need money monthly (or weekly) on which 
to exist and to pay certain expenses, the state also 
needs a regular income to pay government expenses. 
The result is that the state tries to collect taxes on a 
continuous basis — ie throughout the year.

This is why the following systems are used:
•	 SITE
•	 PAYE
•	 Provisional tax.

We will now look at each of these three methods of 
tax collection. As indicated by the heading to the 
section, SITE is dealt with first.

SITE is part of the Pay-As-You-Earn (PAYE) 
system. With SITE, employers pay their employees’ 
tax liabilities. The Commissioner no longer makes 
a separate or additional calculation that is then 
compared to that of the employer. Those who pay 
only SITE do not file a tax return at the end of the 
tax year.

This SITE system lays down a minimum income 
tax for most employees. According to the SITE 
system, an employer is compelled to deduct tax from 
employees’ salaries. At the end of the tax year, a 
SITE calculation is made for each employee and the 
correct amount is paid to the Commissioner. Usually 
the employer does this calculation.

Metz (1998:51) further points out instances 
where SITE applies, namely:
•	 Those who earn a net remuneration (net remu-

neration is determined by deducting certain 
legally permitted deductions from the legislative 
definition of remuneration)

•	 For the annual equivalent of the net remunera-
tion (for example, someone who has worked for 
only four months)

•	 When no more than a certain amount was earned 
during the tax period (such a person pays SITE 
only, and need not fill in and render a tax return).
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SITE is therefore the minimum income tax. Metz 
points out that SITE is not applicable in the following 
cases:
•	 Where a person has other taxable income as well
•	 Where a person earns more than a certain 

amount (net).

6.6 PAy-AS-you-EArn (PAyE)
Persons earning more than a certain amount (net) 
per year are called PAYE taxpayers. Such persons 
have no choice, and must (quite apart from SITE 
payments) complete a tax form every year and 
render this return.

PAYE is deducted from an employee’s salary 
monthly, after provision has been made for partic-
ular deductions in regard to pension, medical aid 
and annuities. PAYE is paid to the Commissioner 
monthly on behalf of employees.

Some people do not pay employee’s tax. These 
people pay the Commissioner estimated amounts 
of tax at specific intervals (provisional tax). Some 
employees pay employee’s tax as well as provisional tax.

6.7 ProviSionAl TAx
Provisional tax is payable on all income not regarded 
as remuneration. It is not paid monthly or deducted 
from anything. It is paid six-monthly as follows:
•	 The first payment is at the end of the first six 

months of the tax year (before or on 31 August)
•	 The second payment is made at the end of the 

second six months (before or on the last day of 
February).

Someone registered as a provisional taxpayer there-
fore pays tax for the previous six months’ income 
(twice yearly). Persons whose taxable income (note, 
not net income) exceeds a certain amount may make 
a third payment within seven months of the end 
of the tax year, namely before 30 September of the 
following year.

Should a person’s tax year fall on any other date, 
such a person has six months after that date to make 
a voluntary third payment of provisional tax.

Penalties
Various penalties are payable for late tax payments. 
Penalties are charged at a relatively high rate (15%) 

for each full month in arrears, apart from a penalty 
of 10% on the amount owed. Additional tax may also 
be levied on the difference between the tax payable 
and the amount you have already paid (only if the 
tax already paid was paid in time). Otherwise the 
penalty applies to the total tax payable (including the 
amount already paid at a rate of 20%).

registration
A person must register for provisional tax within 
30 days of having become a provisional taxpayer. 
According to Cronje et al. (2000:29), that applies if:
•	 Your taxable income (apart from remuneration) 

exceeds a certain amount
•	 You have become a member of a close corpora-

tion
•	 You have become a director of a private company
•	 You have your own business
•	 Your taxable interest income exceeds a certain 

amount
•	 You are a company
•	 You are a person informed by the Commissioner 

that you are a provisional taxpayer.

if you have paid too much
If your taxable income is less than a certain amount:
•	 You are not refunded the amount
•	 You receive no interest on the amount
•	 You get a credit balance for the next return.

If your taxable income exceeds a certain amount:
•	 You are refunded the amount
•	 You receive interest on the amount.

Of course, those with accountants or auditors will 
be reminded of the due dates for payment by such 
persons. If you co-operate with your bookkeeper, 
you should not have any penalty problems.

The advantage of provisional tax is that the tax 
payable (which would otherwise have to be paid 
monthly) can:
•	 Be utilised for business purposes
•	 Be invested, which can earn a return
•	 Be used to repay debt, which could save a great 

deal of unnecessary interest (of course such an 
investment in, for example, a mortgage bond, will 
later have to be withdrawn and applied to paying 
the provisional tax on the due date).
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Provisional tax is not paid in advance, but six months 
in arrears! People, being what they are, generally 
find financial discipline difficult. Unfortunately 
provisional tax is often spent on holidays, clothes, 
furniture and other items.

6.8 how To coMPlETE your TAx 
 rETurn

The Commissioner supplies an information 
brochure and SARS guidelines pertaining to all tax 
matters on their web site. The latter helps people to 
fill in their tax returns (those who do it themselves, 
and do not leave it to someone else).

More SARS information (SARS 2016):
•	 Visit the SARS website to learn how to register 

for efiling
•	 Visit your nearest SARS branch
•	 Contact your own tax advisor/tax practitioner
•	 If calling from within South Africa, contact the 

SARS Contact Centre on 0800 00 SARS (7277)
•	 If calling from outside South Africa, contact the 

SARS Contact Centre on +27 11 602 2093 (only 
between 8am and 4pm South African time). 

individuals — submitting an income tax 
return (iTr12) (SArS 2016)
Taxpayers are required to submit a tax return 
(ITR12) to SARS. 

The annual tax season is from July to November 
every year.

efiling
eFiling offers the facility to submit a variety of tax 
returns including VAT, PAYE, SDL, UIF, Income Tax 
and Provisional Tax through the eFiling website.

eFiling is a free, simple and secure way of inter-
acting with SARS from the comfort and convenience 
of your home or office.

If you need to submit an income tax return, you 
can complete and submit it to SARS via the following 
channels (SARS 2016):
•	 eFiling on your computer — simply register for 

eFiling at www.sarsefiling.co.za
•	 Filing electronically at a SARS branch where an 

agent will assist you — please remember to bring 
along all your supporting documentation

•	 Requesting a return to be posted to you and 
completing your return manually and posting it 
to SARS or putting it in a drop box at a SARS 
branch.

You may need to refer to some of the supporting 
documents. Keep them safely in your possession for 
at least five years in case SARS needs access to them 
in future.

The following are possible supporting documents 
(SARS 2016): 
•	 Medical certificates as well as documents required 

for amounts claimed in addition to those covered 
by your medical aid

•	 Pension and retirement annuity certificates
•	 Your banking details
•	 Travel logbook (if you receive a travel allowance)
•	 Tax certificates that you received in respect of 

investment income (IT3(b))
•	 Completed confirmation of diagnosis of disability 

(ITR-DD), where applicable
•	 Information relating to capital gain transactions, 

if applicable
•	 The approved Voluntary Disclosure Programme 

(VDP)
•	 Agreement between yourself and SARS for years 

prior to 17 February 2010, where applicable
•	 Financial statements, eg business income, where 

applicable
•	 Any other documentation relating to income you 

have received or deductions you wish to claim.
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changing legislation: A medical expenses tax credit

From 1 March 2014 (SARS 2016), the excess medical scheme fees, together with the qualifying out-of-
pocket medical expenses, will be converted to the additional medical expenses tax credit (the same as 
the medical scheme fees tax credit) and is non-refundable.

what amounts qualify as out-of-pocket medical expenses?
According to SARS (2016) – amounts paid and not recovered during the year of assessment in respect of:

•	 services rendered and medicines supplied by a registered medical practitioner, dentist, optometrist, 
homeopath, naturopath, osteopath, herbalist, physiotherapist, chiropractor or orthopaedic specialist

•	 hospitalisation in a registered hospital or nursing home
•	 home nursing by a registered nurse, midwife or nursing assistant, including when supplied by any 

nursing agency
•	 medicines prescribed by a registered physician and acquired from a pharmacist
•	 medical expenses incurred and paid outside South Africa which is similar to the above expenses
•	 any expenses as prescribed by the Commissioner as a result of any physical impairment or disability.

who is a dependant?
SARS (2016) defines a dependant as follows:

•	 a spouse (ie husband or wife)
•	 a child and the child of a spouse (eg son, daughter, stepson, stepdaughter, adopted child)
•	 who was alive during any portion of the year of assessment, and who on the last day of the year of 

assessment:
 – was unmarried and was not or would not, had he or she lived, have been:

❍❍ older than 18 years
❍❍ older than 21 years and was entirely or partly dependent for maintenance on the person and 

has not become liable to pay normal tax for the year
❍❍ older than 26 years and was entirely or partly dependent for maintenance on the person 

and has not become liable to pay normal tax for the year and was a full-time student at an 
educational institution of a public character

❍❍ in the case of any other child, was incapacitated by a disability from maintaining himself 
or herself and was entirely or partly dependent for maintenance on the person and hasn’t 
become liable to pay normal tax for that year

•	 any other member of a person’s family for whom he or she is liable for family care and support (eg 
mother, father, mother-in-law, father-in-law, brother, sister, grandparents, grandchildren.) 

•	 any other person who is recognised as a dependant of that person in terms of the rules of a medical 
scheme or fund.

The calculation of additional medical expenses tax credit
The additional medical expenses tax credit will depend on a taxpayer’s age and whether the taxpayer, 
spouse or any of their dependant(s) has a disability (SARS 2016).

The following are examples of how to to calculate both:

•	 the medical scheme fees tax credit 
•	 the additional medical expenses tax credit. 
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Mr X is 65 years old. For the year of assessment starting 1 March 2014, he made contributions to a medical 
scheme of R2 000 per month for himself and his wife. By 28 February 2015, he had R20 000’s worth of 
qualifying medical expenses.

rEBATE conTriBuTionS/
ExPEnSES

cAlculATion vAluE of 
crEdiT

Step 1 Standard monthly 
medical scheme fees 

tax credits

R2 000 per month x 12 
= R24 000 per annum

R257 + R257 
= R514 per month 

R514 x 12

 
 

R6 168

Step 2 Excess medical 
scheme fees

(R24 000 – 
(3 x R6 168) 

= R5 496 
R5 496 x 33.3%

 
 
 

R1 830

Step 3 All qualifying 
medical expenses

R20 000 R20 000 x 33.3% R6 660

Total r44 000 r14 658

The rebate for the 2014/2015 year of assessment will be R14 658. 

 (SArS 2016) ExAMPlE 1

Ms Y is 31 years old. For the year of assessment starting 1 March 2014 she made contributions to a medical 
scheme of R2 000 per month for herself and her two children. Her son has a disability. By 28 February 2015, 
she had R20 000 qualifying medical expenses.

rEBATE conTriBuTionS/
ExPEnSES

cAlculATion vAluE of 
crEdiT

Step 1 Standard monthly 
medical scheme fees 

tax credits

R2 000 per month x 12 
= R24 000 per annum

R257 + R257 + R172 
= R686 per month 

R686 x 12

 
 

R8 232

Step 2 Excess medical 
scheme fees

(R24 000 – 
(3 x R8 232) 

= –R696 
–R696 x 33.3% 

No excess carried forward

Step 3 All qualifying 
medical expenses

R20 000 R20 000 x 33.3% R6 660

Total r44 000 r14 892

The rebate for the 2014/2015 year of assessment will be R14 892. 
Top Tip: Where the disability has NOT been confirmed by a registered medical practitioner on the ITR-DD— 
Confirmation of Diagnosis of Disability form—the 7.5% limitation, as in Example 3, will apply.

 (SArS 2016) ExAMPlE: 2
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Mr Z is 30 years old. For the year of assessment starting 1 March 2014, he made contributions to a medical 
scheme of R2 000 per month for himself, his wife, and their child. By 28 February 2015, he had R20 000 in 
qualifying medical expenses. Mr Z’s taxable income for the 2015 year of assessment is R200 000.

rEBATE conTriBuTionS/
ExPEnSES

cAlculATion vAluE of crEdiT

Step 1 Standard monthly 
medical scheme 
fees tax credits

R2 000 per month x 12 
= R24 000 per annum

R257 + R257 + R172 
= R686 per month 

R686 x 12

 
 

R8 232

Step 2 Excess medical 
scheme fees

R20 000 (R24 000 — 
(4 x R8 232)  
= —R8 928 

No excess carried 
forward 

(7.5% x R200 000) 
= R15 000 

R20 000 - R15 000 
= R5 000

R5 000 x 25%

 
 
 
 
 

 
 
 

R1 250

Step 3 All qualifying 
medical expenses

Total r44 000 r9 482

contact SArS when you need assistance:
•	 SARS contact centre - 0800 00 SARS (7277)
•	 visit your nearest SARS branch.

 (SArS 2016) ExAMPlE: 3

6.9 your AccounTAnT And/or 
 AudiTor

The word auditor is often used incorrectly to refer 
simply to a bookkeeper, accountant or accounting 
officer. However, the Auditors’ Board does not 
permit simply anyone to call himself an auditor. If 
a bookkeeper, accountant or accounting officer is a 
CA (SA) (chartered accountant), such a person may 
be referred to as an auditor. It is clear that the fact 
that a person is registered with a particular body (eg 
a CFA (SA) registration) does not mean that he is 
an auditor. The cost of having financial statements 
drawn up is relatively cheap, compared to the burden 
of having to do it yourself.

6.10 how To cAlculATE TAxABlE 
 incoME And TAx liABiliTy

The calculation of personal tax involves a number of 
steps. These steps are almost identical for employer 
and employee, except that the employer is entitled to 
other exemptions.

The following process is followed to determine a 
person’s tax liability. The starting point is the deter-
mination of a person’s ‘gross income’. The following 
is considered when determining whether an amount 
is included in the definition of ‘gross income’:
•	 Any amount received or accrued to an individual
•	 In cash or other
•	 During the year of assessment
•	 South African resident — taxable on worldwide 

income
•	 Non-resident — taxable on income received from 

a source deemed to be South African
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•	 Income not of a capital nature (although excluded 
from the definition of ‘gross income’, most capital 
gains of a person are included in such person’s 
taxable income, albeit at a substantially lower rate 
than ordinary income).

Any amount to be included within the general defi-
nition of gross income must be able to be valued and 
it does not matter whether the amount is received in 
cash or other benefit. So any fringe benefits received 
by an employee from an employer (such as a car, 
petrol or clothing allowance) will be taxable in terms 
of the general definition of gross income.

A person is taxed on whichever comes first, the 
receipt or the accrual of an amount. So, for instance, 
if an amount accrues to a natural person during 
February 2017 from a sale in February 2017, but 
payment is received only in April 2017, the amount 
has to be included in that person’s February 2017 
income tax return.

A portion of the capital gain may, however, be 
included in their taxable income (but only after 
taking into account the permissible deductions and 
allowances relating to the cost of the capital asset 
sold). In the case of a natural person, only 40% of 
such gain is added to the taxable income, whereas 
in the case of a trust or company (including close 
corporations), 80% of the gain is added.

South African residents are taxed on their world- 
wide income. However, any foreign taxes paid on 
such income will qualify as a rebate against any 
South African taxes, as it is included in the calcula-
tion of the taxpayers’ liability.

6.10.1 calculating taxable income
The determination of taxable income is more easily 
understood if the following framework is used:

Framework used to determine taxable income:

Gross income xx
Less: Exempt income xx
Income xx
Less: Deductions and allowances xx

xx
Add: Taxable portion of capital gain* xx
Taxable income xx

*40% of capital gain in the case of an individual 
and 80% in the case of a company or trust.

If the person is an individual, normal tax payable 
is calculated on taxable income according to tax 
tables promulgated from time to time. A natural 
person receives a tax rebate, which is deductible 
from the normal taxes payable as calculated from 
the tax tables. Those over the age of 65 years receive 
a further rebate.

In the case of a company or close corporation 
(unless such company is a small business corpora-
tion, as defined, in which case the tax varies between 
0% and 28% on taxable income, depending on the 
taxable income of the corporation), the normal 
tax payable is calculated at a flat rate of 28% of its 
taxable income for year of assessment. In the past  a 
company would have had to pay a further amount 
of 10% on any dividends declared by it. This tax is 
referred to as standard tax on companies.

A trust is taxed at a flat rate of 40% on its taxable 
income unless it is a special trust, which is taxed 
according to the individual tax tables, but no rebate 
is permitted. A special trust is one created solely for 
the benefit of a person with a physical or mental 
disability (which prevents them from earning an 
income), or a testamentary trust for family members, 
where the youngest beneficiary is under 21 years of 
age.

Calculation and determination of final tax liability 
of an individual after establishing the taxable 
income:

Taxable income (as determined) xx
Calculate tax payable (in accordance with 
tax tables)

xx

Less: Rebates xx
Normal tax payable xx
Less: PAYE, SITE, provisional tax paid xx
Outstanding tax liability/refund xx

From the tax table for individuals, it is clear that as 
people earn more, they are pushed into a higher tax 
bracket. However, the maximum marginal rate of 
tax is limited to 40%. Thus, although a person may 
be paying the maximum marginal tax rate of 40%, 
the average rate of tax is lower. The average rate of 
tax paid by a person is calculated by expressing the 
actual tax liability (before the deduction of SITE and 
PAYE) as a percentage of total taxable income. The 
average rate of tax is important from the point of 
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view of taxing, for example, certain lump-sum bene-
fits received on retirement. Such retirement benefits 
are taxed at the taxpayer’s average rate of tax rather 
than the marginal rate of tax.

6.10.2 Juristic persons and tax 
  partnerships
The Income Tax Act does not recognise a 
partnership as a separate tax entity, because it 
is not a separate juristic person (such as a close 
corporation or company). The profit or loss of a 
partnership is divided among the partners according 
to the partnership agreement, which determines 
each partner’s stake in the partnership.

Cronje et al. (2000:471) point out that Section 
24H of the Act determines that:
•	 Each partner conducts the partnership’s business
•	 Partnership income accrues to each partner in a 

fixed proportion
•	 Each partner receives a portion of each deduction 

for calculating taxable income.

The partnership has the further advantage that each 
partner can, for example, deal as follows with the part-
nership loss (in proportion to the partners’ interests):
•	 Deduct it from personal income in the year 

concerned
•	 Carry it over to the next assessment year (in the 

case of a CC or company, the loss stays just there).

Where partners receive a salary, the salary must:
•	 Be shown as a deduction to determine the part-

nership profit
•	 Be taxed together with the partnership’s profit 

portion in the hands of the partners concerned.

companies
A company is also a juristic person where the 
liability of its shareholders (or members) is 
limited. This means that the company is liable for 
its own debts and not the shareholders personally 
(although there are circumstances where the 
shareholders and the directors can be held liable). 
Lupton 1999:5

The following four types of company are distin-
guished:
•	 Private companies (no more than 50 shareholders, 

shares are not offered to the public, shares are  
sold first to existing shareholders)

•	 Public companies (any number of shareholders, 
shares are freely tradable, sometimes listed on 
the stock exchange, annual statements are made 
available to the public)

•	 Non-profit companies, mostly for charity
•	 Incorporated companies (shareholder liability is 

limited to guarantees, mostly legal, medical and 
accounting firms).

A company is governed by its memorandum of 
association (regulates its dealings with the outside 
world) and the articles of association (regulates the 
division of authority between shareholders and the 
directors).

In this discussion we will not look at mutual 
conversions between private and public companies.

However, you must take note of the following 
differences between companies and individuals:
•	 Gross income
•	 Exempt income
•	 Allowable deductions
•	 Donations to educational institutions.

You cannot therefore simply calculate your own 
private company’s tax in the same manner as your 
own individual tax. Consult the Companies Act 
together with the Income Tax Act. Note each of the 
aspects above to determine what you must fill in on 
the tax form for companies. This form also differs 
from that for individuals.

You must also refer to Section 1 of the Companies 
Act to see what is defined as a company and what is 
not. The association or corporation you run or are 
planning to run may be regarded as a company in 
terms of the Act.

Provisional tax
•	 Companies pay tax at a fixed rate. In 2016 this 

rate was 28%.
•	 Furthermore, a company is a provisional taxpayer 

and pays provisional tax at six-monthly intervals, 
just as individuals do.

•	 The provisional tax payable is calculated in basi-
cally the same manner as for individuals.

•	 Companies pay interest on an underpayment of 
provisional tax if the taxable income exceeds a 
certain amount.

•	 A third provisional tax payment is possible within 
six months of the year-end (seven months if the 
year-end falls on the last day of February).
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Secondary tax on companies
Companies pay secondary tax on dividends they 
declare. According to Cronje et al. (2000:592), 
secondary tax is payable on:
•	 The last day of the month that follows on the 

month in which the dividend cycle for the divi-
dend concerned ends.

The word ‘month’ means a calendar month in this 
case. The Commissioner may issue an assessment 
notice if insufficient tax has been paid. Secondary 
tax is paid after completion of a particular return, 
and is done by the company, not the individual 
shareholders. As in the case of individuals, com-
panies are fined for late payment of their tax.

close corporations
Lupton (1999:5) defines a close corporation (CC) as 
follows:

A close corporation is a juristic person, ie a 
person created by law and has the right to own 
property, incur debt and sue and be sued in its 
own right.

A close corporation is controlled and managed in 
terms of the Close Corporations Act 69 of 1984 and 
the Close Corporations Administrative Regulations.

Tax on close corporations
A close corporation pays tax at the same fixed rate of 
28% as a company. Secondary tax on companies also 
applies to close corporations. Note that dividends 
received by a close corporation are, as for individuals, 
tax-exempt. SARS perceives a CC as a company for 
income tax purposes.

The taxation of a small business
Registering for Turnover Tax (SARS): a business 
with an annual turnover of less than R1 million 
may register for Turnover Tax. It is available 
to sole proprietors (individuals), partnerships, 
close corporations, companies and co-operatives. 
Turnover Tax takes the place of VAT, provisional 
tax, income tax, capital gains tax, secondary tax on 
companies (STC) and dividends tax. A qualifying 
business may pay a single tax instead of various 
other taxes —you decide/choose. 

SARS offers a Small Business tax kit to assist 
business owners to:
•	 Register for Income Tax

•	 Register and do eFiling
•	 Calculate income tax as an individual
•	 Calculate payroll taxes as a business
•	 Do record keeping
•	 Categorise your business
•	 Apply for a Tax Clearance Certificate
•	 Be a representative for your tax matters
•	 Calculate Turnover Tax
•	 Calculate Value-added Tax (VAT)
•	 Check if your Tax Practitioner is registered, and 

more.

Register your business to become an e-filer on www.
sarsefiling.co.za and to complete and submit your 
ITR14 online. eFiling is free, convenient and secure. 
You will be able to access all SARS correspondence 
to you.

Employers have to register as an employer within 
14 days after becoming an employer for purposes of 
paying employees’ tax (PAYE, SDL and UIF where 
applicable).

Trusts
Section 1 of the Income Tax Act defines a trust as:

… any trust fund consisting of cash or other 
assets administered and controlled by a person 
acting in a fiduciary capacity where the person 
has been appointed in terms of a trust deed or 
agreement in terms of the will of a deceased.

A ‘special trust’ is a trust created for someone who 
cannot generate sufficient sustenance themselves 
due to a mental condition or serious physical 
disability. The rates applicable to ordinary persons 
are used for special trusts. We can distinguish 
between testamentary trusts and inter vivos trusts.

Testamentary trusts
A trust created in terms of someone’s will is known 
as a testamentary trust (mortis causa). The income 
from a testamentary trust is taxable:
•	 In the hands of the beneficiaries or
•	 In the hands of the trust.

A beneficiary with a vested interest in the trust 
income will be taxed on that portion of the trust 
income to which the beneficiary has a right. Of 
course, a trustee’s discretionary powers may deter- 
mine that further income (over and above the rights 
of a beneficiary) may be paid over to the beneficiary. 
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The trust will, of necessity, be taxed on the income 
remaining in the trust. This income is regarded as 
capital if, for example, it is paid to the beneficiary 
in 10 years’ time. The beneficiary will then pay no 
tax on it.

If a trust does not have a beneficiary with a vested 
interest in receiving the income (for example, if the 
beneficiary is too young), the trust income is paid 
into the trust itself (the trustee is the responsible 
person in this case). Income retains its character in 
a trust. In terms of Section 25B of the Act, a trust’s 
income retains its character, which implies that:
•	 Interest income accruing to a beneficiary quali-

fies for the interest exemption
•	 Income of a capital nature remains capital income
•	 Foreign income remains foreign income, no 

matter where the trust is situated.

Inter vivos trusts
As soon as a person creates a trust in his lifetime, 
it is known as an inter vivos trust. In the case of an 
inter vivos trust, tax may be payable by three parties, 
namely:
•	 A donor of assets to the trust
•	 The beneficiaries
•	 The trust.

Section 7(3) to 7(7) of the Act deal with taxing the 
donor. Income is regarded as the income of the 
donor until the event that entitles the beneficiary to 
the income has taken place (for example, a child or 
beneficiary’s twenty-fifth birthday), or the death of 
the donor.

Beneficiaries pay tax on income if the assets are 
donated to the trust and the beneficiaries have a 
vested interest in the income. A minor is not taxed, 
but in such a case you should look at Section 7(3) 
and 7(4) of the Act. A beneficiary is taxed on income 
(already earned and accumulating in the trust) if:
•	 The donor dies
•	 The assets were sold to the trust at a lower value 

than the actual market value (according to the 
proportion of the selling price to the reasonable 
market value).

Income that is not taxable in the hands of the creator/
donor is taxed in the hands of the trustees. Normal 
expenses are deducted (Cronje et al. 2000:567), for 
example:

•	 Administrative costs
•	 Trustee compensation
•	 Interest paid to the donor
•	 The premium on surety.

As with a testamentary trust, income in an inter 
vivos trust retains its character.

Types of trust
SARS distinguishes between the following three 
types of trusts under South African law:
•	 An ‘ownership trust’, under which the founder or 

settlor transfers rights of assets or property to a 
trustee(s) to be held for the benefit of the benefi-
ciaries of the trust.

•	 A ‘bewind trust’, under which the founder or 
settlor transfers rights of assets or property to 
beneficiaries of the trust, but control over the 
property, is given to the trustee(s).

•	 A ‘curatorship trust’, under which the trustee(s) 
administers the trust assets for the benefit of a 
beneficiary that doesn’t have the capacity to do 
so, for example, a curator placed in charge of a 
person with a disability.

SARS distinguishes between the following three 
ways to describe trusts:
•	 The way in which they are formed:

 – An inter vivos trust is created during the life-
time of a person

 – A mortis causa (testamentary) trust is set up 
in terms of the will of a person and comes into 
effect after their death.

•	 The rights they give beneficiaries are:
 – A vesting trust (creating vested rights)—‘the 

income (both of a revenue and capital nature) or 
assets of the trust are vested in the beneficiaries’.

 – A discretionary trust (creating contingent 
rights) — ‘the trustee(s) usually have the choice 
whether to and how much of the income or 
capital of the trust to issue to the beneficiaries’. 

A combination of both vested and discretionary 
rights is also possible.
•	 Their purpose includes:

 – Trading trusts
 – Asset-protection trusts
 – Charitable trusts
 – Special trusts.
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For tax purposes the following types of special trusts 
are recognised (SARS):
•	 Special Type A—‘a trust created only for the 

benefit of a person(s) with a disability, (not being 
able to earn a living or manage own finances)’. 

•	 Special Type B—‘a trust created only for the 
benefit of a person(s) who are relatives of the 
person who died’. 

•	 These descriptions are not mutually exclusive. 
‘For example, an inter vivos trust can be both 
a type-A trust and a discretionary trust, and a 
testamentary trust can be both a type-B trust and 
a discretionary trust.’

All trusts have to be registered with SARS. The 
trustee is responsible for the payment of the tax on 
behalf of the trust. 

Taxation and trusts
According to SARS, the income of a trust can be 
taxed in the hands of:
•	 The donor
•	 The beneficiary, or
•	 The trust. 

A trust is taxed at a rate of 40%. Special trusts are 
taxed at a sliding scale from 18% to 41% the (same 
rate as natural persons).

A special ‘type A-trust’ qualifies for certain relief 
from Capital Gains Tax.

deceased estates
For tax purposes there are two tax periods for 
deceased estates (Cronje et al. 2000:544):
•	 The period that ends with death
•	 The period that begins with death and ends when 

the estate is wound up.

If a taxpayer dies, the executor of the estate is 
responsible for paying tax (and must ensure that 
the tax form is filled in and taxes are paid). The 
taxpayer’s (deceased’s) tax period now runs from the 
beginning of the tax year (1 March) to the date of 
death. Consequently tax is payable for this period, 
which will usually be less than a year. The rebates 
such a person would have been entitled to are 
reduced accordingly for this period. If such a person 
pay only SITE, the tax period ends on the date of 

death. Therefore, no further tax returns need to be 
completed or rendered.

Most estates being administered earn some 
income during the winding-up period, be it:
•	 Interest income
•	 Rental income from buildings/land.

The executor must render an income tax return 
for this period. Tax is calculated according to the 
normal rates applicable to living natural persons.

insolvent estates
If a taxpayer’s estate is sequestrated (voluntarily 
or forced), the estate’s tax period ends on the date 
of sequestration. Taxable income is calculated for 
the period and rebates are reduced accordingly. 
The insolvent estate is regarded as a new taxpayer 
for tax purposes from the date of sequestration. 
Furthermore, the estate (excluding businesses) 
before sequestration and the insolvent estate are 
regarded as one estate for income tax purposes.

6.10.3 Employers
Taxpayers with their own business undertakings are 
entitled to special deductions over and above the 
usual exempt income and allowable deductions. The 
following are examples of special deductions:
•	 Maintenance costs (for vehicles, machinery, tools, 

implements and installations)
•	 Bad debts
•	 Employee housing
•	 Doubtful debts
•	 The demolition of a business building
•	 Depreciation of factory equipment
•	 Export allowances
•	 Employee training costs.

Employers must determine for themselves whether 
they are entitled to a special deduction for purposes 
of income tax. Many taxpayers are unaware of 
the deductions they may make. All expenditure 
incurred for the purpose of earning an income can 
be deducted from gross income.

6.11 incoME TAx PiTfAllS And 
 how To Avoid ThEM

Tax liability is one of a long list of investment criteria 
that individuals and investors should keep in mind 
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when they consider different investments. You 
should, of course, try to pay as little tax as possible. 
There are various ways of avoiding tax, and they are 
legal. Tax evasion, however, is not. We will now look 
at some methods of avoiding tax.
•	 If you have received money tax free, avoid making 

it taxable again. For example, if you have already 
been taxed on your package when it was paid out, 
you should not invest in an annuity right away 
(you will be taxed on your income). If you need 
the income to live on, that is another matter. If 
possible, invest your money for as long as possible 
while enjoying capital growth and avoiding tax.

•	 If you have to transfer your package to your new 
employer’s retirement fund, or if you want to 
leave it in a preservation fund, you should have it 
transferred directly from your current employer’s 
retirement fund. If you transfer it first to your 
bank account you will definitely be taxed.

•	 Invest tax free in your mortgage bond by paying 
it off.

•	 The tax-free allowance for interest earned is 
Rx000 per person (Rx000 for a husband and 
wife).

•	 At present, dividends are tax free.
•	 Your investment is taxable if you invest in certain 

capital growth investments. The following cost 
items are tax-deductible when you invest in 
income-producing property (property that you 
buy and then let to somebody else):

 – interest on your bond
 – maintenance
 – municipal rates, water and electricity, or a levy
 – short-term insurance premiums
 – administration fees.

If you invest in an annuity, your bookkeeper should 
make the necessary tax-deductions:
•	 With a provident fund, a tax deduction of 

R24 000 applies if the total amount you receive is 
more than R24 000.

•	 You may donate R100 000 a year to a spouse, 
child, other person, institution or trust without 
having to pay donations tax. A married couple 
may therefore donate R200 000 per year.

•	 Sell fixed assets to heirs or trusts, or buy these 
assets in their names and lend them the purchase 
price. Describe these low-interest loans to them 
in your will. Also donate R100 000 per year to 

them (either from the loan or over and above the 
loan).

Reduce estate duty by:
•	 Buying assets in the name of a child or a trust
•	 Selling assets to a child or a trust
•	 Making investments in the name of a trust or a 

child
•	 Making provision in your will for establishing a 

testamentary trust (after your death)
•	 Appointing the surviving spouse (in your will) 

and thereafter a child (or two) as the executor(s) 
of your estate after your death

•	 Bequeathing everything to your spouse. 

Make sure that you receive the maximum tax-free 
lump sum from your pension, provident and/or 
retirement annuity fund. Ask an accountant or tax 
specialist to help you, particularly if you belong to 
more than one of these funds simultaneously. The 
Commissioner will look at the number of years of 
simultaneous membership, as well as the specific 
fund you choose, in order to calculate this amount.

You could also invest your money with the aim 
of trading in, say, listed shares or linked unit trusts.

You are legally entitled to deduct investment 
costs such as the following for tax purposes:
•	 Broker’s fees (fees and/or commission)
•	 Books, magazines and newspapers
•	 Computer
•	 Computer and shared programs (or shareware)
•	 Internet fees
•	 The cost of managing your business and office 

(even if you are working from home). Again, 
consult a tax specialist

•	 Open a bank and/or investment account for your 
children so that they are taxed on the income 
from your investments

•	 If you need to borrow money, rather borrow 
from your spouse (or from their investments) 
so that they earn the interest that you have to 
pay as income (particularly where they have 
a much lower income). The interest is now  
tax-deductible

•	 Invest in an educational trust for your children. 
They will have to pay less tax and your estate will 
be smaller
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•	 Make better use of investments from which you 
receive dividends instead of interest, because 
dividends are tax free, while interest is taxable

•	 Involve your children in your business in order to 
share and lower the tax liability

•	 Divide as much of your income as possible 
between yourself and your spouse.

•	 Make sure that you use the income from your 
financial investments at the latest possible stage 
of your life. By doing this you will postpone 
the payment of tax, your investments will have 
time to grow, and you will probably receive this 
income when you no longer receive income from 
other sources – so you will have to pay less tax

•	 It is also possible to buy multiple properties and 
rent them in order to reduce your tax liability and 
increase your long-term prosperity (the instal-
ments, maintenance, short-term insurance and 
the cost of letting are tax-deductible, so you are 
using tax money to increase your prosperity)

•	 Make some home study deductions for tax 
purposes, if possible

•	 Restructure your salary package.

6.11.1  Structure/restructure your salary 
  package
Persons working for a company are in a good 
position to structure their salary or remuneration 
package in such a way that they get certain income 
tax benefits (after-tax benefits). If you start working 
for a new employer, you must therefore make sure 
that you know how and why to do this, so that you 
can negotiate the structuring of the remuneration 
package with your employer.

Ramantsi (2000:22) indicates that salary struc-
turing addresses the following aspects, among 
others:
•	 Fringe benefits (remuneration other than cash)
•	 Allowances (when your employer pays you cash 

to meet business expenses)
•	 Basic salary (cash).

In order to determine whether you should receive 
allowances rather than a bigger salary, you need 
to compare the tax you would have to pay in the 
various cases. Ramantsi (2000:22) points out the tax 
advantage of a person receiving a travel allowance 
rather than a bigger salary. The portion of any allow-
ance (for example, a travel allowance) that you do 

not use is taxable in your hands. In the case of some 
allowances, you do not actually have to use them, 
and for some you need to keep all records for the 
Commissioner as proof of tax expenses.

Therefore, ensure that your remuneration package 
is structured in such a way that your personal finan-
cial needs and goals are served optimally.

If you pay too much tax, getting the money back 
is your problem (the burden of proof rests on you). 
A structured remuneration package can help in this 
regard.

6.12  rETirEMEnT/SEvErAncE 
  PAcKAGES And TAx PlAnninG

Each year thousands of South Africans receive 
severance packages. Thousands of people also 
receive their retirement packages every year. It is 
very important to apply these packages carefully 
and purposefully, after proper personal financial 
planning. The package must be applied after 
thorough consideration of all possible areas of 
personal financial planning, particularly tax 
planning.

Study Chapter 17 for more information on retire-
ment planning and the tax decisions that go with it. 
You will notice that any investments you make for 
life after your retirement must take proper account 
of the tax aspects. Always consult a tax expert 
regarding this aspect of your personal financial 
planning. This expert could be your accountant or 
professional broker.

Tax treatment of lump sums paid by 
retirement funds (SArS 2016)
When you retire as a member of:
•	 A pension fund, provident fund or retirement 

annuity fund:
 – You are allowed to take one-third of the retire-

ment amount in the fund (see Chapter 17) 
 – You are allowed to take the total amount if 

the entire value of the fund does not exceed 
R75 000.

Consult your financial adviser about the new retire-
ment fund legislation.
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Tax treatment of annuity income (SArS 
2016)
The two-thirds of the pension fund, provident fund 
or retirement annuity is received in the form of an 
annuity (regular pension). Tax is payable on pension 
income. The tax threshold for the 2016 tax year is as 
follows (SARS):
•	 Person below 65—R73 650 per annum
•	 Person 65 and above but not yet 75—R114 800
•	 Person 75 and above—R128 500.

6.12.1  new tax proposals regarding 
 pension funds

What benefits will the amendments have?
1.  For the industry

•	 The tax aspects of the three retirement funds 
will be in harmony, which will save a lot of 
time, advice and money (costs).

•	 People will be encouraged to save/invest.
•	 Retirement benefits can be planned better on 

the basis of a more uniform system.
2.  For fund members

•	 A uniform system for retirement funds makes 
it easier to understand.

•	 It will encourage tax-friendly investments, 
particularly for retirement.

•	 People will make better and more provision 
for retirement.

•	 Members of provident funds will be forced to 
not withdraw their total retirement benefits 
and use this for other objectives than retire-
ment provision, and for spending.

•	 Members will be able to contribute 27.5% 
of their total income (not just pensionable 
income with an employer, as is currently the 
case—7.5% for an employee, or 15% of it for 
a retirement annuity) tax free to their retire-
ment funds—much more than before.

•	 Contributions to provident funds will also be 
deductible from tax, just like for pension funds

•	 An annual tax deduction for contributions (to 
the fund) up to a maximum of R350 000 will 
be permitted.

•	 If a member’s contributions exceed this annual 
limit, they will be able to carry it over to the 
next year.

•	 The cost of investment products will be 
reduced.

•	 Members will be unable to abuse their retire-
ment money if they change jobs.

•	 Although the premiums will no longer be tax 
free, the disability amount will not be taxed on 
receipt any more.

•	 Retirement funds will be able to offer members 
better benefits/returns after retirement.

•	 Members of provident funds will have paid 
their pension premiums with pre-tax money, 
which will mean a higher net salary.

•	 Many people will now want to find out more 
about their retirement funds, retirement 
benefits and retirement contributions, which 
will lead to greater financial literacy and inde-
pendence.

What disadvantages will the amendments have?
1.  For the industry

•	 None in the long term.
2.  For fund members

•	 Provident fund members have already tried to 
use retirement benefits in a way they deemed 
fit.

•	 The compulsory holding back of retirement 
fund benefits and future contributions.

•	 Workers will lose access to their money, even if 
they need some or all of it.

•	 Everybody had to obtain advice on what 
they had to do, and this aggravated existing 
problems with regard to financially illiterate 
people.

Decide for yourself whether it will be detrimental 
after you have read the following financial 
provisions for members of provident funds:

•	 They would have been able to withdraw every-
thing before March 2015.

•	 If members are not already 55 years or older, 
the retirement benefits remain the same as 
they currently are, if members remain with the 
same fund until they retire.

•	 If members have less than R150 000 in any type 
of retirement fund on retirement, they need not 
purchase a compulsory pension.
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6.13  TAx-frEE invESTMEnT 
  AccounTS (TfiAs)

The following are some characteristics and 
functioning of tax-free investment accounts (Swart 
2016):
•	 Treasury introduced tax-free saving accounts in 

1 March 2015. 
•	 The goal is to motivate people to save for emer-

gencies as well as to reduce debt.
•	 The return (interest, dividends, capital growth) 

on these accounts is tax free.
•	 Each person may have two accounts per year.
•	 You choose the type of account: an interest 

account; equity products; or both.
•	 No transfers may take place in the first year 

during which you invest.
•	 A maximum annual contribution of R30 000 per 

person is allowed (married persons—R60 000).
•	 A maximum lifetime contribution of R500 000 

per person is allowed. 
•	 You may withdraw the money (you may not 

replace it and enjoy further tax advantages).
•	 A minor child may enjoy all the benefits where 

parents invest on his/her behalf.
•	 The investment of any withdrawal of contribu-

tions, will be regarded as a new investment and 
will influence your maximum contribution (per 
year/lifetime).

•	 A person exceeding these limits will pay a penalty 
of 40% on the excess. 

•	 It serves as a tax-free emergency fund.

According to SARS (2016), ‘only regulated institu-
tions such as licensed banks, long-term insurers, 
managers of registered collective investment 
schemes, the National Government (retail savings 
bonds), authorised users (stock brokers) and linked 
investment service providers may issue and admin-
ister these accounts’. 

The following accounts will qualify as TFIAs 
(SARS 2016):
•	 Fixed deposits
•	 Unit trusts (collective investment schemes)
•	 Retail savings bonds
•	 Certain endowment policies issued by long-term 

insurers
•	 Linked investment products

•	 Exchange-traded funds (ETFs) that are classified 
as collective investment schemes.

Tax information you require
The service providers will provide SARS, twice a 
year, with the following info (SARS 2016): 
•	 Total contributions per year
•	 Returns on investment: Interest, dividends, 

capital losses and capital gains.

The service providers will provide the taxpayer with 
an IT3(s) Tax Free Investment certificate annually.

Beware of the costs of TFSAs/SARS’s TFIAs. Giles 
(2015:1) emphasises the cost aspect associated with 
TFSAs in the long term. According to Giles, it takes 
16.67 years to make the maximum investment of 
R500 000 at R2 500 per month. 

Example: rate of return = 5% per annum; cost = 
3% per annum; net future value = R977 365. 
Example: fees = 5% only; net future value = 
R1 223 103; the difference in return = R245 737, 
because of the lower cost.

 ExAMPlE: 4

According to Watson (2015:2) the ‘only fee that is 
expressively prohibited is a performance fee’. She 
pointed out that TFSAs could include all fees that 
are applicable to direct investments, namely:
•	 An asset management fee of the underlying port-

folio
•	 Upfront initial fees
•	 Intermediary commission for advice (initially or 

ongoing)
•	 Additional asset management fees (if licensed via 

a LISP
•	 Withdrawal fees (limited to products offering a 

guarantee or have a fixed term of five years or more.

Watson (2015:3) warns about the following addi-
tional costs as well:
•	 14% VAT on the quote
•	 Commission for financial advisers
•	 Asset management fees if the financial adviser 

manages a LISP platform (where the investment 
is in a wrap fund or model portfolio).
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The taxation of a loan to a family member
According to Cairns (2016:1–2), people make 
interest-free loans to family members. These loans 
have to be repaid. If the lender dies, the loan would 
form part of the latter’s estate. Estate duty may be 
payable at a rate of 20% by the lender. In the case of a 
donation, donations tax would be payable at a rate of 
20% by the donor. If the borrower does not repay the 
loan and the lender experience financial problems, 
capital gains tax would be payable if an investment/
fixed asset has to be sold, or a financial asset has to 
be withdrawn.

6.14 SuMMAry
The payment of income tax affects the financial 
position (wealth) of every household. Careful 
planning is essential in order to avoid paying 
unnecessary tax. Knowledge of the tax environment 
is a prerequisite for effective tax planning. Tax must 
be avoided legally and it is recommended that a 
tax specialist be consulted for tax planning. A tax 
specialist is familiar with income tax legislation, 
which is amended annually.

6.15 SElf-ASSESSMEnT
•	 Briefly discuss the steps you should follow in 

order to calculate your income tax liability.
•	 Briefly explain the different income tax pitfalls 

and ways to avoid them.
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After studying this chapter, you will be able to:
•	 Define what is meant by the concept 

‘entrepreneur’
•	 Describe a business opportunity
•	 Explain the pitfalls regarding a family business
•	 Evaluate the different forms of business 

ownership
•	 Explain the layout, content and advantages of 

a business plan

•	 Explain the different methods of financing a 
small business

•	 Explain related matters such as: location, 
registration, administration, insurance, 
employment, your bank, business problems, 
legal matters, business advisers, succession 
planning, e-business, business management 
and growth, and importing and exporting.

lEArninG ouTcoMES

Josephine left school three years ago. She has 
never wanted to study further, but instead has 
always wanted to start her own business. However, 
neither her mother nor her relatives can assist her 
financially. She stares at the store across the road, 
discouraged. Perhaps she should go and work there 
first until she can start her own business?

Her sister Anna, on the other hand, left school and 
has been working for a company as a receptionist 
for five years. She always seems to have enough 
money and even cares for their two little brothers 
at school. She works very long hours and gets 
home very late, and then continues working on the 
computer.

Late one evening Josephine asks her how she 
manages to work and get everything else done. 
Anna tells her the following about her work: even 
though she works during the day, she decided to 
provide a service after work and over weekends. 
She already has several clients who are sometimes 
away from home. She then looks after the power 
supply, plants inside the house, food for their 
animals, and also their other personal requests. 
The demand for her service has increased to the 
extent that she already has two persons working 
for her. She shares the money with them, and in 
the meantime she uses her reputation for good 
service delivery to obtain and retain clients.

According to her, the big secret is the art of 
obtaining money, and having extra money. 

➟

cASE STudy
This will help her to start her second business 
soon—a business where she can buy and sell certain 
products. Do you think Anna will succeed with her 
second business, and why do you think so?

7.1 inTroducTion
Starting up a new business requires courage and 
taking numerous risks. No person can, however, 
start a business and act as an entrepreneur before a 
huge amount of homework has been done. A single 
person, a family, or a group of people can start a new 
business or purchase an existing one. It is important 
to know that starting up or buying a business can be 
both a career and an investment decision. The latter 
refers to the case where a specified amount of money 
is used (eg a package) to start or buy a business.

Not all ideas you have can be turned into a new 
business. An idea must be feasible and based on 
a business plan, in order to turn it into a business 
opportunity. The business plan is used to obtain the 
necessary financing to start the business and the 
entrepreneur must either manage this himself or 
must see to it that someone else manages it.

Probably the two leading reasons why businesses 
fail is the lack of cash (cash flow problems) after 
a business is started and the lack of the necessary 
managerial knowledge or expertise. Approximately 
3% of South Africans currently become entrepre-
neurs. An entrepreneur requires a huge amount 
of skill and knowledge about, among other things, 
money matters, administration, law and, especially, 
people — the only living resource.
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Africanisation
 

Storytelling
One day, Thabo was listening to his grandfather’s 
story. Grandpa Phenya always told the children 
about the family and the clever plans they had 
made and were still making. Their secrets from 
Africa helped them to take care of everyone. This 
was the first time that Grandpa told the young 
people the secret of stokvels. Grandpa emphasised 
the social benefits to the tribe, as well as the 
financial benefits to members of the stokvel. He 
pointed to his little herd of cattle and sheep and 
they understood that stokvel money had helped 
him to acquire this wealth.

Likewise, Grandma had many bead products that she 
sold. Although her chickens mainly satisfied their 
need for food, she sold many eggs to other relatives 
and visitors. People even came from the neighbouring 
rural areas to take part in Grandma’s stokvel activities. 
They always had a nice time and looked very happy. 
They always shared money with each other. Grandpa 
explained why and how it worked.

Thabo wanted to have his own stokvel one day. 
Grandpa said that they could belong to the family’s 
stokvel one day. Then Thabo and the others would 
be able to tell their children and grandchildren 
about the family’s stokvel.

Grandpa continued. In the past, stokvels took care 
of the families of thousands of relatives and friends 
who had gone to work in the mines. Stokvels 
helped to provide money and food for the relatives 
of those who had died in the mines, and for the 
transport and funeral costs of burying the relative 
in the rural area. Likewise, stokvels looked after 
families when the breadwinner landed in prison 
as a result of the apartheid legislation at the time. 
Many of their people had moved to the cities and 
started businesses (initially often shebeens) there. 
Stokvel members then used stokvel money to look 
after the children in the rural areas or at home in 
the city.

7.1.1 Steps in starting a business
Figure 7.1 sets out the stages that could be followed 
when starting a business. You will note that, should 
your current idea prove not to be feasible, you 

should have nine other ideas to draw on. It is only 
in the fourth phase that a business plan, based on a 
feasible idea, is compiled. Financing for the business 
opportunity, along with the assistance of the business 
plan, is sought only in phase five. It is only once 
the necessary funding is obtained that the business 
plan can be implemented and the business started. 
Certain legal and tax aspects come under discussion 
during this phase. We will consider these later.

10 different ideas

Choose the most feasible ideas

Business opportunity

Formulate business plan

Obtain financing

Start business

fiGurE 7.1: Steps in starting a new business
(Source: Clarke et al. 1996:68)

Entrepreneurial beliefs:

•	 I can
•	 I will
•	 I am positive
•	 I have a winning attitude
•	 I am not afraid
•	 I take action
•	 I know people.

Africanisation
 

Remember the importance of cultural differences 
and multicultural differences when you prepare 
to start and manage your own business. Batten in 
Ghyoot et al. (2001:6) defines culture as: ‘things 
people believe in and the way they do them’.

Ghyoot et al. (2001) emphasises numerous important 
aspects of different cultures in an organisation. To 
mention and explain just a few: 

➟
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Africanisation
 

Cultural 
sensitivity

Entrepreneurs and 
managers need to deal with 
multicultural personnel in 
their own businesses as well 
as the business world.

Cultural 
synergy

Entrepreneurs and managers 
have to use and build on 
the differences between 
different cultures in order 
to obtain mutual and 
individual goals.

Culture is 
learned

‘No person is born with a 
culture’. Culture is passed 
on by: parents; other 
family members; adults; 
friends; schools; religious 
congregations; and society.

Charasteristics 
of culture

Every culture has its own 
characteristics.

Multicultural 
workforce

People/employees with 
different cultures occupy 
positions in businesses and 
organisations.

Management 
of culture

Entrepreneurs and managers 
need to know the cultural 
considerations when 
managing people in the 
workplace.

Religion Religion helps people to 
deal with life and death and 
may include the following 
in the African context: 
African traditional religion; 
Christianity; Hinduism; 
Islam; and Judaism.

Language Emotional responses occur 
in the workplace because 
of the values attached to 
different languages.

➟

Region or 
ethnicity

A specific culture is 
superior to other cultures 
in a specific region because 
of its economic and 
political superiority.

Nonverbal 
communication

This refers to those 
actions and attributes of 
humans that have socially 
shared meaning, and 
are intentionally sent or 
interpreted as intentional, 
are consciously sent or 
consciously received, and 
have the potential for 
feedback from the receiver.

Training Designing training 
programmes requires 
cultural knowledge in 
order to provide successful 
outcomes.

Negotiations Different cultures demand 
different negotiation skills 
and knowledge.

Business 
situations

Meetings, communication 
and presentations become 
increasingly important in 
an era of cultural diversity. 
The latter demands 
understanding and 
sensitivity.

7.2 whAT iS An EnTrEPrEnEur?
For purposes of this discussion, we define an 
entrepreneur as a person who takes risks and 
applies resources in such a way that products and/or 
services are rendered to the community. The ability 
to apply and organise resources in this way is known 
as entrepreneurship. Resources include, for example, 
capital and labour. Entrepreneurship is consequently 
a life skill of which most people can only dream, 
namely, to own their own business.

In order to be an entrepreneur, you must display 
the following characteristics:
•	 Be achievement orientated
•	 High energy levels
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•	 Not be afraid of risks—you must be a risk-taker, 
as opposed to a risk-avoider.

•	 Be hard working
•	 Make things happen—you do not sit and wait to 

see whether something will happen.
•	 Perseverance—a prerequisite to making a busi-

ness a success in the long run.
•	 Enthusiasm about what you do or about new 

things you want to do and plan
•	 Responsibility for your own actions and life
•	 Controlling of your own life and future
•	 Look willingly for solutions to problems
•	 Notice opportunities.

An entrepreneur makes things happen.

An entrepreneur combines resources in such a way 
that the needs of communities are served and satis-
fied. This leads, more often than not, to the creation 
of job opportunities for other individuals in the 
same or other businesses.

Standard Bank (2016:1–2) lists the following 
characteristics shared by successful business people, 
namely, they:
•	 Do what they enjoy
•	 Plan everything
•	 Manage their money
•	 Ask for the sale
•	 Know it is all about the customer
•	 Project a positive business image
•	 Make use of technology
•	 Build a superb team
•	 Become experts
•	 Create a competitive advantage.

intrapreneurship
The notion of entrepreneurship should not be 
mistaken for intrapreneurship. Intrapreneurship 
refers to innovative ideas from within an existing 
business; for example, new products, services, 
methods and developments. Persons with these 
innovative ideas in a large enterprise (where they are 
often employees) frequently leave the enterprise and 
become entrepreneurs in their own right.

The latter tends to happen in the absence of 
a business culture wherein entrepreneurship is 
encouraged and rewarded. Table 7.1 provides an 
interesting comparison between a manager, an 
entrepreneur and an intrapreneur.

why do people become entrepreneurs?
While numerous reasons exist why people start their 
own business, the freedom and independence that 
go along with it are probably the most notable. A 
business of your own provides the opportunity to 
function independently of a taskmaster or employer, 
and to use your talents to your own advantage. 
Your own needs and those of family members can, 
thus, be served better, as opposed to working for an 
employer. Similarly, a higher income can be earned 
and long-term wealth created.

Entrepreneurs need resources
Funds are probably the most important resource 
needed to start a business and to keep it going, 
including operational resources (eg buildings, 
vehicles, machinery and stock), as well as human 
resources, which includes all persons who provide 
services for or on behalf of the business based on 
certain skills.

Africanisation
 

nigeria
Lephoko et al. (2001:118–120) provide the following 
guidelines when doing business in Nigeria:

•	 Be trustworthy
•	 Adopt a slow pace
•	 Learn about local culture
•	 Remain professional
•	 Be patient
•	 Accept refreshments willingly and offer them 

to colleagues as well
•	 Use suitable titles
•	 Dress formally
•	 Avoid involvement in local politics
•	 Observe protocol at all times
•	 Obtain a Nigerian counterpart from the outset
•	 Project a confident image
•	 The left hand is considered unclean
•	 Use ‘sir’ and ‘madam’ at all times
•	 Decisions are made at senior level.
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Table 7.1: Traditional managers, entrepreneurs and intrapreneurs

TrAdiTionAl MAnAGEr EnTrEPrEnEur inTrAPrEnEur

Principal motives Promotion and traditional 
rewards as subordinate 
office staff

Independence, scope for 
creativity and making 
money

Independence, the ability 
to progress in respect of 
corporate awards

Time orientation Short term, quotas and 
budgets are met weekly, 
monthly or quarterly, as 
well as annual planning 
levels

Survival and achievement 
of five to 10 years’ 
business growth

Between entrepreneur and 
manager, depending on 
the urgency of adhering 
to self-imposed and 
corporate timetable

Activity Delegates and supervises 
more than being directly 
involved

Directly involved More directly involved, 
delegates less

Risk Cautious Average risk Average risk

Status Concerned with status 
symbols

Not concerned with status 
symbols

Not concerned with status 
symbols

Failure and 
mistakes

Endeavours to 
prevent mistakes and 
embarrassment

Deals with mistakes and 
failures

Endeavours to keep 
uncertain projects out of 
sight until ready

Decisions Usually agrees with top 
management

Follows own dream Able to convince others to 
follow their dreams

Serve whom Others Self and customers Self, customers and 
sponsors

(Source: Unisa 1998:54)

Entrepreneurial risks
Those who want to resign from their jobs must 
think carefully and do lots of homework before they 
try and start their own business. The same applies 
when someone receives a package and decides to 
invest all the money in a new business. In the latter 
case, it would be better to invest half the money. By 
doing so, the whole package cannot be lost, should 
the business fail. It is even possible that the invested 
half could grow to its initial full value in a number 
of years.

There is the risk that there will be no income for 
a certain period. Will you be able to live without it? 
Remember that your cost of living must be covered. 
These expenses will obviously have increased 
considerably with the start of the business.

Your tax structure will be completely different, 
and you will have to deal with the following as a 
business owner:

•	 Pension/retirement provision
•	 Medical cover
•	 Own transport
•	 Sick leave
•	 Holidays
•	 Stress (high stress levels)
•	 Working long hours
•	 Social risks (less time for social life, especially in 

the beginning)
•	 Family commitments (much less time and too 

tired)
•	 Family risks (continual support from spouse)
•	 Lack of skills (or money to hire people)
•	 Religious commitments
•	 Operational cash flow (to keep the business 

running)
•	 Competition
•	 Affirmative action/union demands and activities
•	 Continuous motivation of all involved
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•	 Updated business and management knowledge
•	 Psychological risk (in case of business failure, 

psychological damage)
•	 Safety (many businesses are being robbed and 

owners could be killed)
•	 Strained or neglected personal relationships.

Entrepreneurs are motivated people.

Africanisation
 

According to Lephoko et al. (2001:118–120) basic 
African culture broadly includes the following:

The family The extended family and the 
tribe provide the guidelines for 
accepted behaviour.

Trust and 
friendship

It precedes business deals 
and leads to acceptance into 
families.

Time People are more important 
than time—time is flexible.

Corruption The definition of corruption 
may vary between people with 
different income levels.

Task 
orientation

Foreigners who are too task-
orientated may, for example, 
be regarded as having a 
superiority complex.

Respect for 
authority

Older Africans with wisdom 
have little confidence in young 
foreigners—unless they show 
respect and sincerity.

Business 
and 
common 
courtesies

Business is never discussed 
at home and domestic issues 
are not discussed in business 
meetings.

7.3 BuSinESS EnTrEPrEnEuriAl 
 oPPorTuniTiES

There are thousands of business opportunities in 
South Africa. School leavers and young people 

should take advantage of these opportunities. 
Besides, the best time to start your own business is 
when you stand to lose the least. Those who have 
long become accustomed to the stability and security 
of, say, the public service, would not easily accept the 
risks involved in a privately owned business.

If you want to become an entrepreneur, you first 
have to be able to recognise a business opportunity. 
Many students, for example, run their own busi-
nesses today, because they have discovered a viable 
business opportunity. They thought of a service that 
was not being provided or a product that would 
make people’s lives easier if they had it, for instance 
doing something better, cheaper, quicker or different. 
There are just too many opportunities (ideas which 
could work as future businesses) to mention. The 
following are some examples:
•	 Develop a new game that can promote relaxation 

and health
•	 Provide a service by renting empty rooms in 

houses
•	 Protect houses during holidays
•	 Teach people life skills
•	 Market health products
•	 Provide maintenance work on houses (semi-

building contractor)
•	 Transport small items quickly between cities
•	 Take people on tours (game reserves, the Garden 

Route, the Kalahari)
•	 Sell something at flea markets
•	 Start a nursery school.

Certain ideas will seem beyond your reach, because 
of insufficient knowledge, money, skills and finance, 
for example. Sit down and plan until they are within 
your capabilities, or choose another idea you know 
you can manage. 

Standard Bank (2016:2) lists the following start-
up pitfalls:
•	 Running out of cash
•	 Not doing your homework
•	 Doing what you don’t know
•	 Buying a job rather than a business
•	 Competing on price alone
•	 Skimping on staff
•	 Poor management
•	 Focusing only on one area of your business
•	 Over-expansion
•	 Thinking too small.
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The internet
Rosthorn et. (1997:3) point out that different 
websites could be used to obtain business ideas.

Personal experience and background
It is only logical that the best part of a business idea 
should come from a person’s own field of experience. 
In other words, a person would eagerly use 
something that he is good at (his ‘strongest horses’) 
and utilise it as a competitive advantage in his 
own business. You will have more self-confidence, 
and experience less risk if you dare to undertake 
an enterprise (business) in which you have lots of 
knowledge and/or experience. Exactly the same can 
be said of a hobby. Be warned, though, that a hobby 
does not necessarily represent a business idea or 
business opportunity.

Magazines
Probably the two most appropriate magazines 
concerning business ideas and business opportunities 
are Finweek and Start and Manage Your Business. 
Please consult them.

7.4 A fAMily BuSinESS
Family businesses constitute a large proportion of 
successful South African businesses. A number 
of these are listed on the JSE. In the case of family 
businesses the continuation thereof for future 
generations becomes important. A family business 
presents unique problems or pitfalls. These include, 
among others:
•	 The role of family members versus persons from 

the outside in relation to employment (you would 
prefer to appoint the best person for the job)

•	 Remuneration of personnel/employees (family 
versus non-family)

•	 Ownership by family versus non-family (who 
may hold shares and how many)

•	 The participation by family actively involved in 
the business, compared with family who are not 
involved but, due to birthright, still entitled to 
shareholding

•	 The management of the family business (a family 
member or a non-family member)

•	 The timely ‘handing over’ of the business to the 
younger generation, who may hold a completely 
different vision for the business

•	 The timely training of successors in management 
positions

•	 Internal rivalry for control/management of the 
family business

•	 Interference of relatives by marriage
•	 Conflict due to divorce and next marriage
•	 The principle of family before business and busi-

ness principles
•	 Disputes over management problems that can 

lead to arbitrary decisions or to the finding of an 
acceptable business consultant

•	 Inputs versus outputs (financing and labour 
versus compensation)

•	 Refusal by founder members to change an 
outdated culture of the business.

Despite the problems and pitfalls mentioned, a 
family business does offer the following advantages, 
among others, especially in relation to the successful 
continued existence thereof:
•	 Family ties are often much stronger than is the 

case with ties between non-family.
•	 Family members are willing to work longer hours 

for an own business and for the future of their 
children, as opposed to not working longer hours.

•	 Income is not as important as the continued 
existence of the business.

•	 Family members do not feel that threatened by 
other family members.

•	 Huge emphasis is placed on the training of the 
next generation of family members.

•	 Family members are more humane and will help 
one another gladly (as opposed to the situation in 
a normal workplace).

•	 Solving problems, as well as the long-term exist-
ence of the business, are of great importance to 
the family.

Obviously there are also certain disadvantages, such 
as:
•	 A lazy family member cannot be discharged, held 

accountable or disciplined very easily.
•	 A family member can decide to do as much or as 

little as possible, because they are, in any event, 
entitled to ownership or shares.

•	 Permanent conflict may arise between family 
members about what exactly the nature of the 
business is.

•	 Family members can marry the opposition, even 
if they do own shares.
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Family members play the following roles in a family 
business (Unisa 2000:219):
•	 Mother or father, the founder. An entrepreneur who 

has children will always think of passing the busi-
ness on to the children and should always attempt 
to strike a balance between business and family.

•	 Married couples in the business. The advantages 
of couples working together is that they can share 
extra time, but they may also argue more because 
of differences of opinion.

•	 Sons and daughters. The question is always 
whether children should be prepared for the 
family business from an early age. Children’s 
personal freedom is important, and they have a 
need to prove themselves first outside the busi-
ness. If the business is profitable, it always offers 
opportunities for the children.

•	 Co-operative dependants or resistant dependants. 
There is often competition in business matters, 
and this can affect both family and outsiders.

•	 In-laws who are involved or not involved in the 
business. Sons-in-law and daughters-in-law also 
play a significant role in the business, and it is 
important to be fair when evaluating perfor-
mance and in making selections for promotion.

•	 The entrepreneur’s spouse. This person plays one of the 
most important supporting roles in the career of the 
entrepreneur, and also acts as a listener. They should 
also be able to act as a mediator in business relations 
between the entrepreneur and the rest of the family.

Africanisation
 

characteristics of culture
According to Ghyoot et al. (2001:13–28) the following 
characteristic of culture can be identified, namely:

•	 Individualism and collectivism
•	 Sense of self and space
•	 Communication and language
•	 Dress and appearance
•	 Food and eating habits
•	 Time consciousness
•	 Roles and relationships
•	 Values and norms
•	 Mental and learning processes
•	 Work habits 
•	 Social roles.

Remember that if your family does not have a 
capable person for a specific position, you may have 
to employ the services of a non-family member.

Similar problems arise when a particular child 
shows an interest in the business and another child 
does not. The following are significant aspects 
concerning the transfer (parents to children) of 
ownership of a family business (quoted from Unisa 
2001:229):
•	 Only those children who are actively involved 

in the business should receive shares. The other 
children should receive other assets.

•	 If there are no other assets, the owner should 
consider taking out life insurance to an equiva-
lent value.

•	 If two or more children are actively involved in 
the business, ownership is usually shared equally 
between them. This results in a situation in which 
nobody has control of the business. Kilpatrick 
and Cody (in Harold 1995:4) recommend the 
following to resolve the situation:

 – The parents may decide to place only one child 
in control. They may divide the shares equally, 
but with some shares having voting rights and 
some not.

 – The shares that have voting rights may be 
placed in a trust managed by all the children 
and a trustee. If an argument arises and the 
children are unable to reach agreement, the 
trustee’s vote may decide the outcome.

 – An independent director may be appointed to 
secure objectivity.

 – Specific powers and responsibilities that 
cannot be altered by the board may be assigned 
to one child.

 – The child who does not have control of the 
business may be protected under a long- term 
service contract and may be granted the option 
to acquire shares at preferential rates.

 – A situation may be created whereby each 
shareholder is able to acquire the shares of 
another at a price determined by the buyer, 
or whereby each shareholder may decide to 
sell their shares at a price that the seller deter-
mines. The other shareholders will then be 
granted time to decide whether to accept the 
deal or not.

 – Each of the shareholders may be offered the 
opportunity to present a bid for the remaining 
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50% of the shares. This is similar to an auction, 
where the highest bid is accepted and the 
shareholde buys out the other shareholders.

 – If possible, parents may divide the business 
among the children in such a way that each 
child has their own business to manage.

 – The assets may be divided in such a way that 
the business and all its shares go to one child, 
while the plant and the property on which 
the business is situated go to another child. 
This creates a situation in which the one child 
can manage the business, and the other earns 
rental income from the use of their assets.

 – A more drastic situation may be created, where 
the child who owns 50% or less of the shares in 
the business may insist on the business being 
sold, unless they can be bought out according 
to a formula which amounts to a higher price 
than the market- related price of their shares.

The situation in question will naturally determine 
which steps will be the most appropriate in order to 
minimise conflict and to increase understanding.

A family business holds many problems that 
have to be addressed. Therefore, you have to do the 
necessary homework continuously, in order to assist 
in establishing and preserving a family business for 
successive generations.

7.5 forMS of BuSinESS 
 ownErShiP

In this section we deal with whether you should 
start and manage a business in the form of a sole 
proprietorship, a partnership, a close corporation 
or a company (private or public). In South Africa, 
we also have co-operatives (falling under the 
Co-operatives Act 91 of 1981). Co-operatives 
attempt to achieve economic advantages for their 
members, especially for farming communities.

Potential entrepreneurs must therefore decide 
on a certain business form, in terms of which the 
soon-to-be-established enterprise will be operated. 
Factors that will play a role are, among others:
•	 The size of the enterprise
•	 Available resources
•	 Number of persons involved as co-owners or 

shareholders

•	 The method of financing involved
•	 The needs of owners
•	 The management and control of the enterprise.

Every entrepreneur will choose the business form 
that is best suited to their needs and the specific situ-
tation. This choice can only be made after the specific 
features of each business form and the advantages 
and disadvantages of each have been analysed and 
evaluated. The features of each of the forms must be 
carefully considered before you decide on a specific 
business form.

Use the following criteria to choose a specific 
business form:
•	 Number of owners
•	 Responsibility for debt
•	 Control and authority
•	 Legal personality
•	 Acquisition of capital
•	 Transfer of ownership
•	 Taxation
•	 Legal requirements.

7.5.1 The sole proprietorship
The sole proprietorship is the most popular business 
form, in which a single person both owns and 
manages the business. It is also the cheapest business 
form. Just as all the assets belong to the owner, they 
are also responsible for the payment of all its debts.

The business and the owner are one—the owner 
stands to lose everything he owns if the business fails 
or when it is not able to pay its debts.

The ability of the business to obtain the neces-
sary funding and operational capital depends mainly 
on the creditworthiness of the owner. Limited funds 
normally exist for business purposes and especially 
expansion. A sole proprietorship can easily be sold. 
This business exists as long as the owner is alive or 
solvent. The advantages of a sole proprietorship are 
that:
•	 It is ‘easy’ and ‘cheap’ to start
•	 The owner is in control of the business
•	 The owner makes all decisions
•	 There are not many legal requirements for 

starting or with regard to accounting practices.

The disadvantages of a sole proprietorship are that:
•	 All debt ‘belongs’ to the owner
•	 Limited financial resources are available
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•	 Limited management knowledge and skills are 
available

•	 Succession planning is difficult.

It is precisely due to these limitations that people 
start a business together.

7.5.2 The partnership
As is the case with a sole proprietorship, a 
partnership is not a legal person and cannot exist 
independently of its partners. Two to 20 persons 
can form a partnership. The partners contractually 
agree on the functioning of the partnership in a 
partnership agreement.

The partners enter into all agreements on behalf 
of the partnership, and are collectively and indi-
vidually liable for the debts of the partnership. 
The personal assets of partners, thus, also become 
prejudiced at the time of liability for and payment 
of partnership debts, irrespective of which partner 
incurred the debts.

More skills and management competencies 
(resources) exist in a partnership than in the case 
of a sole proprietorship. The partnership agreement 
determines the relationship between the partners.

A partnership can be dissolved by:
•	 Agreement between all partners
•	 Death
•	 Insolvency of the partnership
•	 The joining of a new partner.

The advantages of a partnership are that:
•	 More skills and resources are available
•	 It is relatively easy to establish
•	 There are not many legal requirements.

The disadvantages of a partnership are that:
•	 Partners are liable for partnership debts
•	 There may be control and management conflict.

7.5.3 The close corporation 
A close corporation (CC) is a business that is a 
separate legal person. It is relatively inexpensive to 
set up, and there are not as many requirements to 
be met as is the case with a company. The Close 
Corporations Act 69 of 1984 regulates the activities 
of CCs.

One to ten persons can form a CC by registering 
a founding statement. This document contains, 
among other things, the following:
•	 The name of the CC (it is first ascertained that 

the same name does not already exist for a CC)
•	 The nature of the business of the CC (eg training, 

service delivery)
•	 Personal details of all members of the CC.

Every CC must appoint an accountant to draw up 
the financial statements. The interests of members, 
and ownership and control of the CC, are expressed 
as a percentage. An ‘associated agreement’ is drafted 
in order to determine mutual roles and working rela-
tionships. Members each make a contribution to the 
business, which can include money, capital, prop-
erty or a specific service rendered. Furthermore, 
members may carry only limited liability for the 
debts of the CC. While members are able to enter 
into contracts (within the business of the CC), which 
might bind other members, they must always act in 
good faith towards the CC and must not overstep 
their agreed-upon powers.

A member can sell his interest in the CC with the 
approval of the other members. The continued exist-
ence of the CC is not jeopardised by the death of a 
member, despite the fact that such a death may have 
a tremendously negative impact on its continued 
profitable existence.

You can obtain more information on existing close 
corporations by writing to:

The Registrar of Close Corporations

PO Box 429, PRETORIA, 0001

7.5.4 The private company
All companies fall under the Companies Act 61 of 
1973 and the new Companies Act 71 of 2008. The 
establishment of a company is accompanied by far 
more legal requirements than is the case with a 
CC. A company is an independent legal person, the 
constitution of which is registered with the Registrar 
of Companies. The constitution consists of the 
following two documents:
•	 The memorandum of association (governing 

external relationships
•	 The articles of association (governing internal 

relationships).
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A company is managed with the assistance of an 
annual general meeting of shareholders, as well as 
a board of directors. Shareholders hold shares in 
the company and, thus, also possess voting rights. 
Dividends are payable to shareholders. An auditor 
must compile statements for the financial year. 
Companies pay taxes on net profit, and secondary 
taxes on declared dividends. Shareholders are not 
liable for the debts of the company. The assets of the 
company, similarly, belong to the company and not 
to the shareholders. Due to the size of the company, 
it can attract capital more easily than other forms of 
business.

In the case of a private company, the shares are 
transferred in terms of the articles of association. 
Directors usually approve the sale of shares in the 
case of a private company. The death of shareholders 
does not influence the continued existence of a 
company. Shareholders currently (2011) do not pay 
taxes on dividends.

7.6 ccs And coMPAniES: ThE 
 nEw coMPAniES AcT 71 of 2008

The new Companies Act came into effect on  
1 May 2011. A summary of how it affects companies 
in South Africa is given below. (According to 
our understanding—although CIPRO is not 
communicating effectively and is still deciding on 
the final details.)

As of 1 May 2011:
•	 No new CCs will be registered, but all old CCs 

will continue to function as normal
•	 You can continue to make CK2 amendments to 

your CC—which means change members, and 
details etc.

•	 Annual Returns will still be required to be done
•	 If you fail to pay your annual returns, and it 

reaches final deregistration, you will not be able 
to re-register your CC

•	 All new companies will be (Pty)Ltd but with 
some differences

•	 A full audit will not be required on small com-
panies

•	 To decide whether or not an audit is required, a 
points system will be instituted. One point per 
Rmillion turnover and one point per staff 

member, and another point for every Rmillion 
unsecured debt. At the last discussion with 
CIPRO, you would need 350 points before an 
audit is required. As mentioned earlier, small 
companies will not need an audit

•	 New companies will not need to appoint an 
accounting officer or auditor during registration. 
(We are not clear on exact details with regard to 
accounting for small companies and signing off 
of the books—Swiftreg are still uncertain as to 
the procedure which will be prescribed.)

•	 Annual Returns will now be submitted with a 
breakdown of your books (Balance Sheet/ Income 
Statement).

Source: www.swiftreg.co.za/newcompany.htm

Standard Bank (2016:2–3) lists the following guide-
lines for start-up success:
•	 Have a plan
•	 Consider starting the business on a part-time 

basis while you are still employed
•	 Hire a credible business mentor
•	 Set up lines of credit as soon as possible
•	 Keep your costs as low as possible
•	 Choose something you know
•	 Build your network
•	 Build a great website
•	 Review your business
•	 Learn from your inevitable mistakes.

7.7 ThE BuSinESS PlAn
A business plan can only be drawn up once you 
have a good deal of information. This information 
includes what you have already learnt about your 
soon-to-be-established business, the type of business 
and the business form. You may, however, still not be 
exactly sure of how all your plans are to be executed, 
and the information that you have at your disposal 
will have to be arranged into workable plans and 
then a single comprehensive business plan.

7.7.1 what is a business plan?
A business plan is a written document which sets 
out, in understandable terms, the information an 
entrepreneur has collected. Information is therefore 
converted into comprehensible and workable plans, 
which can be understood and used by all parties 
involved with the business. All aspects concerning 
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the business are addressed in the business plan, 
including the what, why, how, when and where of 
the business opportunity, as well as all the activities, 
goals and strategies thereof.

Although a business plan is not drawn up to 
‘protect’ investors by providing all possible infor-
mation, it is, nevertheless, important for investors 
to know how the plan will be implemented by the 
entrepreneur.

A business plan is a business tool. 

A business plan is a formal document, which 
indicates where the business comes from (idea and 
history), where it is currently (current situation and 
plans) and where it is heading (how plans will be 
executed to attain certain goals). A written business 
plan forces the entrepreneur to reflect thoroughly 
on information still lacking and whether the plan is 
achievable or not.

7.7.2 The importance of a business plan
No business will exist, or continue to exist, without 
proper and continuous planning, irrespective of the 
type of business or its size. It is not possible to start 
something so important, which will determine your 
future, without thorough planning.

A business plan is important for both internal use 
(by the entrepreneur or manager) and external use 
(by suppliers, investors and suppliers of funds).

7.7.3 The uses of and reasons for a 
 business plan
These are as follows:
•	 It serves as a business tool (it can be used when 

the need arises, when circumstances change and 
when new annual planning is done)

•	 It gives direction to the business management 
and activities

•	 It helps to identify objectives, problems and also 
opportunities

•	 The feasibility of an idea (or ideas) can be tested
•	 Performance standards are set
•	 Performance is evaluated and monitored

•	 It provides a written business tool that can serve 
as a decision-making tool

•	 Capital or financing can be raised
•	 It provides investors with information
•	 Both the entrepreneur/manager and employees 

use the business plan for guidance
•	 Financial institutions, other suppliers of funds 

(investors) and new partners use the information 
in the business plan

•	 It is useful for obtaining new business or business 
partners.

If you fail to plan you plan to fail.

A business plan is built on a lot of homework 
(pre-planning information) and requires a lot of 
work in itself. 

7.7.4 who should be involved in the 
 preparation of the business plan?
The personal involvement of the entrepreneur 
in formulating the business plan is of the utmost 
importance. It follows that the entrepreneur should 
know what the soon-to-be-formed business is 
about. The plan, moreover, deals with the thoughts, 
work and financial future of the entrepreneur. Even 
though use is made of the assistance of professional 
persons or businesses during the drafting of the 
business plan, it is the entrepreneur who needs to 
know what it comprises. Similarly, the entrepreneur 
will be required to provide explanations and answers 
to employees, partners, suppliers of funds, other 
suppliers and potential new business contacts. 
The plan therefore needs to include realistic and 
attainable goals.

You, the entrepreneur, must be involved.

7.7.5 dos and don’ts of a business plan
Table 7.2 sets out what should and what should not 
be done during the compilation of a business plan.
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Table 7.2: The dos and don’ts of preparing a business plan

do don’T

Do involve all of the management team in the 
preparation of the business plan.

Do make a plan logical, comprehensive and read- 
able—and as short as possible.

Do demonstrate commitment to the venture by 
investing a significant amount of time and some 
money in preparing the plan.

Do articulate what the critical risks and assumptions 
are and how and why these are acceptable.

Do disclose and discuss any current or potential 
problems in the venture.

Do identify several alternative sources of financing.

Do spell out the proposed deal—how much for what 
ownership share—and how investors will win.

Do be creative in gaining the attention and interest 
of potential investors.

Do remember that the plan is not the business and 
that an ounce of can-do implementation is worth 
two pounds of planning.

Do accept orders and customers that will generate 
a positive cash flow, even if it means you have to 
postpone writing the plan.

Do know your targeted investor group (eg venture 
capitalist, bank or leasing company) what they really 
want and what they dislike, and tailor your plan 
accordingly.

Do let realistic market and sales projections drive the 
assumptions underlying the financial spreadsheets, 
rather than the reverse.

Don’t have unnamed, mysterious people on the 
management team (eg a ‘Mr G’ who is currently a 
financial vice-president with another firm and who 
will join you later).

Don’t make ambiguous, vague or unsubstantiated 
statements, such as estimating sales on the basis of 
what the team would like to produce.

Don’t describe technical products or manufacturing 
processes using jargon or in a way that only an 
expert can understand, because this limits the 
usefulness of the plan. For example, venture 
capitalists will not invest in what they do not 
understand—or what they think the team does not 
understand—because it cannot explain these to 
such smart people as themselves.

Don’t spend money on developing fancy brochures, 
elaborate slide show presentations, and other 
‘sizzle’—instead, show the ‘steak’.

Don’t waste time writing a plan when you could be 
closing sales and collecting cash.

Don’t assume you have a done deal when you have 
a handshake or verbal commitment but no money 
in the bank.

(Source: Unisa 1998:310–311)

7.7.6 Sources of information for drawing 
 up a business plan

The following is a list of sources, which may be useful 
in drawing up a business plan (Unisa 1998:313):
•	 NEPA (Ntsika Enterprise Promotion Agency)
•	 NSBC (National Small Business Council)
•	 Statistics South Africa
•	 CSIR (Council for Scientific and Industrial 

Research)
•	 NPI (National Productivity Institute)
•	 Local government, municipalities and authorities

•	 Business Partners Business Service Centres and 
Hot Line

•	 Business consultants (Business Partners has a list 
of registered consultants that they can recom-
mend)

•	 Universities (Department of Business Manage-
ment: Small Business Units)

•	 Chamber of Commerce
•	 Department of Trade and Industry
•	 FASA (Franchise Association of Southern Africa)
•	 Suppliers of stock and equipment
•	 Customers
•	 Libraries
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•	 Accounting firms
•	 Attorneys
•	 Trade associations
•	 Journals, newspapers, magazines, books (eg Start 

and Manage Your Business magazine, SA Success 
magazine)

•	 Television programmes (eg Your Own Business)
•	 Competitors
•	 Your own experience
•	 Other entrepreneurs.

7.7.7 Steps in preparing a business plan
Before we look briefly at the steps, you should be 
aware of the features that a successful business plan 
must contain if financing is required. To succeed, 
business plans should (Unisa 1998:318):
•	 Have a well-considered structure
•	 Be of the right length and appearance
•	 Explain what the entrepreneur expects to accom-

plish
•	 Specify the benefits of the business’s product/

service
•	 Provide concrete evidence of the product’s 

marketability
•	 Financially justify the methods chosen to sell the 

product
•	 Explain the level of product development attained 

and the nature of the manufacturing process
•	 Portray the managers as an experienced team
•	 Contain credible financial projections
•	 Show how investors can get their money’s worth 

in three to seven years
•	 Be presented to the appropriate prospective 

investors
•	 Be easily and concisely explainable in an oral 

presentation.

The following are some of the most important steps 
(ABSA(a):5):
•	 Make sure that your goals are identified. (Who is 

going to read your plan? What should they know 
about your business?)

•	 Give a proper outline of your business plan.
•	 Write your business plan with the following ques-

tions in mind:
 – Who are you?
 – Why is the business viable?
 – How much money do you need, and why?
 – How are you going to apply/use the money?

 – How will the money benefit the business?
 – How will loans be repaid?
 – What is your contribution to the business?
 – What will happen if the business fails?
 – Can the business afford its owner(s)?
 – Update and review your plan (because circum-

stances change and the business plan is a living 
document).

7.7.8 The format and content of the 
 business plan

A business plan should include the following:

1.  Executive summary

2.  Table of contents

3.  Owner’s personal information

4.  Business details

5.  Mission/vision

6.  Product/service

7.  Target market

8.  Industry analysis

9.  Financial forecasts/sources and application of 
funds

10.  Financial plan

11. Human resources plan

12.  Marketing plan

13.  Legal matters

14.  Operations plan

15.  Professional advisers

16.  Administrative considerations

17.  Management plan

18.  Appendices

19.  Additional information

20.  Cover page

1. Executive summary
 It is important to know that the executive 

summary is not an introduction to the business 
plan but, in essence, a miniature or abbreviated 
version of the total business plan. It should not 
comprise more than three pages and should 
provide the reader with a review of the business 
plan within minutes.

  According to BizPlan (http://www.bizplanit, 
com/vplan/execsum/basic), common pitfalls are 
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that executive summaries are too long, expand 
too much, miss the true opportunity, and do not 
make the reader enthusiastic. It is suggested that 
you attempt to write it on a single page, empha-
sising the opportunities to the reader, investor or 
provider of funds; providing supporting views 
with facts; addressing all financial needs; and 
knowing what the reader is looking for.

2. Table of contents
 The table of contents should assist the reader to 

search for a specific subject and to locate page 
references. The reader must therefore be able to 
locate a specified issue easily in the business plan.

3.  Owner’s personal information
 The following information must be provided in 

respect of each owner:
•	 Personal details (name, address, date of 

birth, nationality, identity number, telephone 
numbers, residential periods and length of 
residence)

•	 Marriage details (married, single, divorced, 
living together, type of marital or antenuptial 
agreement, dependants)

•	 Spouse’s personal details
•	 Employment or career history (highest educa-

tional qualifications, income, perks)
•	 Criminal record
•	 Assets (fixed and current values)
•	 Liabilities (current, long-term, credit cards, 

amounts)
•	 Income details.

4.  Business details
 Provide the following information:

•	 Financial history (financial statements if appli-
cable)

•	 Personal and business objectives
•	 Skills development plan in terms of the Skills 

Development Act 97 of 1998
•	 Business history (if applicable—products, 

services, period)
•	 A new or existing business
•	 A franchise (include franchise agreement)
•	 Business form (close corporation, company—

include agreements)
•	 Registered address of business
•	 Owner’s details
•	 In the case of a company, the authorised/

issued capital.

5.  Mission/vision
 The vision points to the long-term path the busi-

ness will follow. The mission statement, on the 
other hand, points to what you want to become or 
what you want to attain. A mission/vision state-
ment that is too emotional in nature should be 
avoided. Do not describe your business again, but 
rather say exactly what you are going to do and 
what you want to achieve.

6.  Product/service
 Explain the benefits and uses of your product or 

service. Include all possible product features, such 
as size, colour, weight and cost. Do not make the 
product description too technical. Furthermore, 
protect your product by law (eg by patent) and 
show how your product or service will solve prob-
lems in the market.

7.  Target market
 BizPlanIt specifies the following pitfalls 

surrounding the writing of the section on the 
target market:
•	 Do not assume that everybody will use your 

product or service.
•	 Be specific about your market share.
•	 Be aware that investors/financiers want a 

clearly defined market.
•	 Explain exactly how you are going to satisfy 

the needs of your target market.
•	 Do not try to reach too many target markets.

8.  Industry analysis
 According to BizPlanIt, you must be knowledge-

able about the following aspects of the specific 
industry:
•	 The growth of the industry
•	 Which factors cause growth or decline in the 

industry
•	 Legislation that affects the industry
•	 The role of technology in the industry
•	 Exactly how the industry functions
•	 Where your business fits in.

9.  Financial forecasts/sources and application of funds
 It is important to know what your plans look like 

in financial terms. This is done by way of finan-
cial forecasts, which are obviously grounded in 
certain assumptions. These forecasts must espe-
cially indicate the following:
•	 Future sales
•	 Expenses
•	 Income
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•	 The sales (in rand terms) needed to cover 
expenses, or the breakeven point (where no 
profit or loss is made)

•	 The net profit based on the expected sales.
 Similar forecasts can be made for cash flow.
 ABSA(a) points out the following important 

aspects that should be specified concerning the 
sources and application of funds:
•	  All existing sources (investments, fixed 

assets, owners’ contributions, cash in the 
bank, accumulated debt, overdraft facilities, 
creditors)

•	  All applications of funds (buildings, stock, 
furniture, machinery, vehicles, debtors)

•	  Banking details
•	  Applications for financing
•	  Financing needs
•	  Monthly expenses.

10. Financial plan
 The financial plan must include the following:

•	 Income statements for the last three years
•	 Balance sheets for the last three years
•	 A projected income statement and balance 

sheet, in the case of a new business
•	 Monthly cash flow statements for one year
•	 Monthly projected cash flow statements (for 

three years)
•	 A breakeven analysis
•	 Sources and application of funds
•	 Financial ratios (if available)
•	 Control over debtors
•	 Stock control.

11. Human resources plan
 The following, among other aspects, are impor-

tant aspects here:
•	 The personnel needs
•	 Maintaining personnel
•	 The remuneration policy
•	 The intended number of employees
•	 The training/development of employees
•	 Part-time versus full-time employees.

12. Marketing plan
 It is important to point out that you have 

researched the market thoroughly for your 
product/service.

 Place special emphasis on the following:
•	 Potential clients
•	 Needs of clients
•	 The size of the market

•	 The estimated market share of your ‘to-be-
founded’ (or existing) business

•	 Strategies to obtain your envisaged market 
share

•	 Existing competitors and their market share
•	 Your competitive advantages.

13. Legal matters
 The business plan is a planning document for the 

future. It is therefore important for all involved 
parties to take note of the following aspects:
•	 VAT registration
•	 Pending VAT lawsuits
•	 Income tax arrears
•	 Pending income tax disputes or lawsuits
•	 Pending labour relations lawsuits
•	 New or expired contracts.

14. Operations plan
 The operations plan of the business plan deals 

mainly with the internal activities of the busi-
ness, as well as property, machinery, equipment, 
vehicles, personnel, contracts and other factors 
that are needed to supply products and/or 
services. These requirements must be illus-
trated briefly in the operations plan and include, 
among other things, the following (ABSA(a):14–
15; BizPlanIt):
•	  Premises (location, convenience network, 

size, owned, if rented, date of purchase, price, 
present value, mortgage bond, outstanding 
balance, bondholder, account number)

•	  Machinery, vehicles, equipment, furni-
ture (cost of needed equipment, purchased, 
leased, outstanding amounts, owner, new 
or second- hand, how budget output will be 
achieved, how assets will be depreciated)

•	  Labour/personnel (numbers needed, the 
personnel structure, full- and part-time, 
salaries, hours of operation, hiring criteria)

•	  Accounting (name of accountant, address, 
telephone numbers, name of auditor, stock-
taking)

•	  Sales (outstanding debtors, debtor terms for 
existing business, debtor terms for new busi-
ness, bad debts)

•	  Purchases (amount of creditors outstanding 
for existing business, or terms arranged with 
suppliers for new business)

•	  Suppliers (names, addresses, your mark-up 
percentage, gross profit)
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•	  Manufacturing process (raw materials, 
materials in process, finished goods, key 
suppliers, storage of goods, cost of ordering 
goods, distribution of finished goods)

•	  Include the timeframe (years, months, weeks, 
days) of specific operational activities.

15.  Professional advisers
 Provide a complete list of all professional persons 

who will assist the business, with comprehen-
sive details of each. Advisers could include the 
following:
•	 Accountant/auditor
•	 Attorney
•	 Bank manager
•	 Broker.

16. Administrative considerations
 Give a brief summary of the administrative 

system for your business. Keep a copy of your 
business plan for future use.

17.  Management plan
 The management team of a business must 

be its greatest asset. Therefore, it is impor-
tant to include details of all people involved in 
the management of the business. Include and 
substantiate each of the following:
•	 Title
•	 Duties and responsibilities
•	 Previous experience and success record
•	 Level of education and training
•	 Background and professional membership.

 Do not depend on unqualified people, family 
or friends to manage your new business or it 
will surely fail. Do not try to do everything 
yourself, either. Remember that you will not attract 
good managers/experts if they cannot share in the 
ownership of your business. Pay people competitive 
salaries, otherwise you are going to lose them.

18. Appendices
 ABSA(a):20 indicates that detailed confidential 

information can be included in this section. This 
information should not be available to everyone, 
but only to those who really need it. An example 
is an offer to purchase a property. Personal 
information may also form part of this section 
(eg life policies).

19. Additional information
 Relevant information that does not belong in 

the other sections of the business plan may be 
included here.

20. Cover page
 The cover page should give a very good impres-

sion of the business. It is a marketing tool, as 
well as an opportunity for the entrepreneur, and 
ought to include the following:
•	 The name of the business
•	 The logo of the business
•	 The names, addresses and telephone numbers 

of the owners
•	 The business type (retailing, manufacturing)
•	 The date.

7.8 finAncinG A SMAll 
 BuSinESS

The financing of a business is more complicated 
than it seems, and it entails much more than just 
a simple decision about whether to borrow money 
or not. As you will see, the financing decision 
comprises numerous decisions about such matters as 
the capital requirements of the business concerned, 
the type of business, legal liabilities, equity and 
borrowed capital, available forms of financing, the 
costs involved in short-, medium- and long-term 
financing, the business plan, sources of financing 
and the attendant requirements, as well as the capital 
structure.

The financing will be different for each of the 
following four cases:
•	 A family business
•	 A new business
•	 An existing business
•	 A franchise.

7.8.1 The primary goal
The financing decision should contribute to the 
primary goal of the business, namely to maximise 
the wealth of the owners over the long term.

capital requirements
First, you must know exactly how much capital you 
require, for example, how much start-up capital is 
needed, as well as how much capital will be required 
to maintain the business. Accurate calculations 
will have to be done to determine the capital 
requirements over the short, medium and long term.

Short-term needs may include those of starting 
the business and buying the necessary stock. In the 
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medium term, it may be necessary to keep up with 
technological developments in the form of comput-
erisation, pay points and other automation. A 
long-term need could be to obtain funds to purchase 
the building in which the business is located.

Naturally, short-term financing is used to cover 
a short-term need, medium-term financing is for 
medium-term needs and long-term financing is 
for long-term needs. This means that the term of 
financing must coincide with the term for which 
financing is required. The short term usually 
extends over less than a year, while the medium 
term is a period of one to five years and the long 
term more than five years. Examples of short-term 
financing include an overdraft on a bank account 
or a loan obtained from a family member. Medium-
term financing includes instalment sale agreements, 
while a bond over property can be used as long-term 
financing.

Of course, the need for capital arises only if the 
funds of the entrepreneur fall short. Apart from the 
amount, the entrepreneur must also determine when 
funds will be required, as timing is very significant. 
If you borrow capital too soon (say, three months in 
advance) it could become very expensive. On the 
other hand, it may be of no use to you if you receive 
the funds three months too late. Also make sure not 
to borrow too much or too little, because both over- 
and under-budgeting are detrimental.

It is important that the following capital require-
ments be taken into account: research costs, 
establishment costs, premises and equipment costs, 
stock, debtors, staff, temporary losses, contingencies, 
business insurance (purchase and sale agreements, 
key-person insurance, life policies) and future 
expansion of the business.

capital structure and costs
After determining the capital requirements, the 
ratio of equity to extraneous (borrowed) capital 
must be established, with a view to determining 
the optimal capital structure for the small business 
enterprise. Naturally, such a structure should be the 
combination of forms of financing that will maximise 
the value of the enterprise for the owner(s). Even if 
you use the financing at your disposal, the cost of 
the different forms of capital must also be calculated. 
Use the cheapest forms wherever you can, if they are 
available on the same terms and conditions. Debt 

financing (loans and leases) is cheaper, for example, 
than preferential shares, retained earnings and 
ordinary shares.

Although there are many ways to finance a 
business, we distinguish between debt and equity 
finance. Debt refers to borrowed funds, while equity 
refers to finance provided by the buyer (when 
buying a business), owner (to expand a business) or 
entrepreneur (when starting a business). The rela-
tionship between debt and equity finance is called 
the capital structure of the business. Debt finance 
refers to current, medium-term and long-term 
liabilities. Equity finance refers to the contributions 
by the owner(s), shares and retained earnings. The 
mix of debt and equity finance will ultimately deter-
mine the weighted average cost of capital (funding) 
of the business.

In the case of debt finance, creditors have a first 
claim on the income and assets of a business. The 
owners have a direct voice in the management of 
the business. The only exception is preference share-
holders, who may or may not have voting rights.

7.8.2 financing a family business
In South Africa, 80% of all small business enterprises 
are family businesses. Of these, only about 30% last 
into the second generation, while about 15% reach 
the third generation. This lack of durability is due 
mainly to poor management. Financing of a family 
business is generally achieved by putting together 
funds from the entrepreneur’s own resources. 
Secondly, assets are often sold to obtain funds. 
Financing of this kind is usually done informally 
and verbally, which may cause problems at a later 
stage, and these carry over to the next generation. 
If this type of financing does not suffice, a silent 
(sleeping) partner is taken on board. This partner is 
not involved in management. Overdraft facilities are 
used, but relatively little use is made of bank loans.

Close family members often provide interest-
free loans or loans at low interest rates. Sometimes, 
friends also provide loans without any secu-
rity. Make sure that you approach someone who 
believes in your business (and that you will repay 
the loan). Be honest with the person who is putting 
up the loan, and borrow from somebody who can 
afford it, not from someone who is in a financial 
crisis of their own. Draw up a loan agreement in 
writing. Ascertain the conditions of the financier’s 
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matrimonial property regime (whether the marriage 
partner concerned is entitled to lend money and has 
autonomous signing powers). Also make sure that 
you borrow sufficient funds the first time around, 
because a second loan is obtained with difficulty, if 
at all. Keep the friend or family member abreast of 
developments at all times. Naturally, the financier 
and the borrower must keep each other informed of 
unexpected events that affect either of them, such as 
death, insolvency, serious illness and divorce. Also 
make sure that both parties understand and agree 
with the financial arrangement.

7.8.3 financing a new business
In the first place, capital from the entrepreneur’s own 
resources are used to finance a new business. The 
capital requirements and the type of business will 
determine what sources and forms of financing are 
going to be used. The capital required to start and 
operate a business will be satisfied from equity as 
well as borrowed capital. Look at the different forms 
of financing for short-, medium- and long-term 
capital requirements and decide which forms you 
will need. These forms of capital are secured from 
private individuals, banks and Business Partners 
(BP).

7.8.4 financing the purchase of an 
 existing business
Primarily, capital from the entrepreneur’s own 
resources is used to buy an existing business. Such 
capital is made up of cash, investments, bonds on 
property (first bond or covering bond, cession 
of policies, etc.). It is easier to secure financing 
from financial institutions to start a new business. 
The availability of financing for the purchase of a 
business will depend mainly on private capital and 
the creditworthiness of the applicant (purchaser), 
the collateral offered and the history of the business 
(profit and credit record).

The seller may also provide financing. This 
can be particularly dangerous if the seller (on the 
grounds of a deed of sale) can repossess the business 
with relative ease. This eventuality is particularly 
prevalent where the business serves as security for 
the loan. The purchaser can easily lose the deposit 
and payments in this case. The same thing happens 
where assets of the business serve as security for the 
loan.

Be careful. An existing business entails many 
pitfalls for the novice or lay person. Generally, a low 
price seems like a good buy, but this can quickly 
become a very expensive mistake. By the same 
token, a high price is no guarantee that the business 
will be profitable. Do not accept the seller’s reasons 
for selling at face value. A seller (owner) is often 
under tremendous pressure to sell, does not have 
enough managerial know-how, or may have virtually 
no business experience.

If the most recent financial statements (consisting 
of income and balance sheets) are available, engage 
an accountant to check them for you. Failing this, 
financial statements should first be drawn up.

7.8.5 financing a franchise
The financing decision is taken after the franchise 
package (the franchise agreement, the operation and 
procedure manual and the training arrangement) 
has been finalised; that is, researched, studied, drawn 
up and accepted. Remember the royalties to be paid 
to the franchisor once the capital requirements for 
the purchase of the business have been determined. 
Do not finance a franchise with a retirement package 
without careful deliberation. Financing is obtainable 
with relative ease.

The loan application must contain a résumé of 
the business, the history of the franchisor, the fran-
chise agreement, the capital requirements (amount), 
the proposed terms of repayment, how the capital 
will be applied, equity capital, collateral, market 
information and the credit record and financial situ-
ation of the borrower (applicant/franchisee).

Debt financing for the purchase of a franchise 
mainly takes place in one of the following ways: 
short-term loans, credit lines, mortgage bonds (over 
fixed property), trade credit and operational leases 
(of machinery, equipment and vehicles).

7.8.6 forms of financing
The main categories of financing are short-, medium- 
and long-term financing. Because the situation of 
each prospective entrepreneur is different from the 
rest, as is the nature of the prospective business, 
a large number of factors must be considered in 
selecting specific forms of financing. Here are just a 
few of these factors:
•	 Suitability (the term of financing must corre-

spond with the term of the capital required)
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•	 Control (whether you will relinquish control to 
the provider of funds, or not)

•	 Expansion (whether the form of financing will 
be flexible enough to accommodate future capital 
needs)

•	 Timing.

Naturally, the state of the economy, the specific busi-
ness operation and the type of enterprise will exert 
an influence on the financing decision.

7.8.7 Short-term finance
Funds for short-term capital requirements are 
needed for a period of less than a year. The main 
forms of short-term finance are:
•	 A bank overdraft
•	 A short-term bank loan
•	 An ordinary or a budget credit card account
•	 The factoring of debtors.

The factoring of debtors is the selling of outstanding 
debts at a discount. The business secures funds, 
while the buyer collects from the debtors and makes 
a profit. The expansion of a business can be financed 
in this way, and it is also suitable for handling cash 
flow problems.

7.8.8 Medium-term finance
The period in this case is longer than a year, but 
less than five years. Forms of financing in this 
category include term loans, as well as operational 
and financial leases. This kind of financing can be 
obtained from financial institutions.

You can either buy or lease an asset. In order to 
make this decision (buying or leasing), you should 
compare the net cash flow (after tax) and choose the 
option with the lowest cash outflow.

7.8.9 long-term finance
Forms of long-term financing (longer than five 
years) include long-term loans (individual or 
financial institutions), debentures (where a company 
requires funds) and ordinary and preference shares 
(issued by a company).

7.8.10 Sources of financing
There are various sources of financing, namely 
private individuals (including family members), 
banks, sellers of businesses, franchisors, Business 

Partners, partners in a partnership, members of a 
close corporation and shareholders in a company.

Private individuals
Securing financing from private individuals is 
similar to obtaining funds from family members 
(see above). The same recommendations apply here, 
and the pitfalls are also similar.

Banks
Various forms of financing are provided by banks, 
such as overdraft facilities; credit lines; bankers’ 
acceptances (only top clients qualify for this form 
of financing, which entails the buying and selling 
of money market instruments over a period of 
30, 60, 90 or 120 days) personal loans; and bonds 
over property.

Banks also offer the following specialised loan 
facilities: offshore facilities, ‘Euroloans’ (financed 
through European monetary units), international 
and local letters of credit (clients receive a type of 
insurance that hedges the fluctuation of interest 
rates during imports and exports), guarantee limits 
(performance guarantees) and the discounting of 
debtors lists.

To process an application for capital, banks 
require a large variety of documentation that differs 
with the type of applicant, namely an individual, a 
partnership, an informal organisation, a trust, a close 
corporation and a company. Similarly, the guaran-
tees, collateral and agreements will be different for 
each of these applicants.

Business Partners
Business Partners (BP) is not a banking institution, 
but it does provide funds for small business 
enterprises. The purpose of BP is to promote small 
business development for the benefit of all South 
Africans. Financing and other services are provided, 
mainly for small and medium enterprises (SMEs), 
including:
•	 Finance up to and including an amount of 

R15 million through loans, share capital, instal-
ment plan agreements and credit schemes (in 
conjunction with merchant banks)

•	 The securing of business premises (industries, 
factories, shopping centres and offices in under- 
developed areas)
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•	 Support services (information, advice, publica-
tions)

•	 The promotion of small business to advance 
entrepreneurship.

Interest rates vary in sympathy with those of large 
institutions. Terms of repayment are determined by 
the expected cash flow of the business, and according 
to the type of assets being financed. BP provides, 
among other things, bridging finance, contract 
financing, equity finance, instalment sale finance, 
loan guarantees through participating banks, term 
loans and venture capital. No financing is provided 
for the following: speculative transactions, activities 
not for gain, community services, farming, under-
ground mining, trading trusts, or financing outside 
the borders of South Africa.

BP particularly acts as a risk partner, property 
partner, loan partner and equity partner.

Naturally, certain criteria have to be met in all 
instances, before an application for financing will be 
received favourably.

7.8.11 Business forms and financing
Your capital requirements constitute one of a variety 
of factors that determine the type of business you 
will choose. The specific type of business determines 
such things as your personal liability (with respect 
to financing), as well as the extent to which capital 
(funds) will be accessible.

The larger the number of ‘members’ of the busi-
ness, and the more capital and security they have 
at their disposal, the more capital will be accessible 
to the business. For example, where five persons 
form a partnership, they will be able to secure more 
financing than the owner-manager type of busi-
ness (with as much creditworthiness and access to 
sources as just one of the partners).

7.8.12 The business plan and financing 
You will recall that part of the business plan 
consists of your financial plan and strategy. The 
financial plan must include the following: your 
own particular financial contribution (funds, stock, 
vehicles, equipment, machinery, land and buildings), 
your capital requirements (what, when and how 
repayment will take place) and the security at your 
disposal (fixed property, financial investments, 
cession of insurance policies). In the case of an 

existing business, the annual financial statements for 
the past two years must be added.

Many potential small business entrepreneurs’ 
applications for financing have failed. In many 
instances, the problem is not that applicants are not 
creditworthy, but that the application is not set out 
clearly as part of the business plan.

Financing, and particularly sustained financing, 
is secured and consistently maintained on the 
grounds of the supplier of funds’ confidence in the 
continued existence of the business. This trust can 
be gained and retained by way of the credibility 
emanating from the business plan, in the eyes of 
financiers. The effective management of resources 
for the profitable sustainability and growth of the 
business should therefore be specifically demon-
strated for their benefit in the plan.

7.9 your BuSinESS locATion
The location of your business is of cardinal 
importance. If no clients walk past or come in, there 
will be no business or income. If a building, office 
or shop is bought or rented from which to conduct 
a business, its physical location is vital to the success 
of the business.

Secondly, it is just as important to compare the 
features of the specific property with the require-
ments/needs of the type of business. Different 
properties can therefore be compared in order to 
find the most suitable one. The following checklist 
can be used to compare the suitability of different 
properties:
•	 Type of property outlet (shop, factory, house, etc.)
•	 Area or town
•	 Convenience network (distance to market, 

suppliers)
•	 Size of property
•	 Price
•	 Building improvements/alterations needed and at 

what cost
•	 Required equipment
•	 Services, rates and taxes
•	 Purchase price or monthly rental
•	 Exposure network (distance to factories, scrap 

yards)
•	 Current and future property needs
•	 Time of occupation (availability based on current 

contracts).
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Furthermore, it is important to note the following 
aspects concerning the specific property for business 
purposes:
•	 The effective management of the building or 

complex (ask other tenants, check security, etc.)
•	 Municipal requirements
•	 Neighbours (unions, stable tenants, unethical 

activities, etc.).

7.10 BuSinESS rEGiSTrATion
Numerous businesses exist that will register your 
business for you. They will also register its name and 
assist in determining whether a similar name exists 
or not. They will also register the business at the 
tax offices for the purposes of income tax and VAT. 
Many accountants and attorneys also handle these 
registrations.

7.11 BuSinESS docuMEnTATion 
 And rEcordS

A business is required to retain a huge number of 
documents and records. These documents and 
records are a prerequisite for the compilation 
of business budgets, as well as annual financial 
statements. Your accountant needs these in order to 
ease his workload and to calculate your tax liability. 
At the same time, business documents and records 
help to protect you and your business.

Every business should have a letterhead, business 
cards and, depending on the business type (eg prod-
ucts and/or services), price-lists, order forms, receipt 
book, invoice book, delivery note book, petty cash 
book, cheque book, bank statement book (for depos-
iting cheques into your business bank account), in 
manual or electronic format.

Records must be kept of every type of transaction 
concerning the business, be it VAT, salary payments, 
stock keeping or stocktaking. Make arrangements 
with your bank to ensure who is allowed to sign 
cheques on behalf of the business. You must be able 
to determine at all times which debts could become 
irrecoverable, in order to intensify your debt collec-
tion policy. Your record-keeping must be of such 
a nature that you will know exactly what expenses 
have been incurred and what amounts have been 
paid to cover fixed and non-fixed cost items.

7.12 BuSinESS inSurAncE
Once you have started a business in the form of a 
partnership or company, you must find out more 
about:
•	 Purchase and sale agreements
•	 Business insurance
•	 Insurance for key individuals.

7.13 EMPloyMEnT
It is important to be versed in legislation and the 
Constitution, 1996, with regard to people and 
employees. Make sure that you understand and 
apply the basic rights of employees, as well as the 
contents of the Basic Conditions of Employment Act 
75 of 1997. These different conditions and legislative 
aspects must be followed during employment and 
for the duration of the service contract. Clarke et al. 
(1997:153–156) especially emphasise the following 
important aspects for both the employer and the 
employee:
•	 The terms of employment in writing (limits on 

hours of work, overtime, benefits, leave, pay, date 
of payment, intervals, termination of service, 
permanent/temporary employees)

•	 Freedom of association (trade union member- 
ship, religion, etc.)

•	 A written job description.

7.14 your BuSinESS And your 
 BAnK

The relationship between an entrepreneur and his 
bank, and bank manager, is very important. Banks 
are seen as an extension of an effective (successful) 
business. Therefore, it is important, firstly, to secure 
a sound relationship and, secondly, to manage this 
relationship. A relationship always boils down to 
two-way information and energy. This means that 
the other party must always be kept abreast of all 
new developments (be it good or bad news). In this 
way, understanding and mutual trust come about 
between a business owner (entrepreneur) and his 
bank (management and personnel).

Due to intense competition between banks to 
market their services and products to clients, the 
bank would like to get and keep you as their client. 
The more information the bank has on the unique 
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needs of your business, the easier it is for the bank 
to assist you, because they understand you and your 
business needs.

An annual visit to the bank to submit new finan-
cial statements should not be seen as the end of 
the world. On the contrary, it is a unique oppor-
tunity to once again market your business to the 
bank. In particular, you can point out your latest 
marketing efforts based on the strengths of your 
business. Always try to point out the way you go 
about creating and strengthening positive percep-
tions about your business, as well as the way in 
which weaknesses have been or are being remedied. 
Remember that your bank will not be as excited 
about your latest ideas as you are, even if you do 
provide a huge number of facts. The next annual 
statements you submit will hopefully reflect these 
exciting facts and have your bank take a fresh look 
at you. Banks like proven performance because they 
lend out the money of other investors, and have to 
do so responsibly.

It is also very important to explain to your bank 
the reasons why you need a certain amount of money. 
Your business will suffer, in any event, should you 
not have sufficient funds, especially if you are not 
able to obtain them elsewhere. The bank therefore 
needs to know and understand your plans well.

Banks definitely want to know what risks your 
business holds for them. If, for instance, your busi-
ness does not have key-person insurance, the bank 
will point out this risk for both you and itself, and 
suggest that you take out life cover. Similarly, the 
bank may ask you to cede a life policy to them to 
cover current and future debt. Banks often also 
suggest debt consolidation. They always keep the 
possibility of business failure in mind.

Make sure that you are always acquainted with 
the latest services and products the bank can offer 
you. Get advice on ways in which to reduce your 
banking service charges.

7.15  idEnTifyinG BuSinESS 
  ProBlEMS

All businesses experience problems. However, 
there are certain problems that indicate permanent 
problems and endanger the continued existence of 
the business. These problems must be identified in 

good time and be given the necessary management 
attention. Signs of permanent problems are, among 
others, the following (Smith-Chandler 1998:8–9):
•	 Working capital problems because of non- or late 

payments (debtors pay after 60 days, creditors 
demand payment after 30 days)

•	 Running a business, knowing that you are doing 
it without a business plan (or with a badly 
researched business plan)

•	 No time to spend on marketing
•	 The purchase of business equipment that is too 

expensive, without the turnover to justify it
•	 Permanent/persistent conflict with partners over 

‘my work’ versus ‘my money’ (where one person 
has provided substantial funding)

•	 Persistent theft by employees
•	 Employees always appearing to be sick and taking 

excessive sick-leave
•	 An owner who quickly appoints a person in order 

to have more leisure time to themselves
•	 Being too comfortable with the outward success 

of the business, rather than being critical and 
always asking questions

•	 A very high staff turnover (lots of resignations)
•	 No management and employee training
•	 No real skills in business
•	 Cash-flow problems
•	 Debt ratios too high
•	 Old and outdated products
•	 Cannot keep up with competition
•	 No more competitive advantages.

7.16 lEGAl MATTErS
Clarke et al. (1997:115) point to the following 
legal aspects regarding the requirements for the 
registration of businesses.

All businesses
•	 SARS Commissioner (provisional taxpayer)
•	 Regional Service Council
•	 SARS Commissioner: VAT (compulsory where 

turnover is greater than Rx per year or Rx per 
month on average).

Employers
•	 SARS Commissioner: pay-as-you-earn (PAYE) 

and standard income tax on employees (SITE)
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•	 Department of Labour for Unemployment 
Insurance and Compensation for Occupational 
Injuries and Diseases (previously Workmen’s 
Compensation).

Businesses for which a trading licence is required 
(food and health businesses)
•	 Licensing office of your local municipality.

Legally prescribed businesses
•	 Registrations with SA Police (liquor, arms, 

second-hand goods, pawnshop).

Certain industries
•	 Registration with the relevant Industrial Councils.

Town planning, safety, noise and health by-laws
•	 All businesses.

Hawkers
•	 Contact the Traffic Department.

7.17  your BuSinESS AdviSErS
Every business needs the services of some or other 
professional adviser at some time or other. It follows 
logically that the businesses with the best advisers 
have the best chances of survival, especially in the 
long run. Those thinking of starting a new business 
should evaluate and select the necessary advisers in 
good time. Such advisers should be evaluated on the 
grounds of their knowledge, personal service, the 
enterprise in which they currently work, as well as 
their accessibility. Select, for example, the attorney 
you feel fits in best with your situation and your 
pocket (if at all possible).

Just as there are numerous types of financial 
adviser, there are numerous business advisers, 
including:
•	 An attorney (for legal advice, the registration of the 

business, business agreements, labour contracts, 
contracts, debt collection and patent registration)

•	 A financial adviser (investment in annuities, 
the investment of your retirement or severance 
package in the business, pension advice, a health-
care plan for you and your employees, a pension 
plan for employees, investment and retirement 
planning)

•	 An accountant (drawing up of financial state-
ments, tax advice, structuring of remuneration 
packages of employees and VAT advice)

•	 A bank manager (overdraft facilities, life policies, 
financing over different periods and the transfer 
of funds)

•	 A property broker/developer/estate agent 
(depending on whether you build or rent a prop-
erty for business purposes, valuation advice, bad 
workmanship, zoning requirements and working 
from home)

•	 A public relations/advertising agency (launch of 
business, other marketing advice and activities)

•	 A business consultant (to expand, to handle busi-
ness problems, selling of business, to improve 
management skills and business forecast).

•	  Every business should have an attorney and 
an accountant. The rest of the advisers can be 
approached when the need arises.

7.18 SuccESSion PlAnninG
Not all businesses stand the test of time; some fail 
within a few years. Nonetheless, many successful 
businesses exist over generations. It is especially 
with regard to such businesses that the owner should 
think about succession planning. An entrepreneur 
often makes the mistake of thinking that they are 
going to live forever. Thought must be given to a 
successor in good time (during the lifetime of the 
entrepreneur). This successor-manager can be either 
a family member (especially with family businesses) 
or someone else.

Such a successor should be informed and 
thoroughly trained in good time to take over, also 
regarding the current business culture and vision for 
the future. The necessary time and money should be 
invested in the successor.

7.19 E-BuSinESS
The business world started using the Internet from 
1995. By July 2002, only a small portion of the South 
African population had access to the Internet and 
could conduct business in this way. Today, e-business 
(in business-to-business transactions), is being used 
in all sectors of business.

Further, business-to-consumer transactions 
also take place, where individuals make purchases 
on the Internet for personal use. As access to the 
Internet has increased, so has the use of e-shopping, 
e-banking and e-business.
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E-business is simply the way business is being 
and will be, conducted in the future. So it’s all 
about business strategy ... The new generation 
of consumers, business people and workers, 
are born with a digital mindset and businesses 
need to step up to this ... It is the dawn of the 
personal age ... 
Customers become active designers . . . 
E-business is also about a deep understanding 
of customers. The key here is that you don’t 
have to own the product to own the customer. 
Ling 2000:8

It is clear that we live in a very dynamic world with 
unprecedented technological progress. It naturally 
creates opportunities for those who are technologi-
cally ‘on par’, and endless problems for those who 
lag behind. Products and services can, as a result, 
be brought directly to the market for them (the 
customers), by agents/businesses who/which do 
not necessarily own these products and services. 
Firsthand knowledge of customers and their needs, 
via the press of a button, is a prerequisite, though, 
irrespective of who presses the button (you or the 
customer).

7.19.1 Getting connected
According to B2B (2001:106), two factors are very 
important when it comes to choosing an Internet 
connection, namely speed and price. A cheaper 
option will inevitably mean a much slower service. 

7.19.2 choosing an internet service 
  provider (iSP)

Important issues to consider include the following 
(B2B 2001:107):
•	 Does the ISP have a dial-up number in my area? 

(It lowers your telephone bill.)
•	 Will the ISP support my growth?
•	 Which Internet service does the ISP support? 

(You need at least an e-mail account and an e-mail 
address and a web browser and the option should 
be given of joining news and social groups.)

7.19.3 Getting your business on the web
According to B2B (2001:112) how you do this 
depends on the answers to the following questions:

•	 Why do you want a website? (The answer should 
help you to develop a web strategy.)

•	 How much are you willing to spend? (Your 
specific needs, budget and expected income will 
be of importance.)

•	 Who is the site for? (Specialised groups or the 
masses?)

7.19.4 The internet and the law
‘[L]egal minds are confronted with the unique 
challenge of prescribing a set of rules for an entity 
that has no nationality’ (B2B 2001:116). The Internet 
has presented the legal profession with numerous 
challenges for which answers must be sought. 
Among other things, there have been, for example, 
people who started trading under the names of other 
well-known persons, compelling the latter to spend 
huge amounts of money to buy back their names.

The next question is, when is a valid contract 
actually effected? Is clicking on ‘submit’ as good as 
signing a contract? The taxability of the Internet 
(which belongs to nobody) is a further problem. The 
problem of copyright is currently being solved by 
a watermark, which traces the unauthorised use of 
material on the web.

The Department of Communication has released 
a Green Paper on Electronic Commerce. Legislation 
between countries has not yet been settled around 
e-business. What really is important for the 
contracting parties is to indicate the specific country 
of jurisdiction in their contracts. B2B (2001:126) 
points out that, in terms of a new European Union 
(EU) law, consumers can prosecute EU-based 
websites in their own countries.

7.19.5 Securing your e-business
It is important to pay the necessary attention to the 
security aspect of the Internet and your e-business 
from the outset. Do not think only of costs, but 
also of the risks to which you can be exposed and 
the losses you may suffer. In particular, the illegal 
use of your information by competitors must be 
prevented. The organisation in South Africa that 
protects information is called SACA (South African 
Certification Agency). The identification of users 
(digital certification) is very important in order to 
run a safe e-business.
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7.19.6 Buying and selling
See the advantages of electronic buying at the end 
of this section. Customers are using e-buying to a 
greater extent in order, among other things, to get 
more personalised service from businesses.

Customers are attracted to certain brands. The 
use of a popular website spreads like wildfire via 
word of mouth and chat sites. It follows logically that 
customers go for well-known names on the web.

Websites have to be updated regularly with only 
the best information. The key words leading to your 
website are therefore of the utmost importance to 
attract customers. Your website must be as high up 
as possible on the search engine listing. ‘Optimising 
your location on the various search engines, is an 
ongoing process as the listing changes continuously’ 
(B2B 2000:60).

Marketing via the Internet makes your product 
or service known to millions of people and puts it 
within easy reach. Sales are increased, for example, 
by simplifying the buying process and making it less 
costly.

7.19.7 Small businesses
A practical business opportunity, for example, could 
be an online gardening service, which markets plants 
from different nurseries. Your added value could 
include the advice you give on which plants should 
be planted during which seasons (B2B 2000:177).

Customer

Enterprise

Knowledge

Supplier

figure 7.2: Building an enterprise by adding value

The small business must obviously work from a busi-
ness plan, with the needs of its customers foremost. 
Do not create a website merely because everyone else 
does – work from and with your plan. Remember, 

especially, that your website forms an integral part of 
your business. Pay attention to it daily and adjust it 
continuously based on the feedback from customers. 
Similarly, study the web strategies of your competi-
tors. Market your website and develop it with 
the goal of taking over the whole market for your 
product or service business. This new world of tech-
nology places huge demands on earlier generations, 
who have to learn to come to terms with the new 
world of business via the Internet.

7.19.8 The future
The Internet is here to stay. In the medium and long 
term, businesses will not have a choice but to adapt 
to it and to use it.

According to B2B (2000:82) and Peck (2000:82), 
businesses will have to ask the following questions, 
among others, of themselves:
•	 Can our manual handling of work be done better 

and more cost-effectively via e-business?
•	 Will my business survive without e-business in a 

world which revolves around the Internet?
•	 Product or service?
•	 Would my customers prefer to shop for my 

product in the ‘real’ world?
•	 Can I provide a buying sensation, which would 

not be possible via the Internet (smell, taste, the 
buying experience itself)?

•	 Does my product or service delivery form part of 
a chain where I will not have a choice but to make 
use of e-business?

•	 Do I satisfy the needs of the community without 
the Internet?

•	 Do I offer the freedom of choice, which my 
customers want and to which they are entitled?

7.19.9 The youth
The youth is that part of the population for whom 
the Internet holds the least threat. They simply grow 
up with it and cannot wait to buy their first home, 
car, radio or suit with the click of a button. They do 
their banking over the Internet, because they are 
unafraid of it. They see the Internet as part of their 
current world and are eager to do new things in the 
latest ways. It can therefore be accepted that they like 
to do their e-business in this way.

The old guard, on the other hand, often views the 
Internet as something which is disruptive. 
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7.19.10 Advantages
Koppl (2000:15) emphasises the huge amount 
of information about customers, partners and 
suppliers, which e-business places within your reach. 
Business relationships can be created by using this 
information, but they must be built on trust. Green 
(2000:23) views e-business as the ability of businesses 
to close transactions electronically with customers, 
partners and suppliers. The cost of administration is, 
in the case of purchases, drastically reduced so too is 
the cost per transaction.

The automation of stock ordering (from finding 
the correct suppliers, to getting quotations and 
placing order, then receiving and checking the 
goods) accelerates the process and saves, according 
to Jones (2000:44), 80% of the cost of transactions. 
Van Niekerk (2000:48) also emphasises this reduc-
tion in the cost of the acquisition and processing of 
stock.

B2B (2000:46) points to further advantages, 
including the volume leverage advantage, in which 
a number of buyers order collectively and there-
fore pay less for the stock. The purchase section can 
henceforth concentrate on strategic tasks and deci-
sions instead of numerous clerical tasks. Time is 
saved because those buying from you do not need to 
wait as long for the processing of their orders.

The cost of keeping stock is also reduced drasti-
cally and less capital (and interest) is caught up in 
stock, because the planning and control of purchases 
and the process (especially for the budgeting thereof) 
are streamlined.

Van Niekerk (2000:48) points to the fact that 
group purchasing results in business being done 
only with genuine suppliers – new suppliers have 
to meet high standards before the group will accept 
them.

It is also becoming easier to efficiently negotiate 
and interact with customers, resulting in improved 
customer relationship management.

7.20 MAnAGE your BuSinESS
An entrepreneur does not simply start a business and 
then leave it to mercy. A business has to be managed 
purposefully. The term ‘management’ boils down to 
the fact that the entrepreneur has to employ scarce 

resources effectively to satisfy unlimited needs. The 
elements of management are the following:
•	 Planning (what has to be done)
•	 Organising (how it should be done)
•	 Leading (seeing to it that things happen)
•	 Controlling (the comparing of plans with real 

performance and the taking of corrective steps).

The application of these elements is also known as 
the general management function. General manage-
ment needs to take place, even if the entrepreneur is 
a one-person enterprise.

The other areas of management are called func-
tional management and include the following:
•	 Financial management
•	 Marketing management
•	 Production management
•	 Purchasing management
•	 Human resources management
•	 Public relations management.

The specific functional manager applies the four 
elements of general management to each of these 
functional areas. Not all enterprises have all of these 
functional areas and managers. The same person 
(entrepreneur) often performs all of these functions 
or activities themselves, especially initially.

You must remember that management deals with 
people, a living resource that is not easy to manage 
because of:
•	 Differing needs
•	 Continually changing needs
•	 Interaction with other people
•	 The influences of groups (formally and infor-

mally) to which people belong.

A manager has to be a leader whom people will want 
to follow because of certain characteristics and good 
human and personal relations. The success with 
which people are managed can ultimately determine 
the success and continued existence of the busi-
ness. Conflict between people must be managed by 
seeking a ‘win–win’ situation for both parties. The 
business will also benefit from this.

We will now consider the activities which occur 
during each of the four elements of management.
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Africanisation
 

According to Jandt in Ghyoot (2001:30), the 
following barriers to cultural communication can 
be distinguished:

Assuming 
similarity 
instead of 
difference

To avoid a culture shock it is 
important not to ignore the 
culture of another person or 
an employee—it is different 
from yours.

Ethnocentrism Do not judge another culture 
by the standards of your own 
culture.

Stereotyping 
and prejudice

Do not make positive or 
negative judgements about 
people/employees based 
on your culture or group 
membership.

Racism This is any policy, practice, 
belief, or attitude that 
attributes characteristics or 
status to individuals based 
upon race.

Planning
•	 Formulate short- and medium-term objectives.
•	 Formulate long-term goals.
•	 Goals should be measurable.
•	 Allocate responsibility for goal achievement.
•	 Develop plans to reach goals (objectives).

Planning gives direction and reduces risk.

organising
•	 Allocate business resources to execute plans.
•	 Analyse all the tasks of individuals and groups for 

executing the plans.
•	 Specialise (allocate specific tasks to specific 

people).
•	 Co-ordinate (see that all activities are in harmony, 

not in conflict).
•	 Delegate authority (give some people the right to 

give others orders).
•	 Give responsibility (give people the obligation to 

complete specific tasks).

•	 Delegate work (assign part of your workload to 
others).

leading
•	 Motivate subordinates to do the work.
•	 Give direction to employees.
•	 Get and keep things moving.
•	 Communicate in no uncertain terms.
•	 Influence people to work willingly.

controlling
•	 Compare work performance with predetermined 

standards.
•	 Compare plans with performance.
•	 Determine real deviations from plans.
•	 Evaluate deviations.
•	 Take corrective action.
•	 Focus on resources to rectify deviations.

We will now look at the activities of the different 
functional managers.

financial management
•	 Establish objectives (income, profit, cash, capital, 

borrowed money) for different periods.
•	 Determine capital requirements (fixed capital— 

capital budget; working capital—cash budget).
•	 Acquire capital (fixed capital—own, share- 

holders, borrowed; working capital—own, cash, 
loans, suppliers’ credit, overdraft at bank, leasing, 
factoring).

•	 Allocate capital (fixed and working capital).
•	 Evaluate financial performance (financial state-

ments).
•	 Take corrective and preventative action.

Marketing management
•	 Bridge the gap between suppliers of products/ 

services and customers by supplying the right 
products at the right price at the right time 
through the right distribution channels.

•	 Determine product/service policy (range, style, 
size, brand, packaging, after-sales service).

•	 Determine pricing policy (cost, profit, market 
share, sales in rand, prices of competitors, reac-
tion of consumers, substitute products/ services).

•	 Determine distribution policy (manufacturer–
wholesaler–retailer–customer).
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•	 Determine marketing communication policy 
(advertising, personal sales, sales promotion, 
publicity).

Production management
•	 Provide efficient products and services.
•	 Base activities on customer needs.
•	 Display product/services in an efficient way.
•	 Produce products/services of the highest quality.
•	 Plan layout of the shop/building.
•	 Analyse inventory.
•	 Look at safety conditions.
•	 Provide maintenance.
•	 Plan all transformation of resources into prod-

ucts/services.

Purchasing management
•	 Buy the right quality of products.
•	 Buy the right quantity of products.
•	 Buy from the right suppliers (look at your needs).
•	 Buy at the right price (look at supply and 

demand).
•	 Buy at the right time (look at market conditions).
•	 Plan the influence of purchasing on cost, price 

and profit.
•	 Plan orders.
•	 Check received products (quantity, quality).
•	 Compare prices continuously.
•	 Place purchasing order.
•	 Follow up on orders.
•	 Change suppliers if necessary.
•	 Be aware of inventory carrying cost, ordering 

cost and the cost of ‘stockouts’.

human resources management
•	 Plan how many employees you need, and with 

what qualities (job description and requirements 
for employees).

•	 Recruit employees (advertise).
•	 Select the right employees (interview, after careful 

evaluation of application form).
•	 Place employees in positions.
•	 Train employees.
•	 Keep employees happy (remuneration, pension, 

medical schemes, other benefits, safety condi-
tions, personnel administration, grievance 
procedure, disciplinary procedure, union 

involvement, labour legislation, contract of 
employment).

In order to understand and manage the employment 
aspect of your business (with the assistance of your 
labour attorney), you need a basic understanding 
of the following legislation (Holtzhausen & Kirsten 
2011:115):

Labour Relations Act 66 of 1995

Basic Conditions of Employment 
Act

 
75 of 1997

Occupational Health and Safety 
Act

 
85 of 1993

Compensation for Occupational 
Injuries and Diseases Act

 
130 of 1993

Unemployment Insurance Act 75 of 1997

Employment Equity Act 55 of 1998

Skills Development Act 97 of 1998

Skills Development Levies Act 9 of 1999

Broad-Based Black Economic 
Empowerment Act

 
53 of 2003

Protected Disclosures Act 26 of 2000

Protection of Personal Information 
Act

 
84 of 1982

Public relations management
•	 Send the right message of your business into the 

community.
•	 Use the media to create the right perception 

about your business.
•	 Create goodwill in the community through good 

service and after-sales service.
•	 Inform the public of new products, services and 

your good intentions.

Every entrepreneur must assess which activities and 
functional areas are applicable in their business. To 
manage the business effectively is, however, the only 
counter against business failure.

Keep on planning—it prevents crisis management.
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7.21 BuSinESS GrowTh
Uncontrolled business growth, in addition to poor 
management and cashflow problems, is probably 
the main reason so many businesses fail. Business 
growth results in management and cash- flow 
problems in such a way that we may refer to it as a 
vicious circle.

Once your business is successful and you are 
contemplating expansion to other areas (branches), 
you can easily employ the services of a business 
consultant.

Every potential importer or exporter must do a 
huge amount of homework before such a business 
can be started.

General management

Financial  
management

Marketing  
management

Production  
management

Purchasing  
management

Human 
resources 

management

Public 
relations 

management

figure 7.3: Areas of business management

•	 Take out marine insurance, should goods be 
transported by sea.

•	 If you are going to trade in Africa, determine 
the credit risks of the countries in which and 
with whom you want to do business by using 
the Credit Guarantee Insurance Corporation of 
Africa Ltd (CGIC).

•	 Obtain permission from exchange control if you 
wish to open an overseas bank account.

•	 Should you wish to borrow money overseas, 
you will also need to obtain permission from 
exchange control.

•	 Make sure of the period (eg six months) in which 
you need to sell your goods and get your money 
or pay off your loan.

Poor 
management

Business 
growth

Cash-flow 
problems

figure 7.4: Business growth: a vicious circle

Sources of information
Information on business opportunities can be 
obtained from South African embassies overseas. 
The same can be said of foreign embassies in South 
Africa. The following persons can be approached in 
this regard:
•	 The trade commissioner
•	 The economic attaché
•	 The first secretary for trade.

homework and work
You should negotiate contracts as professionally as 
possible. ABSA(b):6 points to the following aspects 
of importance concerning international business:
•	 Consult as many local and overseas sources of 

information as possible.
•	 Meet contacts and create mutual trust between 

business partners.
•	 Find out which forms have to be completed, and 

do so comprehensively.
•	 The name of your business as well as your prod-

ucts should be easily identifiable.
•	 Ensure that these names do not clash with names 

in the other country.
•	 Plan your overseas visits carefully to minimise 

the costs of hotels and other places to stay.
•	 Make timely overseas appointments and confirm 

these via the necessary correspondence.
•	 Note the following risks in an overseas country:

 – Theft
 – Fraud
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 – Failure to pay on time or non-payment for 
goods

 – Political situation
 – Changing legislation
 – Actions by trade unions
 – Changes in currency rates
 – Low quality goods.

•	 Be certain of when you need to register for VAT, 
be it as an importer or as an exporter.

•	 Obtain as much information as possible via the 
Internet.

•	 Disputes should be settled by arbitration rather 
than in court.

•	 Stay clear of bribes, and ask embassy personnel 
on methods to deal with the phenomenon in a 
specific country.

If you wish to start an exporting company, you 
should pay close attention to the following consid-
erations (ABSA(b):12):
•	 Do you want to aim 100% of your business 

abroad?
•	 Are you not able to serve a new market in South 

Africa?
•	 An export business requires a huge amount 

in bridging finance, especially when you have 
to wait for payments; and you also need to be 
prepared for unforeseen events.

•	 Export businesses fail mainly within the first two 
years.

•	 Make sure that a market does exist for your 
product(s).

•	 Make sure that you have a good source that can 
provide your products on a continuous basis.

•	 You must register as an exporter with the dti 
(formerly the Department of Trade and Industry).

•	 Make sure that the quality of your product 
complies with the standards in the importing 
country.

•	 You can assure payments by getting documentary 
credit from a foreign bank or from the importer.

•	 Make sure that you obtain a letter of credit, which 
commits both banks (that of the importer and the 
exporter).

•	 Do not over-commit yourself in foreign markets, 
and remain realistic.

•	 Request a performance bond from the bank of 
your supplier.

•	 Buy your product at the lowest price possible and 
sell at the highest price realistically possible.

•	 Make sure that your product gets to the 
geographic area of the country in which the need 
for it exists.

•	 Compile a well-planned budget for additional 
cost-items (clearing agency fees and requests for 
extended credit).

•	 Find out as much as you can about language pref-
erences and culture.

•	 Do not build your foreign business strategy on an 
erroneous local strategy.

•	 Decide whether you want to operate as a trader. A 
trader carries numerous financial risks, because 
of the fact that stock needs to be purchased, 
financed and transported.

•	 Decide whether you want to operate as an agent. 
An agent never becomes the owner of the goods 
and sells them only on behalf of someone else.

•	 Make sure that your product labels, as well as 
marketing materials, comply with the appli-
cable culture, laws, practices, customs and other 
requirements.

•	 The packaging must be such that it takes note of 
all conditions and circumstances (temperature, 
water damage, etc.).

•	 Your bank manager can be of great assistance in 
determining the exact method of payment for 
your exports (eg a forward exchange contract, in 
terms of which you receive a certain amount on 
a fixed date).

ABSA(b):19 points to the following characteristics, 
among others, concerning exports to other coun-
tries:

Africa
•	 Our nearest source of international business
•	 Cheap access from South Africa
•	 Good markets for low-priced basic goods and 

food, especially fresh produce
•	 Slow payment is the norm
•	 Frequent foreign currency shortages
•	 Most African countries are heavily reliant on 

imports.
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north America
•	 Very large markets
•	 Minimum orders are often too big for small 

exporters
•	 Highly developed industrial sector
•	 Demand for good quality ethnic goods.

South and central America
•	 Business culture very different from that of South 

Africa
•	 Language barriers
•	 Foreign currency difficulties in some countries
•	 Economic problems.

Pacific rim and far East
•	 High productivity
•	 Competitive edge
•	 Protectionist
•	 Niche markets are still available
•	 Enormous untapped markets
•	 Language and culture problems for uninitiated 

foreigners.

Australia
•	 Similar climate and level of industrial develop-

ment to South Africa
•	 Markets similar to ours
•	 No easy niches for South African exporters.

The Middle East
•	 Excellent markets for South African trade
•	 High level of imports
•	 Good ability to pay
•	 English is the business language in most coun-

tries in the region
•	 Trade-oriented and competitive
•	 Demand for highest quality goods.

Europe
•	 Demand for high quality goods
•	 Good market opportunities
•	 Official trade relations
•	 Need to pay attention to environmental impact 

and eco-friendliness
•	 Western Europe has a choice of products from all 

over the world.

The following aspects concerning an import busi-
ness deserve mention (ABSA(b):22):

•	 Know why you import goods. Are they raw 
materials/semi-processed products for a manu-
facturing process, or finished products that you 
wish to sell?

•	 Make sure that the product complies with the 
import permit requirements, before you place 
your order.

•	 Know that, without the necessary permits, your 
goods can be confiscated and sold.

•	 Protect yourself by doing the necessary planning 
in good time.

•	 Appoint the following persons to assist you in the 
importing process:

 – A buying agent (who can take care of your 
purchases overseas, assist with language prob-
lems during purchases, logistical support, 
quality control checks and advice about pack-
aging regulations)

 – A freight clearing agent (who deals with goods 
on arrival)

 – A freight forwarder (who helps to move the 
goods; the party who finances the biggest part 
of the transport costs usually appoints the 
freight forwarder).

ABSA(b) further points to the following typical 
import cost-items:
•	 The cost of freight and of transport to and from 

ports
•	 Port charges at both foreign and local ports
•	 Finance charges
•	 Packaging
•	 Insurance
•	 Customs duties and surcharges
•	 Foreign exchange costs (especially when you do 

not have a forward exchange contract).

ABSA(b):24 provides the following guidelines 
concerning trade fairs:
•	 Trade fairs provide the ideal opportunity to intro-

duce and market your product.
•	 Similarly, they are an ideal opportunity to learn 

about competing products and businesses, as well 
as about the real market and its needs.

•	 Plan your visit and exhibition carefully.
•	 Provide comprehensive information about your 

product in the necessary languages of the country.
•	 Ensure the presence of an interpreter, in the case 

of foreign languages.
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•	 Contact previous exhibitors and find out about 
the most appropriate fairs to attend.

•	 Find out whether a fair is for dealers and/or for 
the public.

•	 Market your exhibit in the media shortly before 
the trade fair.

•	 Spend sufficient time (days) after the trade fair to 
provide information and to follow up leads.

Your bank can assist you with the planning, 
arrangements, financing, as well as the necessary 
documentation. Your bank can provide for letters 
of credit, payments and receipts, trade finance and 
trade advice.

Individuals encounter numerous pitfalls, of which 
the following are the most common (ABSA(b):30:
•	 Failure to obtain the necessary information
•	 No planning
•	 A lack of vision (not seeing the long-term picture)
•	 Selecting incorrect (the wrong) trading partners
•	 Contracts are not up to standard
•	 Failure to stick to foreign trading regulations
•	 Late payment of suppliers
•	 Failure to meet deadlines regarding delivery.

7.22 SuMMAry
It should be clear that starting your own business is 
no easy task. In addition to the management aspects 
that have to be dealt with once a business has been 
established, there are numerous pitfalls as far as 
the prospective entrepreneur is concerned. As in 
the case of global investments, a large amount of 
homework must first be done. The thoroughness 
of such homework will determine, or assist in 
determining, the success of the business, as well as 
the specific management skills that the entrepreneur 
must possess, or will have to acquire. You should 
now also understand the role, content and nature of 
a business plan, the various business forms and their 
legal implications, and the acquisition of finance on 
the grounds of the business’s capital requirements 
(over short-, medium- and long-term periods). 
Moreover, you should know that the finance period 
must correspond with the period of the capital 
requirement.

It is important, in the case of a family business, to 
decide on effective management, aspects of compen-
sation, the role of family and non-family members, 

as well as succession planning. It is important to note 
possible problems (especially cash-flow problems). 
It is a similar necessity to maintain sound business 
relations with all parties, especially your bank, as 
well as your business advisers. Business growth must 
be managed, otherwise the uncontrollable growth of 
a business can lead to its downfall.

7.23 SElf-ASSESSMEnT
•	 Explain the meaning of: entrepreneur, business 

idea and business opportunity.
•	 Discuss the financing of a business.
•	 Explain the different forms of business owner-

ship.
•	 Explain the layout, content and advantages of a 

business plan.
•	 Explain the advantages of: succession planning, 

business planning and business management.
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After studying this chapter, you will be able to:
•	 Evaluate an existing business enterprise as an 

investment opportunity
•	 Identify problems associated with buying an 

existing business
•	 Assess the financial performance of an existing 

business

•	 Evaluate the purchase price of an existing 
business

•	 Draw up annual financial statements for a 
business (using various documents)

•	 Evaluate the location of a business in order to 
rent, buy, build or work from home.

lEArninG ouTcoMES

Answer the following questions after reading/studying the following table about multicultural sensitivity:

•	 Do you think South Africa has a need for multicultural education?
•	 Do you think that knowledge about cultural differences is an advantage when you consider buying (and 

managing) an existing business?
•	 Do you think that being culturally literate may influence your personal financial situation and financial 

future?

Booysen (2001:56) in Swanepoel et al. (2012:43-44) explains the following management implications of the 
cultural differences between black and white managers:

Table 8.1: Cultural differences between black and white managers

AfricAn BlAcKS whiTES

Average uncertainty avoidance

•	 Greater readiness to live for the day
•	 Less emotional resistance to change
•	 Rules may be broken for pragmatic reasons

High uncertainty avoidance

•	 More worry about the future
•	 More emotional resistance to change
•	 Rules should not be broken

Low assertiveness

•	 Shows subordination

High assertiveness

•	 Dominant 

Low future orientation

•	 Immediate gratification and less emphasis on 
planning

•	 The present and the past is very important
•	 Time is flexible
•	 Due dates are relative

High future orientation

•	 Emphasis on planning for the future

•	 The future is more important
•	 Time is not flexible
•	 Due dates are important

High collectivism 

•	 Employees expect the organisation to look 
after their interests

•	 Promotion from within on the basis of 
seniority

•	 Belief in group decisions and incentives

High individualism

•	 Employees are expected to look after their 
own interests

•	 Promotion from inside or outside based on 
market value and merit 

•	 Belief in individual decisions and incentives 

cASE STudy

➟
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AfricAn BlAcKS whiTES

•	 Employees achieve in groups and assume joint 
responsibility

•	 Employees belief in a private life
•	 Group rights and harmony are important

•	 Employees achieve individually and assume 
personal responsibility

•	 Groups employees belong to may invade your 
private life

•	 Individual rights are important

High humane orientation

•	 Respect and concern for all employees
•	 Healthy working conditions are important
•	 Violation of human rights
•	 Employees are seen as ‘workers’ only
•	 Trust and friendliness

Low human orientation

•	 Lack of respect and concern for all employees
•	 Employee wellness is neglected
•	 Human rights are important
•	 Employees are seen as people
•	 Mistrust, unfriendliness and suspicion

8.1 inTroducTion
Potential investors may not always be aware of the 
fact that an existing business enterprise presents 
an investment opportunity. Investing in a business 
enterprise could form part of a person’s retirement 
plan. However, older people tend to avoid buying an 
existing enterprise for the following reasons:
•	 They may be wary of risking their existing invest-

ments or pension money on the acquisition of a 
business enterprise.

•	 They may feel that they no longer have the energy 
to manage a business, or they may be unwilling 
to entrust the running of a business enterprise to 
someone else.

On the other hand, some people are only too happy 
to put their hard-earned money into a business 
enterprise, because they have been waiting for years 
for exactly such an opportunity to arise. Younger 
people are usually more inclined to take the risk 
than older people, because they have less to lose and 
they also have better prospects of recovering from a 
financial setback.

The acquisition of an existing business enterprise 
can be seen as part of investment planning, as well 
as of career planning. In the following paragraphs 
we are going to discuss the evaluation of an existing 
business enterprise with a view to purchasing it. It is 
necessary to conduct a viability study before taking 
the plunge, particularly if money has to be borrowed 
to acquire the business enterprise.

Business success stories are common, but you 
seldom hear about the hundreds of businesses that 

close down because they are unprofitable. There 
are numerous problems involved in purchasing a 
business enterprise, particularly a small business 
venture.

A viability study must be conducted in order to 
ascertain the following aspects of a small business:
•	 Its market viability
•	 Its financial viability
•	 Its competitive position
•	 Its organisational capabilities.

A business enterprise is profitable on the strength 
of its business activities. A potential buyer should 
not simply assume that what the seller (owner) of 
the business enterprise tells him is necessarily true 
or correct. This information may well be incorrect 
because of the following:
•	 The owner’s assumptions are incorrect
•	 The owner is under financial pressure to sell
•	 The owner lacks knowledge about the manage-

ment of the business enterprise
•	 Administration and management information is 

insufficient.

A potential buyer usually wants to know whether 
the purchase of the business enterprise is going to be 
worth his while, in other words, whether the profits 
to be earned will match their needs (investment 
requirements). For this reason, financial informa-
tion is a prerequisite in order to make a financial 
assessment of a small business venture. Broom et al. 
(1983:15) mention the pitfalls involved in buying an 
existing business enterprise.
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Africanisation
 

Democratic South Africa, as well as globalisation, 
forces management to focus on many challenges, 
namely: culture; religion; values; human rights; 
gender issues; employee benefits; and race.

According to Harris and Morgan in Dadoo et al. 
(2001:3–6), the ten most important concepts for 
successful leadership in global management are 
the following:

•	 Cultural sensitivity (understanding the general 
attitudes of employees)

•	 Cosmopolitanism (countries are becoming 
increasingly multi-ethnic and multicultural)

•	 Inter-cultural communication (managers 
should arrange and improve cross-cultural 
communication skills, both verbal and 
nonverbal)

•	 Acculturation (adjusting and adapting to 
subcultures in own country and cultures in 
other countries)

•	 Cultural management influences (management 
educate employees about the best adapted 
practices to complete the job)

•	 Effective inter-cultural performance (leaders 
must prepare for ‘foreign employment’ and 
culture shocks)

•	 Changing international business (cultures 
differ about standard business practices and 
the reward or punishment of employees)

•	 Cultural synergy (emphasises similarities and 
integrates differences)

•	 Work culture (applying general characteristics 
of culture to the particular problems of how 
people work at a given time and place)

•	 World culture (a new world culture is emerging 
– people reading/listening/watching the media, 
and travelling between countries)

8.2  ASSESSinG finAnciAl 
 PErforMAncE

Annual financial statements provide an indication 
of the financial performance (the income statement) 
and the financial position (the balance sheet) of a 
business enterprise. The cash-flow statement shows 
the movement of capital in the business enterprise. 

The source of funds is reflected on the right-hand 
side of the balance sheet (liabilities side), while 
the application of the funds is reflected on the 
left-hand side (assets side). Two balance sheets of 
consecutive years are compared in order to draw up 
this statement. For further information, consult Van 
Horne (1980:745).

why do a financial analysis?
The purpose of financial analysis is to ascertain to 
what extent the business enterprise has achieved its 
goals. The reason for the measurement and assessment 
of financial performance is to simplify financial 
details and to present them in a more accessible 
form. The accounting data must first be arranged 
and rearranged in order to present the analyst with 
workable information. Effective analysis requires the 
identification of the instruments that are the most 
useful in the specific areas under investigation.

Under some circumstances, the results of an 
analysis merely provide guidelines that suggest that 
there is a need for further investigation. An in-depth 
analysis should therefore follow the identification of 
a financial problem.

The following methods can be employed in a 
financial analysis:
•	 The ratio method
•	 The index number and percentages method
•	 A combination of the abovementioned two 

methods
•	 Graphic representations
•	 A breakeven analysis
•	 Investment criteria.

Standard Bank (2016:1) explains the following 
reasons why people buy a business:
•	 A greater chance of success
•	 To avoid start-up problems such as developing 

services and products, and determining the price, 
marketing and pricing policy

•	 They would rather apply their energy to make a 
success of an existing business.

8.2.1 The ratio method
A ratio indicates the relationship between two items 
in the financial statements; for example, turnover 
and fixed capital:

Turnover
Fixed capital

 = R200 000
R50 000

 = 4
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Here we can see that for every R1 of fixed capital, R4 
worth of sales are generated. Or we could say, that in 
order to achieve R4 worth of sales, R1 of fixed capital 
is required. Once a specific ratio has been calculated, 
it must be compared with a norm for similar busi-
ness enterprises. Such a norm is called a comparison 
criterion.

Other similar business enterprises could be 
consulted on their stock-turn ratios. A potential 
investor could then compare the ratio of the business 
enterprise they are in the process of analysing with 
that of similar business enterprises. If it so happens 
that the potential investor has worked in a similar 
business enterprise for many years, they would be 
familiar with the comparison criteria that apply to 
the small business venture being investigated.

Standard ratios, which are available for other 
business enterprises in the same industry, may also 
be used. The Bureau for Financial Analysis at the 
University of Pretoria may be consulted for infor-
mation on financial ratios. This bureau conducts 

comparative studies of various industries and busi-
ness sectors. Reports issued by the Board of Trade 
and Industry also sometimes contain comparative 
figures.

Reynders (1978:98) states that the value of ratios 
generally depends on the following:
•	 The way in which ratios are calculated
•	 The comparability of the relevant business enter-

prises
•	 The way in which ratios are used.

Standard Bank (2016:1) explains the following char-
acteristics required to buy a business:
•	 You are not interested in the start-up process at all
•	 You possess strong management skills
•	 You have the ability to predict future growth and 

demand
•	 You work best with existing financial results.

Table 8.2 compares the buying of a business with the 
buying of a franchise in the following table.

Table 8.2: Comparison of buying an existing business with a franchise 

BuyinG A BuSinESS BuyinG A frAnchiSE

1. Owners are more independent—more freedom 1. Owners are more dependent—less freedom

2. You have no support—you are on your own 2. You have the support of the franchisor and 
related package

3. You can change the business model 3. You are ‘stuck’ with the business model of the 
franchisor 

4. It normally costs more 4. It normally costs less

5. Branding and marketing are more difficult 5. Branding and marketing are easier

6. No regular monthly royalty fee 6. Monthly royalty fees

(Source Standard Bank 2016: 2)

Since few business enterprises are comparable in 
every aspect, the potential investor should not 
regard the results of a comparison as final. A 
standard ratio should not be seen as an absolute 
(inflexible) criterion for the purposes of comparison, 
it should merely be regarded as a guideline. If there 
is a significant difference between a standard ratio 
and the target business enterprise’s ratio, this is 
an indication that the potential investor should 
undertake further investigations.

Aspects of importance in the calculation of 
ratios
When ratios are calculated, a year is usually divided 
into 360 rather than 365 days. This is to avoid 
fractions. Calculations are normally based on 
months consisting of 30 days each.

When stock-turn ratios (activity ratios) are calcu-
lated, a distinction is made between rate of turnover 
and period of turnover. Rate of turnover refers to the 
number of times per year (eg twice) stock is turned, 
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whereas period of turnover refers to the number of 
days or months (eg every six months or 180 days) 
stock is turned.

Tax and interest obligations can complicate a 
comparison between ratios. Some people use ‘before 
tax’ and ‘before interest’ figures, because of the fluc-
tuation in tax rates and the relationship between 
own and borrowed funds, which varies from one 
business enterprise to another.

It is sometimes difficult to determine whether 
a certain ratio is ‘good’ or ‘bad’. A high stock-turn 
rate of, say, four times per year (or every 90 days) 
could be an indication that the business enterprise 
enjoys a good liquidity position. Too much liquidity, 
however, is a bad sign because it is an indication that 
too few assets (or capital) are being used to produce 
earnings.

The various ratios
Gitman (1988:94) refers to the four categories of 
ratios:
•	 Liquidity ratios
•	 Activity ratios (stock-turn ratios)
•	 Debt ratios
•	 Profitability ratios.

We will discuss each of these categories briefly.

Liquidity ratios
The liquidity ratio refers to a business’s ability to 
meet its short-term financial obligations. Two ratios 
can be calculated here: the current (liquidity) ratio 
and the quick ratio (acid test).

current (liquidity) ratio
This ratio is found by the division of total current 
assets by total current liabilities. In this instance, 
an acceptable figure is two, although the specific 
industry and business enterprise must be taken into 
account.

Current liquidity ratio = 
Total current assets

Total current liabilities

Quick ratio or acid test ratio
The quick ratio or acid test ratio is recommended in 
a situation in which the business enterprise cannot 
readily convert its stock into cash. In this method, 
stock is deducted from total current assets, and then 
divided by total current liabilities. An acceptable 

figure is one, but again the specific kind of industry 
and business enterprise must be taken into account 
and have an effect on turnover, profitability and 
liquidity ratios. Sales (whether of goods or services) 
should be stimulated constantly, particularly by 
means of special package deals or discount sales, and 
the credit policy should not restrict sales.

Acid test ratio = 
Total current assets 

Total current liabilities

Activity ratios
These ratios are used to show the rate at which 
various items (for which accounts exist) are 
converted into sales or cash.

Average payment period (average age of 
creditors—Accounts payable)
This method indicates the length of time it takes to 
pay creditors. Creditors should never be paid too 
late (eg they should not have to wait for more than 
six months), since late payments have a negative 
effect on a business enterprise’s creditworthiness. 
It is not advisable to pay too quickly either (eg 
within a month), unless discount for cash makes it 
worthwhile.
Average payment period = Creditors 

Average purchases per day

 = Creditors 
Annual purchases

360








 = Answer in days

Assume that this answer is 90 days. If creditors 
allow the business enterprise an average of 30 days 
to pay its accounts, this answer would suggest that a 
problem (or poor management) exists and that the 
business enterprise cannot pay its creditors on time. 
The reason could be insufficient sales or more debt 
than the business is able to repay from its sales.

Alternatively, assume that the answer is 30 days, 
and creditors allow the business enterprise an 
average of 90 days to pay its accounts. Unless the 
business enterprise is taking advantage of a discount 
for cash (if it pays within 30 days), this answer would 
suggest poor management, since the business enter-
prise could still have earned interest on its money 
for two months. This situation would be even worse 
if the business enterprise has to borrow money or 
use an overdraft facility in order to pay its creditors.
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inventory turnover
Stock-turn ratio refers to the liquidity of the stock, in 
other words, how quickly it is sold.

Inventory turnover  = Cost of sales 
Inventory

Average age of inventory  = 
360 

Inventory turnover

The average age of inventory indicates how old the 
inventory is.

Average debtor collection period (average 
age of debtors’ accounts receivable)
This method indicates the length of time it takes 
to collect debtor accounts. It is particularly useful 
for assessing a business enterprise’s credit policy. 
Accounts should be collected within a reasonable 
time, preferably within three months, but no longer 
than six months. If accounts have been outstanding 
for more than a year, this is an indication of poor 
management and a credit policy that is too lenient. 
If this is the case, a stricter credit policy should be 
applied.

It should always be kept in mind, however, that 
a very strict credit policy will result in fewer sales.

Average payment period = 
Debtors 

Average sales per day

 = Debtors 
Annual sales

360








 = Answer in days 

cash cycle
Gitman (1988:512) describes the cash cycle of a 
business enterprise as the length of time it takes 
from the purchase of goods until cash is received 
as a result of the sale of the goods. The cash cycle 
of a business enterprise consists of three main 
components:
Cash cycle  = average age of inventory
 + average collection period
 – average payment period

The cash cycle is represented in Figure 8.1.

cash turnover
The cash turnover of a business enterprise is 
calculated by dividing 360 days by the cash cycle (for 
example, 120 days).

Cash turnover = 
cash cycle 

360

The higher the cash turnover of a business enter-
prise, the greater its liquidity and the less use will 
have to be made of loans or overdraft facilities. As 
with stock turnover, cash turnover should also be 
maximised. Maximisation of cash turnover results 
in higher profits, particularly if cash is immediately 
reinvested in stock.

85 days
Average age of 

inventory

70 days
Average  

collection period

Buy inventory

35 days
Average payment 

period

Cash cycle
– 85 + 70 – 35
– 120 days

155

35

0

85

figure 8.1: The cash cycle
(Source: Gitman 1988: 513)

cash discount
A cash discount often forms part of creditors’ credit 
terms, for example where a specific cash discount is 
offered if an account is paid within 30 days. Credit 
terms are usually indicated as follows: 2/10 net 30.

This means that if the account is paid within ten 
days from the date of invoice, a 2% discount will be 
offered on the purchase price. If the business enter-
prise decides not to make use of the discount, the 
account must be paid within 30 days from the end of 
the month (EOM).

A potential purchaser of a small business enter-
prise should also take note of the possibility of 
making use of cash discounts. If the enterprise has 
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never considered this option, it may suggest poor 
management or excessive debt obligations.

However, there are costs involved in forfeiting 
a cash discount. Gitman (1988:486) describes two 
formulas for the calculation of these costs:

Cost of forfeiting a cash discount = 
CD 

100% CD−  × 
360 
20

where:
CD = cash discount in percentage
n = the number of days payment can be postponed 
by not making use of the cash discount. In our 
example: credit period (30 days) – cash discount 
period (10 days) = 20 days

Now substitute the values of 2/10 net 30 into the 
formula:
Cost of forfeiting a cash discount = 

2% 
98%

 × 360 
20

  = 36.73%

Cost of forfeiting a cash discount = CD x  360 
20

 = 2% x  360 
20

 

 = 36%

(This formula gives approximately the same answer.)
If the business enterprise is able to borrow money 

at 15%, it should make use of the cash discount, 
because the cost involved (36%) is higher than the 
loan rate (15%). If the cost involved in forfeiting 
the cash discount is 13%, the cash discount should 
be forfeited. The lowest cost (discount or loan 
cost) is usually chosen. Money should therefore be 
borrowed at the lower cost (15%) to make use of the 
cash discount; otherwise 36% will have to be paid or 
forfeited (the opportunity cost).

Debt ratios
Debt indicates the amount of funds a business 
enterprise borrows in order to generate profit. It 
is essential for a potential investor to find out how 
much debt the business enterprise has incurred and 
whether this debt obligation can be met. This brings 
us to the topic of financial leverage or gearing. 
Financial leverage is a process in which debt is used 
(fixed cost financing) to increase the net profit of a 
business enterprise. As more debt is incurred, both 
the risk and the profit of the business enterprise 
increase, owing to the positive correlation that exists 
between risk and return (profit).

The example in Table 8.3 illustrates the increase 
in profit on own capital as a result of using debt.

Table 8.3: Financial leverage (gearing)

No debt Debt

Balance sheets R R

Current assets 20 000 20 000

Fixed assets 30 000 30 000

Total assets 50 000 50 000

Debt @ 12% interest 0 25 000

Own capital 50 000 25 000

50 000 50 000

Income statements

Sales 30 000 30 000

Minus: Cost of sales 18 000 18 000

Operating profit 12 000 12 000

Minus: Interest (0.12 x 25 000) 0 3 000

Net profit before tax 12 000 9 000

Minus: Tax (rate = 40%) 4800 3600

Net profit after tax 7200 5400

Earnings on own capital 7200 = 5 400

50 000 25 000

14.4% = 21.6%

(Source: Gitman 1988: 102)

In a situation where debt is not utilised, a return of 
14.4% is earned on own capital. Where R25 000 debt 
and R25 000 own capital is used, the rate of return 
on own capital increases to 21.6%. It is therefore 
profitable to make partial use of borrowed funds to 
finance a business enterprise.

There are various criteria for debt: the debt ratio, 
the debt to own capital ratio, the number of times 
interest is earned ratio and the fixed instalment cover 
ratio. We will discuss each of these ratios briefly.

The debt ratio
The debt ratio of a business enterprise indicates what 
portion of the total assets is financed with borrowed 
capital.

Debt ratio = Total debt (creditors) 
Total assets

This ratio indicates the leverage (gearing) func-
tion. The higher the debt ratio, the greater the use 
made of debt financing. In this case, debt refers to 

Personal Finance Management 5e.indb   224 12/12/2016   2:50:02 PM



225Chapter 8 Buying a business

short-term debt, mainly creditors; in other words, 
debt arising spontaneously from transactions.

The debt to own capital ratio (debt–equity 
ratio) 
This ratio measures the ratio between long-term 
debt and own capital (owner’s capital).

Debt to own capital ratio = 
Long term debt 

Own capital (equity)

A small business enterprise which sells goods (for 
example, a general dealer or clothing shop), should 
not use more own capital than debt. The reason for 
this is that the benefits of financial gearing should 
be utilised. Borrowed money is always cheaper than 
using own capital, because the interest on borrowed 
money is tax-deductible.

The number of times interest is earned ratio
This ratio measures the ability to meet contractual 
obligations. The higher this ratio, the easier it will be 
to meet interest obligations.
Number of times  
interest earned = Earnings before interest and tax 

Interest

A ratio of five is recommended here. A figure of two 
would suggest that the business enterprise is finding 
it difficult to pay interest from profits. A decline in 
profits would make it impossible to cover interest 
charges.

The fixed instalment cover ratio
The ability to meet payment obligations (interest + 
capital + dividends) is measured in this case. The 
higher this ratio, the greater is the ability to meet 
obligations.

Fixed-instalment cover ratio =
Earnings before interest and tax 

Interest + (principle paymments + cover ratio preferred stock payments)

This ratio will show the potential investor to what 
extent debts can be paid (at present and if profits 
decline, for example).

Profitability ratios
There are several ratios for measuring the profit- 
ability of a business enterprise: gross profit margin, 
operating profit margin, net profit margin, return on 
investments and return on own capital. We will take 
a brief look at each one.

Gross profit margin
The gross profit margin refers to the profit made 
after the cost price of goods sold has been paid.

Gross profit margin = 
Sales Cost of sales 

Sales
−

The gross profit margin can be increased by higher 
sales and/or lower cost of sales. The higher the 
gross profit margin, the better this is for a potential 
investor.

operating profit margin
This profit margin shows the profit made before 
interest and tax. Financial obligations and tax to be 
paid to the state are therefore disregarded for the 
purposes of calculating operating profit.

Operating profit margin = 
Operating profit 

Sales

As with all the other profit margins, this profit 
margin should also be maximised.

net profit margin
Here the profit margin is measured after interest 
and tax have been paid. The net profit margin varies 
considerably from industry to industry. Gitman 
(1988:108) points out that a net profit margin of 
1% is acceptable in the case of a dealer in groceries, 
whereas a 10% profit margin is low in the case of a 
dealer in jewellery.

Net profit margin = Net profit 
Sales

return on investments
This ratio is also called ‘return on total assets’.

Return on investment = 
Net profit after tax 

Total assets

return on own capital (equity)
It is important to calculate the return on owner’s 
capital (own capital) of a business enterprise. The 
higher this return, the better the owner of the 
business enterprise is doing.

Return on capital (equity) = 
Net profit after tax 

Own capital

Own capital has been invested by the owner in order 
to purchase the business enterprise and to get it off 
the ground.
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The meaning of ratios
Ratios for forecasting the failure of a business 
enterprise have been tested (Van Horne 1980: 728). 
Most of the 30 ratios that were used showed great 
success in forecasting failure before it took place. 
Ratios not only showed a great difference between 
unsuccessful and successful business enterprises, but 
also considerable decline over the five years prior to 
their failure. Probably the most important forecaster 
of failure is the ratio of debt to cash flow (Van Horne 
1980: 729).

The advantages of ratios
•	 Many factors that determine the success or failure 

of a business enterprise are identified.
•	 The potential investor is compelled to investigate 

and analyse the financial statements.
•	 Similar business enterprises in the same industry 

or business sector can be compared.

The disadvantages of ratios
•	 No single ratio provides sufficient information to 

measure the success of a business enterprise as a 
whole. One or two ratios could distort the image 
of the business enterprise.

•	 It is not possible to compare all business enter-
prises with one another. For example, it would 
serve no purpose to compare a clothing store 
with a butcher shop.

•	 Financial statements are not always drawn up 
according to the same accounting principles. 
Differences in principles could affect the compa-
rability of similar business enterprises.

•	 Many business enterprises have activities in more 
than one industry or business sector.

•	 Different customs in the various business sectors 
also make comparisons more difficult. If a busi-
ness enterprise leases its assets, these assets will 
appear to be less than they should be in the 
financial statements, while profit on total assets 
will appear to be higher than it should be (since 
the contribution of those assets is not taken into 
account). A business enterprise is at greater risk 
as a result of leasing.

•	 It is difficult to determine whether a high 
liquidity ratio is a good or a bad sign. Too much 
cash could mean a lower return on assets.

•	 Values in the balance sheet are often based on 
historical figures, which could be very misleading.

•	 Financial statements may have been drawn up 
with tax avoidance in mind; that is, an attempt 
may have been made to save as much as possible 
on tax.

•	 A further distortion in ratios occurs because 
financial statements have to be drawn up 
according to the stipulations of the Companies 
Act (Brummer & Rademeyer 1982: 261).

Graphic representations of ratios
Ratios can be represented by graphs that show trends 
over several years so as not to be misled by figures 
for a single year, particularly where these show a 
sudden, one-off increase or decline.

8.2.2 Breakeven analysis
Breakeven analysis is a technique which can be 
used by a potential investor to obtain information 
on costs, income and profit. This technique deter- 
mines, for example, how many units must be sold 
to cover costs. Where costs are covered, no profit is 
made and no loss is suffered. This point is called the 
breakeven point, that is, the point at which income 
is equal to costs.

The breakeven analysis can be represented graph-
ically or algebraically. The first step in both methods 
involves a division of the total cost into fixed cost 
and number of products sold. If a product costs R2 
and 10 products are sold, the total income is R20.

conceptual framework
Breakeven point
Selling price per unit – Variable cost per unit
•	 Total cost. Total cost refers to the sum of the total 

fixed costs and total variable costs.
•	 Fixed costs. Fixed costs are that portion of the 

total costs that remains constant, irrespective of 
the level of sales. Even if sales increase, the rental 
that has to be paid for the building will remain 
constant. Rental is usually raised annually (in 
terms of an escalation clause), but it does not 
increase or decrease in relation to an increase or 
a decrease in sales.

•	 Variable costs. Variable costs are that portion of 
the total cost that changes more or less equally 
with the volume of sales. Material costs are one 
example of variable costs.

•	 Total income. Total income is calculated by multi-
plying the price of a product by the number of 
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products sold. If a product costs R2 and ten prod-
ucts are sold, the total income is R20. 

•	 Profit. Profit is the difference between total 
income and total costs.

The algebraic approach 
Assume that the selling price of a product is R10, 
the variable cost per unit is R4 and the total fixed 
costs amount to R3 000. In this situation, the 
breakeven point (where no profit is made and no 
loss is suffered) is calculated. We have to determine 
how many products have to be sold to break even 
(cover costs). The following formula can be used to 
determine the profit margin point:

Breakeven point = 
Fixed costs 

Selling price per unit 

If 500 products are sold, no profit is made and no 
loss is suffered, and income is equal to costs. Should 
the variable cost rise to R5, then 600 products will 
have to be sold to cover costs:

Breakeven point = R3 000 
R10 - R  4

 = 
R3 000 

R6 
 = 500 units or products

The breakeven point can also be represented graphi-
cally, as in Figure 8.2.

The graphic approach
From the graph it can be seen that the variable cost 
line begins on the fixed cost line. This is because 
we want to compare total income with total cost, in 
order to determine precisely where a profit is made 
or a loss is suffered. The income line begins at the nil 
point and is obtained by multiplying the price of the 
product by the number of products sold.

Investors also like to know what the volume of 
sales (in monetary value) should be in order to cover 
the costs. Then the product price (R10) must be 
multiplied by the number of units that have to be 
sold to break even, namely 500 units. Sales of R5 000 
(R10 × 500) are therefore required to cover costs and 
to break even.

A potential investor (buyer of a small business 
enterprise) will find a breakeven analysis useful, 
particularly to analyse the costs, income and sales 
aspects of the target business enterprise.

Variable costs

Income
(R10 x 500 units)

Breakeven point

Fixed costs

Costs
(R4 x 500 units)

Loss

5 000

4 500

4 000

3 500

3 000

2 500

2 000

1 500

1 000

500

Sales in units
0 100 200 300 400 500 600 700 800 900 1 000 1 100 1 200 1 300 1 400 1 500

figure 8.2: Breakeven analysis
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8.2.3 Percentages and index figure 
 methods

Percentages
With this method, the figures in the financial 
statements are expressed as percentages. For 
example, gross profit (net sales), total assets, and 
total liabilities can be expressed as 100%. The 
total assets (100%) can then be divided into fixed 
assets (x%) and current assets (y%). The figures for 
stock, debtors and cash can also be expressed as a 
percentage of total and/or current assets. Financial 
statements over several years can be expressed in 
percentage form and comparisons made. In this way, 
a significant rise or decline can be identified.

index figure
Here an index is used to compare financial statements 
for consecutive years. The figure for a certain year 
(as taken from that year’s statement) is expressed 
as 100, say for the year 2000. Then the figures for 
consecutive years are expressed, using the figure for 
2000 as the base year. The purpose is to determine 
what changes have taken place over a period of time.

Assume that the sales figure R200 000 is expressed 
as 100. The sales figure for 2001 is R250 000 and the 
figure for 2002 equals R300 000. Now calculate the 
index figures of sales for 2001 and 2002.

Index figure 2001 = Sales figure 2001 x 100

  =   Sales figure 2 000 
R250 000 

 × 
 1 

100 

  =  R200 000 
125 

 x 
 1 

100 

Index figure 2002 = Sales figure 2002 x 100

  = 
 Sales figure 2000 

R300 000 
 ×  

 1 
100 

   =  200 000 
R150 000 

 x  
 1 

100 

An advantage of this method is that trends for a 
specific item (eg sales) can be determined. It is 
possible to determine how sales have risen over 
a period of two years. Such a trend can also be 
compared with similar trends in other business 
enterprises in the same business sector (eg clothing 
shops). However, this method cannot be used to 
analyse the financial position of a business enter-
prise at a specific period.

Where a base year (2000) is used, it does not 
mean that deviations from that year’s figures repre-
sent a negative trend, because any given year can be 
used as a base year (but not 20 years back). Index 
figures merely show a tendency or trend. Although 
they do not provide a diagnosis, they do encourage 
further analysis of financial statements.

8.2.4 investment criteria
Investment criteria include the following: security of 
the investment amount, stability of income, capital 
growth, marketability and liquidity.

So far, we have discussed methods for analysing 
a small business enterprise by means of financial 
statements. The biggest problem encountered when 
considering the purchase of a small business enter-
prise is usually that annual financial statements are 
either unavailable or badly compiled.

A potential investor, who is considering 
purchasing a small business enterprise for invest-
ment purposes, is confronted by several problems. 
We will discuss some of these problems below.

Pitfalls when buying a business are as follows 
(Standard Bank 2016: 3):
•	 Buying the wrong business
•	 Insufficient homework
•	 Having no idea of the value of the business
•	 Insufficient information
•	 Over-extending yourself financially
•	 Ignoring the company’s image
•	 Protect your personal assets
•	 Not negotiating
•	 Making changes to the new business immediately
•	 Not promoting the business.

8.3 ProBlEMS An invESTor fAcES 
 on PurchASinG A SMAll 
 BuSinESS EnTErPriSE: 
 ThE ASSESSMEnT of finAnciAl 
 PErforMAncE
In the absence of any audited or prepared annual 
financial statements, it is not an easy task to assess 
the financial performance of a business enterprise. 
When no financial statements are available, the 
potential investor should attempt to obtain as 
many records from the small business enterprise 
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as possible. They must then make the most of 
their deficient information to draw up an income 
statement and a balance sheet for the business 
enterprise, which will provide an indication of the 
performance of the business over the recent years.

Various documents and other information can be 
useful, such as (adapted from Entrepreneur 1983: 23):
•	 Bank statements
•	 Deposit slips
•	 Cheque stubs
•	 Debit or stop orders
•	 Income tax returns
•	 VAT returns
•	 Telephone accounts
•	 Water and electricity accounts
•	 Rental payments (building)
•	 Rates and taxes
•	 Salary and wage deductions
•	 Purchase vouchers from creditors
•	 An inventory
•	 Debtors
•	 Competitors
•	 Standard of staff training
•	 Any form of staff administration.

8.3.1 Bank statements, deposit slips and 
 cheque stubs (counterfoils)

A bank balance is not necessarily an indication of 
favourable or unfavourable business activities. The 
owner of a bank account can artificially raise the 
balance by making certain deposits, irrespective of 
the source. Private expenditures for personal use 
could also be paid from the business enterprise’s 
bank account. Bank deposit slips and/or copies of 
bank statements can be obtained from the bank, if 
the owner no longer has them in his possession.

Cheque stubs (if available) or copies of cheques 
drawn from the business enterprise could also be 
used to calculate expenditure in the cashbook. The 
bank will also provide details of debit and stop 
orders (with the owner’s/client’s permission).

8.3.2 income tax returns
The owner of a business enterprise has to pay 
income tax to the SARS Commissioner every year. 
The owner’s specific income tax liability will not 
necessarily reflect the business enterprise’s taxable 

income. Income from other sources could also have 
been included in the income tax return.

The owner would certainly not have paid more 
income tax than necessary, since everyone tries to 
pay as little tax as possible. It may well be that tax 
statements reflect more expenditure and deductions 
(as business expenses) than actually occurred, since 
very often these expenses have been incurred for 
personal purposes.

8.3.3 value-added tax returns
Value-added tax is payable every second month 
and is calculated on the gross turnover of the 
previous two months. If the owner does not have 
these returns, copies may be obtained from the 
SARS Commissioner. These returns can be used to 
determine the gross sales of the business enterprise. 
It can generally be accepted that the actual sales will 
not be lower than indicated by the amount of tax 
paid; it is more likely that they may be higher.

8.3.4 Telephone accounts
Telkom and other service providers will be able to 
provide previous telephone accounts, if the owner 
has not kept them.

8.3.5 water and electricity accounts
The city council (municipality) will be able to 
provide an indication of past use of water and 
electricity.

8.3.6 rental payments
The payment of monthly rentals can be calculated 
from cheque stubs or monthly returns.

8.3.7 rates and taxes
If the owner of the business enterprise owns the 
building, rental payments will be replaced by rates 
and taxes. As in the case of water and electricity, the 
monthly amount payable for rates and taxes can be 
obtained from the local municipality.

8.3.8 Salary and wage deductions
A business enterprise that employs staff will have 
made weekly or monthly salary or wage deductions, 
such as tax for remuneration and unemployment 
insurance contributions. Copies can be obtained 
from the SARS Commissioner.
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8.3.9 Suppliers (accounts payable)
The purchase figures of the business enterprise 
can be obtained from suppliers. Suppliers can 
be contacted in order to obtain the following 
information: average annual or monthly purchases, 
outstanding instalments (amounts) on purchases 
and, particularly, the business enterprise’s credit-
worthiness.

If a business enterprise has no creditworthiness, 
this will have to be built up by paying accounts 
according to the terms agreed upon. If a business 
enterprise has lost its creditworthiness with a certain 
supplier, a new owner could build it up again. If 
that is not possible, another supplier will have to be 
found.

It may be difficult to obtain information of cash 
purchases from a supplier. Some purchases may be 
for private use and not for the business.

8.3.10 inventories
A potential investor must undertake an inventory 
in order to ascertain the quantities of stock in the 
business. The owner usually has a code to indicate 
the purchase price of all products. Suppliers could 
be contacted in order to compare the purchase price 
(cost price) of certain products with the owner’s 
stated cost price.

The owner could also be asked about the profit 
margin on their products. Assume that the gross 
profit margin is 50%. If the purchase price of a 
product is R100, then the cost price would be R50, 
at a 50% gross profit margin. The R50 can then be 
compared with what the supplier says the purchase 
price of the product was.

Stocks may be obsolete or damaged. Machinery 
or other equipment could be so badly damaged that 
it has to be replaced. The problem with fashion-
able goods, for example, is that they soon become 
outdated. The value of such outdated fashionable 
goods would be far below the original cost price (eg 
20% of the cost price). The investor should establish 
what portion of the total stock consists of outdated 
goods, since this would have a significant effect on 
the price to be paid for the business enterprise.

It is also important to establish what stock repre-
sents the core of the business enterprise’s sales. If, 
say this stock forms 20% of the total stock, it would 
usually produce 80% of the total purchases. If this 

20% of the stock is damaged or obsolete, the forecast 
would be dismal, since future sales would be limited. 
It would also mean that a portion of the stock would 
have to be replaced, which would increase the 
purchase price of the business enterprise.

It is possible, however, to write off obsolete stock 
against tax in the financial year in which a business 
enterprise is purchased. This would increase sales 
and, consequently, the profit margin as well. The 
owner of a similar business enterprise could also be 
approached in order to form some idea of how stock 
is selling at present.

Where a business enterprise stimulates sales by 
means of the lay-by technique, the book in which 
this is recorded must be compared (each item) with 
the stock on lay-by. Customers with proof of a lay-by 
could appear at a later stage and claim goods that 
are no longer in the lay-by stock. The owner could 
have sold all the lay-by stock in order to settle debts. 
Lay-by stock increases the possibility of future cash 
flow for the business.

8.3.11 debtors (accounts receivable)
It is essential that the potential purchaser be supplied 
with a list of names of all debtors. A large number of 
debtors increases the marketability of the business 
and reflects future sales potential.

Debtors must be contacted in order to compare 
their outstanding debts with the amounts on the 
list. The credit policy should also be discussed with 
debtors, if credit is in fact granted. The risk involved 
in the purchase of a business enterprise is increased by 
a large amount of debt that cannot be collected. Apart 
from debtors, creditors should also be contacted.

In this way, the potential purchaser will be aware 
of the financial burden that accompanies the busi-
ness enterprise. It is important that the purchaser/ 
investor receives a written statement (included in the 
purchase contract) from the owner/seller in which 
it is stated that the names of all creditors (debtors) 
have been disclosed to the purchaser (in writing).

The amounts of all outstanding debts must also 
be stated in writing. Furthermore, it must be speci-
fied that if these turn out to be incorrect, it will be 
regarded as a breach of contract. The purchaser will 
be able to cancel the purchase, and claim any money 
already paid plus damages from the seller.
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8.3.12 insufficient knowledge of the 
  market
A potential purchaser should determine whether 
the location of the business is of such a nature that 
existing and potential customers are attracted to it. 
The location should be compared with those of all 
the competitors. The products, as well as the prices 
at which they are sold, should also be compared with 
those of competitors.

It is not sufficient merely to compare the prices 
of identical products. It is necessary to determine 
what kind of credit policy applies to the sale of the 
products. The suppliers, as well as the quantities of 
products purchased, will influence the selling price 
of a product. If the business has high operating costs, 
products will probably be priced higher in order to 
cover costs. Well-trained staff command higher sala-
ries, which will also mean higher product prices.

The promotions policy of the business enterprise 
should also be investigated. Advertising at fairly low cost, 
for example, in the local newspaper, could probably 
increase the volume of sales. Advertising costs increase 
operating costs and therefore also product costs.

8.3.13 Standard of staff
Staff is probably a business enterprise’s greatest asset. 
Staff should be interviewed, if possible, irrespective 
of their function. In this way, a good idea could be 
formed of the activities of the business enterprise. 
They could be questioned about the following:
•	 Sales
•	 Products and product prices
•	 Competitors’ products and product prices
•	 What clients say about products, prices, services, 

the owner and competitors
•	 Staff relationships with customers
•	 Staff relationships with the owner
•	 Staff salaries or wages
•	 Standard of training and experience of staff
•	 What staff would change if it were their business 

enterprise or if they were able to make changes.

Unhappy and dissatisfied employees are not an asset. 
The staff could decide, for example, to resign as a 
result of the employer–employee relationship. It is 
important to find out whether the present staff ’s 
services will still be available after the purchase. It 
is also necessary to negotiate salaries with the staff.

Staff who have already resigned but are still 
working may consider remaining under different 
conditions of employment. An employee may 
be prepared to remain for a short period (three 
to six months) in order to assist the new owner. 
Employment contracts could be concluded with 
employees in respect of conditions of employment.

Africanisation
 

Van Aswegen (2012:257) in Swanepoel et al. 
(2012:197) lists the following reasons why 
employees join trade unions:

•	 Protection from exploitation
•	 Economic needs
•	 Job security
•	 Social and self-fulfilment needs
•	 Political reasons
•	 Protection of a particular trade.

Bendix (2010:168–170) in Swanepoel et al. 
(2012:197) lists the objectives of trade unions: 
economic objectives; job security; social welfare; 
socialisation; and socio-political goals.

Venter et al. (2011:93) and Bendix (2010:172–
174) in Swanepoel et al. (2012:198) provide the 
following methods used by unions to achieve their 
objectives:

Collective 
bargaining

Negotiations with employers 
to improve the working 
conditions of members

Collective 
action

Strikes to force employers to 
comply with demands

Affiliation With large federations to 
obtain more power and 
resources

Political 
improvement

Bringing about political 
changes

Benefit funds Some may offer members 
medical aid, pension and 
provident funds, education 
and housing schemes

➟
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Education 
and social 
programmes

The education/development 
of their members

Lobbying and 
representation 
on various 
bodies

May influence economic 
policy

8.3.14 Poor staff administration
Poor staff administration is often the reason for 
dissatisfaction among employees. For example, the 
new owner may not know that a certain employee 
has not had a salary raise for three years, because 
nothing to that effect has been recorded. The 
new owner would also not know anything about 
employees’ previous experience, qualifications or 
periods of service.

Such information would be of great value to the 
investor when purchasing a business enterprise, 
particularly in respect of the evaluation of existing 
staff. With this information, a potential investor 
could establish whether the staff members are an 
asset or a liability to the business enterprise.

In order to understand and manage the employ-
ment aspect of your business (with the assistance 
of your labour attorney), you need a basic under-
standing of the following legislation (Holtzhausen & 
Kirsten 2011: 115):

Table 8.4: South African labour legislation

Labour Relations Act 66 of 1995

Occupational Health and Safety 
Act

 
85 of 1993

Compensation for Occupational 
Injuries and Diseases Act

 
130 of 1993

Unemployment Insurance Act 75 of 2001

Employment Equity Act 55 of 1998

Skills Development Act 97 of 1998

Skills Development Levies Act 9 of 1999 

➟

Broad-Based Black Economic 
Empowerment Act

 
53 of 2003

Protected Disclosures Act 26 of 2000

Protection of Information Act 4 of 2013

8.3.15 Poor management
Poor management is one of the main reasons for the 
failure of small business enterprises. The absence 
of financial statements is already an indication of 
poor management. This does not necessarily mean 
that the business enterprise is not making a profit 
or is not very profitable. The main purpose of the 
management process, which includes planning, 
organising, leading and control, is to make a business 
enterprise more effective and profitable.

Management helps the owner to keep abreast 
with what is happening in the business and why 
certain things are taking place. Every business enter-
prise should work according to a financial plan or 
budget. Potential investors do not always realise 
that they need a talent for management in order to 
ensure the survival of their business enterprise. If 
an investor knows nothing about management, they 
will find it difficult to obtain a good return on the 
money put into the business enterprise.

8.3.16 valuation (assessing) of goodwill
‘Goodwill’ is the added value that a business has 
because of:
•	 The length of time that the business has existed 

and made a profit
•	 The fact that a certain owner or manager 

(employee) has run the business.

An investor does not always know the extent of the 
owner’s or manager’s contribution to sales. Should 
this owner sell the business, or the manager leave the 
business, sales may decline dramatically. They could 
decline to such an extent that it would be impossible 
to cover operating costs and the business enterprise 
would have to close.

It is also possible that the previous owner or 
manager could open a similar business in the same 
area or street and attract all the former customers. 
For this reason, it is essential that a clause be included 
in the contract of sale that protects the investor’s new 
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business. A previous owner or manager should be 
prohibited from opening a similar business enter-
prise within a certain area for a certain period (for 
example, three years).

Many sellers of businesses want a large sum of 
money (in relation to the selling price) for their 
goodwill. However, goodwill usually leaves a busi-
ness enterprise with the previous owner, together 
with years of experience, knowledge and client rela-
tionships.

8.3.17 insufficient financing capital
A potential purchaser or investor does not always 
have sufficient financing capital with security for 
the acquisition of additional loan capital. For people 
close to retirement age, this could greatly increase 
the risk of such an investment. In fact, it is even risky 
for younger people.

If an investor is not financially capable of main-
taining at least the same standards in respect of 
products, price, service, staff salaries and profit 
margin, he should rather not buy a small business 
enterprise. If the profit margin is too low, it will not 
render the desired return on his investment.

8.3.18 unattractive appearance
The appearance of the building could put customers 
off. Sometimes, a fresh coat of paint or renovations 
may be the solution. The layout of the shop may also 
be unappealing. Customers may perceive the shop 
as too large (because of too little stock) or too small 
(too much stock).

The appearance of the building may not be altered 
without the written permission of the owner of the 
building. Besides, it is not a good idea to spend a 
large amount of money on a building that belongs 
to someone else.

8.3.19 The lease of a building may not 
 be transferable
A potential investor should establish beforehand 
whether the lease (if the building is leased) is 
transferable. If it is not transferable and the lease 
term expires, another suitably located building will 
have to be found. If there is an option of leasing the 
building for a term of, say, five years, the investor 
may decide to exercise this option.

If a lease is renewable, it must be examined care- 
fully. The investor must know exactly what he is 
leasing and what his rights and obligations are.

8.3.20 determining the real reason for 
 the sale of a small business 
 enterprise
It is not easy to find out exactly why a business 
enterprise is being sold. The seller may give one of 
the following reasons for wanting to sell the business:

•	 Poor health
•	 They intend moving to another town or city
•	 Family problems.

The real reason may well be that the business is not 
profitable and they simply have to sell it. Perhaps a 
new business has opened with which it is impossible 
to compete. It may even be that the road passing the 
business is going to change and that customers will 
take their business to a more convenient location.

The investor’s financial analysis of the business 
should indicate why the business is up for sale, or 
why it is not profitable.

8.3.21 Selling price too high
A fairly high selling price is not always a bad thing 
and a low selling price is not always a good thing. 
A low selling price is not necessarily an indication 
of a profitable investment opportunity. It usually 
indicates that the business is not profitable. A high 
selling price, however, does not always guarantee a 
profitable investment opportunity.

Once the investor has drawn up and analysed the 
annual financial statements for the past few years, 
he must prepare a pro forma income statement and 
balance sheet for the following financial year, ending 
on the last day of February of that year. This will 
give him an idea of the anticipated net profit for the 
following year.

In any transaction, the seller usually feels that he is 
not receiving enough, while the buyer feels that he is 
paying too much. There is usually a difference between 
what the seller wants and what the buyer is prepared to 
pay. As shown earlier, goodwill and the name or repu-
tation of the business enterprise play an important role.

Net profit is also important in determining the 
selling price of a business, as will be seen in the 
discussion that follows.
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8.4 dETErMininG ThE PurchASE PricE
When an investor considers buying a small business 
enterprise as an investment unit, the investor should 
have a rate of return in mind that he wishes to earn 
on the investment. Assume that this anticipated rate 
of return is 20%. Various methods can be used to 
determine the market value or purchase price of a 
small business enterprise. For the purposes of this 
discussion, the market value or purchase price is 
called the investment value.

Business valuation methods according to 
Standard Bank (2016: 3) include:
•	 A strong customer base
•	 Obtaining objective evaluations.

8.4.1 The method of comparable rates of  
 return
This method uses two variables: purchase price and 
net income.

The graphic method
The graphic method represents the purchase price 
paid for, and the related net income of, similar 
businesses. However, it is not always possible in 
practice to obtain information on comparable small 
business enterprises.
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figure 8.3: Determining the purchase price of a 
business enterprise

In Figure 8.3 the net income of comparable busi-
ness enterprises appears on the horizontal line and 
the purchase price of these business enterprises 
appears on the vertical axis. By finding the average 
of these purchase prices – drawing a straight line (A) 
– the purchase price of another business enterprise 
can be determined from its net income. 

The investment value of the business enterprise, 
based on comparable selling prices, is R250 000. 
Comparable figures (net income and selling prices) 
in this graph have been chosen at random and are 
not representative of ratios that apply in practice.

This method will not be easy to apply in practice, 
since it may be impossible to obtain information 
pertaining to comparable enterprises.

The capitalisation of income method
In this method, the net income, market value 
and rate of return the investor requires on his 
capital (investment) are used. If we use the given 
information, the market value of the enterprise can 
be determined as follows:

Market value =  Net annual income 
Required rate of return 

 =  R50 000 
20% or 0,20 

 = R25 000

The net income of the small business enterprise 
under consideration is R50 000 per annum.

This formula can also be presented as follows:

Actual net income

Market value x Required rate of return

From this formula, any of the three values can be 
calculated if the other two values are known.

If the investor is able to trace two comparable 
business enterprises, which were sold within the 
past three months, he could use this information 
to determine the anticipated rate of return on his 
investment. These two recent transactions with 
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which the investment business is being compared 
are given:

Transaction 1 =  Net income 
Market value 

 x  R70 000
R370 000 

 = 18.92% 

Transaction 2 = 
 Net income 
Market value 

 x 
 R90 000

R380 000 
 = 23.68%

If we compare the average rate of return of these 
two business enterprises, we obtain more or less the 
anticipated rate of return of the new business enter-
prise.
 18.92 + 23.68

2 
 = 21.3% = Market value

The market value can now be determined by dividing 
the net income by 21.3%. This method is not always 
suitable for application to a small business, because 
of a lack of information (eg annual financial state-
ments).

8.4.2 discounting of future cash flow
Where the future cash flow of a business enterprise 
over several years can be calculated, the present value 
of such income can be determined. This process is 
called discounting.

8.4.3 A practical method
In practice, consultants often sell small business 
enterprises. These consultants have their own 
methods of determining the market value of 
small business enterprises. Some work solely with 
annual net profit. They multiply the annual net 
profit by 2.5. Assume that the net profit is R50 000, 
then the market value will be equal to R125 000 
(R50 000 × 2.5). For goodwill (customer value), 
between R10 000 and R20 000, at the most, is paid.

8.5 ThE AdvAnTAGES And 
 diSAdvAnTAGES of BuyinG A 
 BuSinESS
There are always advantages and disadvantages to 
any transaction. It is important to take cognisance of 
both before a business is bought.

8.5.1 The advantages of buying a 
 business
When buying an existing business, some of the 
advantages may be the following:

•	 Annual financial statements often exist for a 
number of years, so that it is possible to measure 
the financial performance over a reasonable 
period of time.

•	 Where a business is well established, less time 
needs to be spent on aspects of market and 
product research.

•	 Existing business methods that are creating 
profits are already in place.

•	 The marketing concept, which includes product, 
price, promotion and distribution policy and 
strategies, has already been tested in the market.

•	 A certain client base already exists.
•	 A well-trained group of employees could be a 

strength.
•	 The correct, cost-effective fixed and current 

assets could already be owned or rented.
•	 Van Zyl (1996:21) further points out that VAT 

could be saved, because the business could be 
sold in its entirety or the assets could be sold as a 
running concern.

•	 He also discusses the following:
 – An existing accounting system
 – General and specific policies and guidelines
 – An established organisational culture
 – The assistance of the previous owner/ manager 

with management (temporarily or perma-
nently)

 – The introduction to business contacts by the 
previous management.

8.5.2 The disadvantages of buying a 
 business

On the other hand, buying an existing business has 
disadvantages, such as the following:
•	 Mention has already been made of outdated 

stock, poorly trained personnel, negative/un- 
motivated personnel, incorrect information, 
wrong location, and poor image.

•	 A new owner often creates numerous unneces-
sary problems by wanting to change everything 
(including what is working).

•	 There may be conflict with personnel on how to 
do things.

•	 Numerous businesses are bought in industries of 
which the buyer has little knowledge.

•	 Financing, in the form of bridging finance, often 
creates cash-flow problems.
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•	 A buyer often exhausts his creditworthiness and 
can, as a result, not obtain further finance.

•	 Numerous buyers combine a new business with a 
new car and/or home, as a result of the seemingly 
higher status.

Van Zyl (1996:23) emphasises the following issues, 
among others, that hold risks for the buyer and, 
accordingly, require attention:
•	 Try to take over as few liabilities as possible (or 

try to avoid them entirely).
•	 Make sure about a rise in rental, if premises are 

being rented.
•	 Ascertain when assets will possibly need 

replacing.
•	 Ascertain whether existing licences or agree-

ments need to be taken over.
•	 Ensure that obtaining funds (the necessary 

financing) appears as a suspensive condition in 
the purchase contract.

•	 Ensure that the business is not bound in terms of 
unfinished contracts.

•	 Beware of pending court cases.
•	 Make sure that you are able to trade under the 

same name, should you wish to do so.
•	 Contractually prohibit the seller from starting the 

same type of business in the same area.
•	 Ascertain whether specific arrangements with 

creditors exist.
•	 The seller should provide a guarantee that the 

business belongs to him (and that the assets are 
unencumbered).

•	 Ask the seller and the municipality, as well as 
agents and adjacent businesses, whether they are 
aware of any specific (or disadvantageous) future 
developments in the area.

According to Van Zyl (1996:25), goodwill will be 
high (representing a higher price) where a business 
has a high turnover (eg a petrol filling station which 
sells in cash), and will be low if products are perish- 
able or easily become outdated (eg fashionable items 
selling on terms). For a business with an average 
trade risk, according to Van Zyl (1996:25), goodwill 
should be 1.5 times the annual profit before taxes, or 
2.5 times the profit after taxes.

Africanisation
 

Buying a business in Africa is subject to a lot of 
influences according to Holtzhausen and Kirsten 
(2011:138–139, 141–142):

•	 The labour relations environment 
•	 The culture of the people
•	 Employer strategies
•	 Employment policies
•	 The economy
•	 Political matters
•	 The role of the state
•	 Industrial and economic development 
•	 The Aids pandemic
•	 Ethnic confrontation
•	 Military and imperialist regimes (Zimbabwe).

The role of government varies as follows in 
the following countries (Holtzhausen & Kirsten 
2011:139):

State control 
in formally 
socialist 
countries

State direction A strong 
legislative 
framework

Ethiopia

Mozambique

Zambia South Africa

According to Holtzhausen and Kirsten (2011:139–
140) businesses fall into three categories:

Public 
enterprises 
– the state 
controls 50% 
of the share 
capital

Private 
indigenous 
businesses 

Multinational 
companies

Tanzania

Nigeria

Zambia

Nigeria’s 
informal 
pavement 
hawkers

South Africa’s 
SMMEs

Johnson and 
Johnson

BP

Shell

➟
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Trade unions in sub-Saharan Africa focus 
increasingly on the following issues (Holtzhausen 
& Kirsten 2011:141):

•	 Enterprise restructuring programmes
•	 Privatisation
•	 Child labour
•	 Aids and Aids prevention measures.

According to Horwitz in Morley et al. (2006:182–
186) and Holtzhausen and Kirsten (2011:141), Africa 
follows one of two trade union systems, namely:

A single union system A multi-union system

Tunisia Mauritius

Ivory Coast

South Africa

Zimbabwe 

8.6 BuSinESS PrEMiSES: lEASE, 
 Buy, Build, or worK froM 
 hoME
Whether you are buying a property to stay in, to 
speculate with, or to start a business in, location 
is vital. This obviously also applies to renting or 
building. Without clients or patrons, it is impossible 
to run a business. The location is often a given 
once the business is bought, unless you are going 
to run the business somewhere else (eg by buying 
a franchise – see Chapter 9). You therefore need to 
decide whether the premises (the erf or building) will 
form part of the buying decision (of the business).
•	 If you want to buy the premises along with the 

business, you can negotiate with the seller or the 
owner to do so.

•	 If you do not want to buy, you can enter into a 
new lease agreement with the owner of the prem-
ises.

•	 If you do not want to buy or rent, you can build 
premises for the business where you want it to be.

We will now briefly look at a few factors to take 
into consideration during the leasing, buying and 
building of premises, when buying an existing busi-
ness. Aspects around working from home will also 
be reviewed briefly.

8.6.1 leasing premises
A person will rent a building for one or more of the 
following reasons, amongst others:
•	 Insufficient funds to buy
•	 Inability to obtain sufficient financing to buy
•	 Uncertainty (or concern) about potential income 

(and, hence, the cash flow) and the ability to 
repay borrowed money

•	 Insufficient funds to purchase operating capital
•	 The fact that numerous expenses are tax-deduct-

ible, for instance:
 – The lease payment
 – Water and electricity
 – The rental of machinery and equipment.

•	 The asking price for the property may be too high.

The property may be out of fashion, requiring too 
much maintenance, and the buyer needs to only 
utilise the building temporarily.

The lease amount must be considered according 
to the expected income. Similarly, an escalation 
clause (eg a 7% increase in the rent per annum) 
needs to be linked to turnover, if possible (eg not 
higher than 20% of the annual turnover). The tenant 
will also feel safer if the fixed tenancy is relatively 
short, especially in an industry in which income can 
vary and clients are able to move easily to competi-
tors (eg a restaurant, pub or club). You should keep 
your options open and decide what will be best for 
you and your type of business.

You may safely discuss the details of the lease 
contract, including the following, with your own 
attorney, accountant or estate agent (not just any 
agent, but a specialist):
•	 A deposit
•	 Legal costs
•	 Insurance
•	 Cost of improvements and alterations
•	 Rates and taxes
•	 Moving costs
•	 Security.

Rosthorn et al (1997) further point to the following 
types of lease contract for the calculation of monthly 
rental:
•	 Gross lease, where the tenant pays the rent and 

VAT, and operating costs are paid by the land- 
lord.
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Example: Rent per m2 × size of premises
Add: VAT @ 14%

•	 Net lease (open-ended lease), where the tenant 
pays operating costs as well.

Example: Rent per m2 × size of premises
Add: Operating cost per m2 × size of premises
Add: VAT @ 14%

There are many types of lease and lease agree-
ment. Study these carefully prior to entering into a 
contract.

8.6.2 The purchase of premises
The same factors applying to the lease of a building 
for business purposes also apply to the choice of 
the location of premises you want to buy. Buying 
premises is obviously more ‘permanent’ in nature, 
because it comprises a fixed property in which 
additional funds need to be invested. These funds 
are not necessarily recovered, should the premises 
be sold within a relatively short period of time. 
Sometimes, the expense is never recovered, given 
the specific location, state of the economic cycle and 
the type of property.

There are also the specific cost items attached to 
purchasing a property in your own name that need 
to be considered, among others:
•	 Bond registration costs
•	 Transfer duty
•	 Conveyancing fees
•	 Stamp duty.

8.6.3 The building of premises
The erection of a building is a project that requires 
careful planning and preparation. Where a person 
only makes additions to a property, the homework 
will indeed be less, but not less important. There are, 
over and above the building costs, numerous rules 
and regulations that need to be complied with, and 
approvals that need to be obtained, before a building 
can be erected.

The local authority plays a decisive role in this 
regard. The interests of both existing and new prop-
erty owners are protected in this way. There must 
therefore be compliance with the National Building 
Regulations. Further, the ‘correct’ persons (eg a 
valuer of the city council or an inspector) must be 

involved during supervision of the building project. 
Rosthorn et at. (1997:104) emphasise an initial 
approach (which includes decisions on the type of 
building and construction methods), as well as a 
full application (which includes different plans). An 
architect and the city council must be consulted on 
the plans, in order to comply with all legal require-
ments.

8.6.4 working from home
Should it be possible to use a part of your home for 
business purposes, this could be very advantageous, 
especially for those who do not have sufficient 
financing for an alternative. It can also be comfort- 
able and contribute to a certain quality of life and 
standard of living. There are also numerous tax 
deductions possible, which you should discuss with 
your accountant, for example:
•	 A portion of the maintenance costs
•	 A portion of your short-term insurance
•	 A portion of your rates and taxes
•	 A portion of the interest component of your bond 

repayment.

Those considering working from home need to 
consider the following:
•	 The cost of altering the home
•	 Additional insurance (for office equipment)
•	 Advertising the name of the business on the wall 

or fence
•	 Employees
•	 The influence on other household members and 

peace at home.

You can obviously decide to buy a different, more 
suitable house from which to work. However, 
numerous new cost items will develop. A house is 
not automatically available for business purposes; 
for example, not all houses have business rights, or 
rights for certain types of businesses.

You can also approach the following institutions 
for assistance:
•	 The Estate Agency Affairs Board: Tel: 011 880 

9994
•	 South African Property Owners Association 

(SAPOA): Tel: 011 883 0679.
•	 Law Society (for commercial properties only): 

Tel: 012 323 0400.
•	 SA Institute of Valuers: Tel: 021 762 3313
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•	 National Association of Home Builders: Tel: 011 
805 0201

8.7 SuMMAry
Investors are not always fully aware of what they are 
letting themselves in for by acquiring an existing 
business enterprise. The main reason for this is 
often a lack of sufficient information. Ratios, indexes 
and percentages, a combination of all three, and a 
breakeven analysis may be used to help a potential 
investor make his decision to buy. The absence of 
annual financial statements creates a problem, but 
this can be solved by finding and using various other 
documents. Staff, debtors, creditors and competitors 
may be consulted for more information about the 
business enterprise. A potential investor must make 
use of the above-mentioned methods, in order to 
calculate a realistic market value for the business 
enterprise.

8.8 SElf-ASSESSMEnT
•	 Briefly discuss the different problems relating to 

the purchase of an existing business.
•	 Evaluate the purchase price of an existing busi-

ness.
•	 Evaluate the location of an existing business.
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After studying this chapter, you will be able to:
•	 Define the concepts of franchise, franchisor, 

franchisee and franchise package
•	 Evaluate a franchise opportunity
•	 Explain how to finance a franchise
•	 Identify the major advantages and limitations 

of franchising

•	 Explain the critically important franchisor/
franchisee relationship

•	 Explain how to franchise a business
•	 Evaluate a franchise package with the help of 

a franchise attorney and consultant
•	 Identify many sources of franchising information.

lEArninG ouTcoMES

Sipho is considering purchasing a franchise. He 
wants to ask their tribal chief to lend him the 
money until he can pay it back. Actually, he wants 
to marry someone from another clan, but does not 
have the money for lobola. Apparently there are 
three other men who also want to marry Naledi. 
Fortunately two of them have older brothers who 
have to marry first before they will be given a 
chance. The third man apparently does not have 
the money required for the lobola either.

 From his older sister, who works in the city, Sipho 
heard about a very cheap franchise that some 
people there had started. They already had three 
franchise outlets, and they seemed to be making a 
lot of money. She was sure that, with the borrowed 
money, Sipho would quickly have the money 
required for Naledi. Naturally they will still have to 
negotiate the ‘purchase price’. Naledi’s family have 
a lot of status in KwaZulu-Natal.

 Do you think that Sipho should buy (start) this 
cheap franchise with the money borrowed from 
their tribal chief?

cASE STudy

9.1 inTroducTion
A potential entrepreneur may decide to purchase 
a franchise, just like any other type of existing 
enterprise. The potential franchisee has to conduct 
a thorough investigation (do a lot of homework) 
before a particular franchise can be ‘bought’. 
Compared to any other type of enterprise, the 
associated cost of a franchise is somewhat higher. 
The reason for this is mainly because of the lower 

risk associated with a proven trademark, which 
is already a blueprint for success (here, we are 
referring to an existing franchise concept, which has 
been accepted already, countrywide or worldwide). 
A franchise must be a win–win situation for both 
the franchisor and the franchisee. The franchisee 
must evaluate the franchise, franchisor, franchise 
agreement and franchise offer with the assistance of 
a franchise attorney and consultant. The franchisor, 
too, will assess the franchisee to ensure the long-
term existence of the total franchise network.

 The potential franchisee will also have to eval-
uate the cost and income (in terms of turnover, 
profit margin, fixed and variable costs, payments to 
the franchisor, the initial joining fee, marketing fee 
and own salary), and compare these with the costs 
involved in buying a different type of existing busi-
ness. The risks involved in buying another kind of 
existing business should be higher, because of uncer-
tainties and the absence of a well-known trademark. 
It is important for the franchisee to ensure that 
they have the correct characteristics to promote 
a successful long-term relationship with the fran-
chisor. The franchisee’s aim, must therefore, not be 
short-term profit only.

 Potential franchisees (entrepreneurs) should 
contact the Franchise Association of Southern Africa 
(FASA) for more information regarding franchising, 
certain types of franchises, a specific franchisor, 
membership of FASA, annual franchise exhibitions 
and franchise opportunities. Be warned—do not 
get involved in franchises that are not members of 
FASA.

historical development
Franchising as a business concept dates back to 
as early as 200 BC, when Los Kas developed a 
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franchised chain store concept to distribute food 
with a certain trademark throughout China.

 Further franchise development took place when 
British royalty rewarded politicians and soldiers 
with franchises for the collection of taxes. These 
franchisees had to pay a certain part of their funds, 
in the form of royalties, back to the royal treasurer. 
The term ‘royalty payments’ was thus created.

 According to Illetschko (2001: 3) and Franchise 
Direct (2001), modern franchising started in the 
1860s, when Isaac Singer developed the Singer 
Sewing Centre. Two problems encountered by 
Singer resulted in the franchising of Singer, namely:
•	 Clients needed to be taught how to use the 

product (a machine)
•	 The lack of funds necessary to produce machines 

in high quantities.

Singer decided to sell business rights regarding the 
sale of machines and to provide training in the use of 
these machines. Various companies, such as Coca-
Cola and some in the motor industry followed this 
concept, which is also known as product franchising.

Many entrepreneurs sold products according to 
the product-franchising concept. Unfortunately, a 
lack of managerial knowledge and skills often led to 
their businesses being unsuccessful. These entrepre-
neurs needed knowledge about the total business, 
and not only about a specific product. The result was 
the establishment of the business franchise concept, 
in which entrepreneurs (franchisees) share in a blue-
print of total business success.

Many business owners face the problem of 
expanding their businesses. They do not know how 
to tackle expansion and to make a success of it. 
Franchising is a way to expand, with the professional 
help of a franchise attorney.

McDermott (2001) points out that franchising 
played an important role in business transforma-
tion, as economic requirements moved from a 
manufacturing basis to a service basis. The service-
based economy presented endless opportunities 
for entrepreneurs. Franchising enables potential 
entrepreneurs to utilise the existing knowledge and 
experience of the franchisor. Without experience, 
knowledge, training and continuous support, the 
risk of business failure is much lower with a fran-
chise than in the case of starting a new business. As 
Doyle (1996:86) puts it, ‘When entering a franchise, 

you’re going into business for yourself, but not by 
yourself, which is very reassuring’.

Those who have insufficient business experience 
have the opportunity to enter into a partnership 
agreement with a franchisor. The franchisor provides 
the business, the product and the financial know-
how.

Africanisation

According to Mulupi (2016:1): ‘Berlin-based solar 
company Mobisol has sold 40 000 home solar 
systems to mostly low-income earners in “off-grid” 
locations in Tanzania and Rwanda’. The company 
plans to expand to Kenya. The goal of the company 
is to:

•	 Electrify households
•	 Provide high-quality electrification solutions
•	 Sell to people who cannot afford a 800 system
•	 Improve lives
•	 Bring the modern lifestyle to rural areas.

Solar systems of either 80W, 120W or 200W can be 
rented on a ‘rent-to-own’ basis. 

Daily payments are being made via mobile money 
for up to three years. Users in Rwanda and 
Tanzania pay a US$25 deposit, and continue to 
make daily payments of $0.50, for the 80W system. 
Other solar-powered appliances are also available, 
for example: haircutters; hair-straighteners; music 
systems; and cooking stoves. 

determining creditworthiness
Mobisol has a sales team of over 300 direct sales 
agents in Rwanda and Tanzania. These agents are 
equipped with tablets to collect and analyse data; 
determine a potential customer’s creditworthiness 
based on a set of questions; and obtain credit 
history information from credit bureaux.

income
They do not enquire about an applicant’s income, 
because of the low level of literacy and financial 
literacy. Applicants rather provide information 
about: their number of cows; and the litres of milk 
the cows provide daily. It is up to the agents to 
determine the milk price and to determine roughly 
the applicant’s monthly income. 

➟
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Expenses
The same practical steps are followed in order 
to determine monthly expenses. Tuition fees of 
school-going children are determined. The ratio 
between income and expenses are determined. If 
the latter is acceptable to the company, an SMS 
will inform the applicant where to collect their 
solar system from a Mobisol satellite store.

In the case of non-payment or arrear payments, SMS 
reminders are being sent to clients. Non-payment 
thereafter results in the ceasing of the functioning 
of the system. Currently the default rate is less 
than 5%, with higher defaults in Rwanda than in 
Tanzania. A bad credit check and evaluation may 
be the cause for some of the defaults. ‘Maybe we 
allowed somebody to get a 120W system when 
they could only afford an 80W system.’ 

Tv sets the big selling point
Those living in rural areas can see the whole world. 
Candles and kerosene provide additional sources 
for lighting. ‘They too want a modern lifestyle. ’

9.2 whAT iS frAnchiSinG?
There are many different definitions and expla-
nations for the term ‘franchising’. Here are a few to 
consider.

A franchise is a business relationship based on 
an ‘already made business formula with constant 
support from the franchisor’ (Clarke et al. 1997: 20).

A contractual relationship between the franchisor 
and the franchisee in which the franchisor offers, 
or is obliged, to maintain a continuing interest 
in the business of the franchisee in such areas as 
know-how and training; wherein the franchisee 
operates under a common trade name, format 
or procedure owned by or controlled by the fran-
chisor, and in which the franchisee has made or 
will make a substantial capital investment in his 
business from his own resources. International 
Franchise Association, in Rosthorn et al. 1997.

A form of marketing and distribution in 
which the franchisor grants to an individual 
or company (the franchisee) the right to run 
a business selling a product or providing a 
service under the franchisor’s business format 
and identified by the franchisor’s trade mark or 
brand. Franchise Direct 2001.

Franchising can be described as a pooling 
of resources and capabilities. The franchisor 
contributes the initial capital investment, know-
how and experience. The franchisee contributes the 
supplementary capital investment, motivated effort 
and operating experience in a variety of markets. 
Franchising is a comprehensive business relation- 
ship, not just a buyer–seller relationship. There is 
considerable interdependence between the fran-
chisor and the franchisee (Franchise Direct 2001).

The Franchise Association of Southern Africa 
(FASA) defines a franchise or agency as a concession 
which a franchisor grants to a concessionary or fran-
chisee entitling the latter to use a full franchise or 
business package. Such a package covers the neces-
sary elements to enable even the uninformed to 
establish the enterprise and to manage it at a profit.

Longenecker et al. (2000:49) define franchising as 
follows: 

Franchising is a marketing system revolving 
around a two-party legal agreement whereby 
one party (the franchisee) is granted the privilege 
to conduct business as an individual owner but 
is required to operate according to methods and 
terms specified by the other party (the franchisor).

A franchise package broadly consists of the following:
•	 The franchise agreement
•	 The Operating and Procedure Manual (OPM)
•	 Training aspects.

A franchise is a business comprising a relationship 
between parties for as long as the business exists. We 
will now consider some terminology regarding this 
relationship.

Africanisation
 

A source of inspiration
‘Mike Mlombwa is a Malawian businessman and 
a billionaire in the country’s local currency. He 
owns Countrywide Car Hire, a vehicle rental and 
chauffeuring service operating in major cities, 
airports and hotels across Malawi. He has also 
recently ventured into the hospitality business with 
the construction of hotels. Today he is considered 
one of the country’s business success stories and 
has given talks globally.’ (Douglas 2016:1) 

➟
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Mike is proud of where he came from:

‘I came from a very poor family. When I say poor, 
I mean the poorest family. That is where I came 
from. Today sometimes I have to ask if I am dead 
in heaven or still alive, because I can’t believe that 
God has sent me here—that I have got a name in 
the world, in Africa’.

Some facts about Mike’s poverty are listed below 
(Douglas 2016:1–2):

•	 He grew up in the southern border district of 
Mwanza

•	 Various families had to pay for his primary 
school education, in exchange for odd jobs 
(gardens or cattle)

•	 He could not find a funder for his secondary 
school education

•	 As a result Mlombwa made a 60km journey— 
on foot—to the commercial capital. Blantyre

•	 He had no money, income or place to live
•	 A family took him in as a servant
•	 Thereafter he started selling stationary
•	 He bought a second-hand vehicle in order to 

buy stock
•	 He travelled across borders to buy from Zambia, 

Mozambique and South Africa
•	 He managed to buy a second and third vehicle
•	 He got lots of competition from Indian 

competitors
•	 In 1997, age 27, he opened a car hire business
•	 In 2005 he owned seven vehicles and in 2007 

his second-hand car fleet grew to 15 vehicles
•	 He asked for assistance to change his business 

to a limited company
•	 He applied for a government tender at the 

airport but could not obtain a loan
•	 He struck deals with various car owners and 

paid them a 20% commission to use their 
vehicles

•	 Only then did his business take off
•	 Thereafter banks offered him loans
•	 Today his fleet consists of 80 vehicles at 

airports and hotels.

Warnings from Mlombwa (Douglas 2016:2):

•	 It is not easy to start a business
•	 It is difficult to obtain financing 
•	 Beware of high interest rates
•	 It is not easy to compete with international 

businesses 
➟

•	 Do not become impatient and try to achieve 
success too quickly

•	 Do not try to live a luxury life in the first years
•	 Do not waste your profits on expensive cars, 

rather grow your business
•	 ‘Only time allows you to get there’.

9.2.1 The franchisor
You already know that franchising is a way to own 
and manage an existing business. The franchisor 
is the person who owns the rights to the business. 
These rights are sold together with training and 
continuous support.

The franchisor therefore owns an existing enter-
prise in which potential entrepreneurs (franchisees, 
in this case) can invest. These entrepreneurs can 
use the business name, products or services, oper-
ating methods and other systems of the franchisor 
(at a cost) to their own advantage. The franchisor 
supports franchisees with the establishment of the 
business and the training of personnel.

A master franchisor may be defined as ‘a fran-
chisor who gives an individual, or company, a 
geographical area in which to sell franchises and 
develop them at a rate set by a development schedule’ 
(Start and Manage Your Business 2001a: 31). The 
geographical area is usually situated in another 
country (in the case of the international market).

9.2.2 The franchisee
The franchisee is the person who owns the right 
to purchase and run the business under the name 
of the franchisor. Note that the purchase contract 
does not include any guarantees of success. To be 
successful, the franchisee will have to possess the 
following characteristics:
•	 Patience
•	 Optimism
•	 Determination
•	 Commitment
•	 Responsibility
•	 Self-confidence
•	 The ability and will to be in a business relation- 

ship with the franchisor.

The franchisee can be a judicial person (eg a 
company).
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Essentially, there are two types of franchisee 
(Franchise Direct 2001):
•	 Single unit franchisees
•	 Area franchisees.

Area franchisees can be divided into:
•	 Development franchisees
•	 Master franchisees.

In the case of a development franchise, the fran-
chisee purchases the right to open and run a number 
of franchised businesses in an area. A master fran-
chisee purchases the rights in a certain country and 
runs the different businesses for the franchisor in 
that country. This type of franchisee exists on the 
international market.

Longenecker et al (2000:50) describes the 
different types of franchising as follows:

Product and trade name franchising (‘a franchise 
relationship granting the right to use a widely recog-
nised product or name’).

Business format franchising (‘an agreement 
whereby the franchisee obtains an entire marketing 
system and ongoing guidance from the franchisor’).

Master licence (‘a firm or individual acting as a 
sales agent with the responsibility for finding new 
franchisees within a specified territory’).

Multiple unit ownership (‘a situation in which a 
franchisee owns more than one franchise from the 
same company’).

Area developers (‘individuals or firms that obtain 
the legal right to open several franchised outlets in 
a given area’).

Piggyback franchising (‘the operation of a retail 
franchise within the physical facilities of a host 
store’).

The relationship: franchisor and franchisee
The relationship between a franchisor and a 
franchisee needs continuous attention. Without 
attention, the chances of being financially successful 
for one or both parties are negligible. To build a 
successful relationship, each party has to understand 
the other’s expectations, needs and aims (Start and 
Manage Your Business 2001b: 30). Therefore, a give- 
and-take relationship will be the only solution, and 
both parties need to note the following:
•	 Make all expectations known.
•	 Clear away uncertainties.

•	 Provide thorough and continuous training.
•	 Make the total investment transparent and detail 

all cost aspects.
•	 Detail total capital needs.
•	 Provide continuous support.
•	 Develop a healthy business relationship.
•	 Note that continuous change will be a standard 

for the present and future.
•	 Continually develop new products and services.

Illetschko (2001:23) stresses that there is a huge 
difference between the aims of the franchisor and the 
franchisee regarding the franchise. The franchisor 
wants to distribute the business trademark to every 
city and province with long-term growth in mind. 
The franchisees often want to achieve maximum 
returns as soon as possible. Mutual expectations can 
therefore easily lead to conflict. Consequently, each 
party included in the business should know exactly 
what is expected of them, as well as of the other 
party. Expectations include the following (Illetschko 
2001: 23):

The franchisor’s expectations
•	 The franchisee should follow the franchise 

concept in detail.
•	 Consumers must be able to find the same prod-

ucts and service (trade mark satisfaction) in all 
outlets.

•	 Franchisees must stick to all franchise standards 
and ethics.

•	 Franchisees should participate in all promotion 
efforts and group programmes.

•	 Franchisees should be honest in all dealings with 
the franchisor and the public.

The franchisee’s expectations
•	 The franchisor should disclose all aspects of the 

franchise package.
•	 All dealings should be conducted with integrity 

and professionalism.
•	 A franchisor should provide sufficient training in 

order to attain and maintain a customer base.
•	 The operational manual should be comprehen-

sive and cover all aspects of the business and its 
activities.

•	 Continuous support, based on ongoing commu-
nication, should be provided by the franchisor.
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•	 Inputs, ideas and criticism of the way the fran-
chisor is doing business should be allowed.

This relationship is a partnership, during which 
expectations, needs and aims should be shared by 
the parties, in order to create and maintain a mutu-
ally successful relationship.

In the case of a master franchisor and master 
franchisee, this relationship is even more difficult to 
maintain. See Section 9.9 for more information.

Standard Bank (2016:2) lists the following fran-
chise pitfalls:
•	 Ineffective franchisors
•	 Franchise family-businesses
•	 A new or unstable franchise model
•	 A franchisor who refuses to listen to the 

complaints of franchisees
•	 Inadequate start-up capital
•	 Poor location
•	 Market saturation
•	 Inadequate marketing/promotion
•	 Inflated/unrealistic expectations
•	 Lack of motivation on the side of the franchisor 

or potential franchisee.

9.2.3 The franchise package
This package contains all the elements of the 
franchise. We will consider its various components 
below.

The franchise agreement
An attorney must be consulted with regard to 
the drafting of the franchise agreement. Aspects 
that must be dealt with in the agreement include 
copyright, franchise fees or royalties, which the 
franchisee must pay to the franchisor, and the roles 
of the parties. The obligations of the franchisor, and 
the support role played by them, are particularly 
important.

Franchise Direct (2001) defines a franchise agree-
ment as ‘a legally binding contract that defines the 
obligations of the franchisor and the franchisee 
throughout the period of the operation of the fran-
chise’. (For more information, see Section 9.3.5.)

The Operating and Procedure Manual (OPM)
The OPM constitutes the core of the franchise 
system. Without it, there would be no franchise 
package. The OPM covers aspects such as values, 

business principles, procedures, guidelines and 
exercises. It also contains appendices and, in most 
cases, is presented in the form of a study manual and 
workbook. The OPM serves as the blueprint for the 
operation of the franchise on a day-to-day basis.

Training
The training of the franchisee (and their personnel) 
is important, and an example hereof follows.

Training
There are three categories of initial training, as well 
as ongoing quarterly training. All training includes 
training manuals, venue fee and so on, but not 
travel and accommodation. As new products are 
developed, there will be ongoing training in their 
use.

initial owner franchisee training
This training is subsidised by the initial purchase 
price. This course certificates the owner to do 
on-the-job consultant training, inside the franchise 
as well.

consultant training
All consultants are required to attend a three-day 
consultant training course. On-the-job training 
occurs in the franchise.

Systems training
This is a three-day course on how to operate the 
system and electronic database. The receptionists/ 
telesales persons will be required to attend these 
courses.

Standard Bank (2016:2–3) provides the following 
guidelines to succeed in franchising:
•	 Choose a product or service you care about
•	 Be disciplined in whatever you do
•	 Only sign the documents after careful and thor-

ough research
•	 Pick a franchise system with a long and proven 

track record
•	 Plan the location carefully
•	 Focus on customer service and complaints
•	 Know that you are the owner-manager
•	 Manage your employees well
•	 Follow all the rules of the specific franchisor.
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9.2.4 Advantages and disadvantages of 
 franchising
As will be clear from the following discussion, there 
are plenty of advantages to franchising as a means 
of starting a business. The disadvantages are notably 
fewer for the potential and existing entrepreneur.

Advantages to the franchisee
•	 There is less risk than with the start of a new 

enterprise.
•	 The franchisee receives support and training 

from the franchisor.
•	 The franchisor’s successful and existing business 

is utilised.
•	 The potential franchisee can choose from all 

types of franchise, depending on what product or 
service the person likes/prefers.

•	 The chances of being successful are greater.
•	 Clients are familiar with the product or service, 

although it is a new enterprise that has been 
started.

•	 Managerial advice is available continuously from 
the franchisor.

•	 The franchisor has a permanent and direct 
interest in the business of the franchisee.

•	 Funds are more readily available from financial 
institutions for an existing franchise than for a 
new business.

•	 Experience of the specific business or trade is not 
a prerequisite.

Other advantages to the franchisee:
•	 There is less pressure on own resources.
•	 Day-to-day management activities are taken care of.
•	 A win–win situation exists for the franchisor and 

the franchisee.
•	 High business standards can be maintained.
•	 Franchisees can enjoy the advantages of bulk 

purchasing.
•	 High business ethics are maintained.

Disadvantages to the franchisee
Macleod (1995:811) indicates the following 
disadvantages:
•	 The franchisee can become too dependent on the 

franchisor and lose initiative.
•	 Strict control for the sake of uniformity can lead 

to the franchisee’s loss of autonomy.

•	 The selling rights of the franchisee are restricted 
to a specific area.

•	 The costs of starting a franchise are high.
•	 The personal character of the franchisee disap-

pears, because all units look the same.

Other disadvantages to the franchisee:
•	 The product to be sold may be disliked by the 

franchisee.
•	 The area in which the franchise should be estab-

lished may place stress on the franchisee, because 
of continuous crime, for example.

•	 There are many guidelines and requisites that 
need to be followed.

•	 The operational control exercised by the fran-
chisor is very strict.

•	 The franchisee has a limited right to sell the busi-
ness.

•	 Because of the established trademark, the cost 
is remarkably higher than establishing another 
enterprise.

•	 The franchisor can encounter financial difficul-
ties, which can have a negative influence on the 
franchisee.

•	 It is possible that the franchisor cannot establish 
a franchise culture.

•	 The franchisor may provide a weak or inadequate 
infrastructure.

Advantages to the franchisor
•	 Less capital is needed for the expansion of the 

enterprise.
•	 Each franchisee manages his or her franchise.
•	 More time is available to pay attention to the 

management of expansion, rather than to the 
management of individual franchises.

•	 Bulk buying becomes possible, and this reduces 
costs as a whole.

•	 Profit margins increase because franchisees work 
for themselves (they are not merely managers of 
someone else’s business).

Disadvantages to the franchisor
•	 Every new franchise increases the risk for the 

franchisor.
•	 The initial cost of expansion is relatively high.
•	 It can take a long while to recover the expenses 

of expansion.
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•	 Franchising is mostly profitable only when more 
than a dozen franchises have been established.

•	 The wrong franchisee(s) can be chosen.
•	 The location of the franchise may be poor.

9.3 chEcKliSTS for ThE frAnchiSEE

9.3.1 is franchising for you? Evaluating 
 yourself
To start a franchise is to be an entrepreneur. Not 
everyone has the personality or motivational power 
to do so. It is therefore important to ask yourself 
certain questions to establish whether you are suit- 
able for this kind of business or not. A thorough 
self-evaluation is a prerequisite for every potential 
franchisee. The following list of questions can help 
with this evaluation:
•	 Do you have enough ambition?
•	 Is the franchise concept challenging enough for 

you?
•	 Will you use your abilities?
•	 Do you have the mental strength to cope?
•	 Can you manage staff?
•	 Do you really want to be the boss and a manager?
•	 Will you be able to work long hours?
•	 Is your health up to standard?
•	 Will your family understand your job situation?
•	 Do you have the required financing?
•	 Do you know the total capital requirement?
•	 Can you obtain bridging financing?
•	 Do you have collateral?
•	 Is the rate of return on your capital outlay accept-

able?
•	 Do you know all the hidden costs?
•	 Do you know the franchise concept and func-

tioning?
•	 Do you know the restrictions of the franchisor?
•	 Have you done the necessary market research and 

spoken to other franchisees in similar businesses?

how to evaluate the franchise offer
The franchisee should not choose only the franchise 
that can satisfy their financial needs in the short 
term. The long-term existence of the enterprise 
(franchise) is of greater importance. The franchisee 
must enable the franchisor to accomplish the aims 
of the franchise network. The continuous support of 
the franchisor is therefore of the utmost importance. 

The franchisee wants to know that the franchisor’s 
specific franchise concept is a blueprint for success. 
The trademark must speak for itself positively 
in the eyes of clients and other franchisees. The 
franchisor’s business plan for further expansion 
must also be evaluated. A franchise attorney and 
consultant should be consulted regularly. Other 
franchisees in the network should also be consulted 
to evaluate their views on the franchise package and 
the franchisor. In this way, the franchisee will be 
able to evaluate the franchise offer in terms of facts 
and not only in terms of the franchisor’s marketing 
action.

The franchisee also needs to find out what steps 
the franchisor will take regarding the possible insol-
vency of the franchisor. The options available to the 
franchisee are of the utmost importance. Find out 
whether you will be able to carry on with the fran-
chise or not (consult your franchise attorney). Does 
the franchise agreement expire or will you be able 
to continue on your own? How will the other fran-
chisees be affected?

9.3.2 determine the type of franchise
Just like any other type of business, it should not 
be assumed that the franchise is viable because of 
financial results. All aspects regarding the business 
should be investigated thoroughly. The following 
questions can be used to evaluate a specific franchise:
•	 What is the record and history of the specific type 

of franchise?
•	 Is it a local or a global franchise?
•	 Is it a new franchise or one with a well-known 

trade name?
•	 Does the franchise possess competitive advan-

tages?
•	 How long will/can these advantages last?

9.3.3 Evaluating the franchisor
The franchisor should be evaluated thoroughly. 
Many of the aspects regarding other businesses 
must also be investigated when judging a franchisor. 
Review the franchisor’s past, present and future. 
You will need the help of experts, especially when 
measuring and judging the financial performance 
of the franchisor. A chartered accountant can be of 
huge assistance.

With the help of a chartered accountant, the 
following aspects of a franchisor can be investigated.
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The franchisor’s history
•	 What does the financial structure of the fran-

chisor look like?
•	 How is the franchisor financed?
•	 What do the annual financial statements, as well 

as the budgets of the franchisor, look like as a 
whole (all subsidiary companies and business 
interests included)?

•	 For how long has this type of business been oper-
ated and how successful has it been up to now?

•	 Are there any indications that the franchisor 
should not expand any further, because of the 
fact that the business has reached the point of 
saturation?

•	 Does the franchisor have any financial problems 
that might become yours in the future?

•	 What has happened to other franchisees?
•	 Are the other franchisees satisfied with the action 

and support, which the franchisor has offered to 
this point?

The franchisor’s present situation
•	 In what way is the business being managed?
•	 Are the operational systems technologically up to 

date?
•	 How many franchises exist, and how successful 

are they?
•	 Does the franchisor adapt to changes in the 

market (consumer needs)?
•	 How many new franchises are currently being 

considered (and where are they situated)?
•	 How are the new franchises being evaluated?
•	 What qualifications are necessary to buy a fran-

chise and start a business?
•	 Does the franchisor experience liquidity prob-

lems?

The franchisor’s future prospects
•	 What are the franchisor’s prospects regarding 

expansion of the business?
•	 How many franchisees does the franchisor ulti-

mately plan to have?
•	 In what way will support and training take place 

in the future?
•	 In what way is competition going to take place 

between franchisees?
•	 Are there going to be international franchises? 

(Maybe you want to emigrate to a particular 
country and are looking for a business opportunity.)

Sources of information
A franchisor sometimes advertises, asking for 
franchisees who might be interested in a business 
opportunity. Potential franchisees prefer a certain type 
of franchise, for example a ‘Dros’ or ‘Mugg & Bean’. 
Similar franchises seem to be a golden opportunity, 
which potential franchisees will start to investigate. 
It is only logical that the franchisor, as well as already 
established franchises, will be the primary sources 
of information. The magazine, Your Own Business, 
provides continual valuable first-hand information on 
the whole franchising concept, including opportunities 
for potential franchisees. Other business magazines 
provide similar information on an ad hoc basis and on 
a limited scale.

Information received from a franchisor should be 
judged (evaluated) objectively, since the franchisor 
tries to market their franchise, often with inflated 
profit figures. Obtain as much information as 
possible from the Internet and through correspond-
ence. Existing franchisees, as well as those who have 
left the industry, are excellent sources of informa-
tion. The reasons why franchisees have sold or have 
given up their businesses might be the very reasons 
why you will eventually do the same—or not.

A franchise attorney can be your most valuable 
source of information. Another source can be a 
chartered accountant. Use both and pay them their 
due fee.

Restrictions on business activities
A franchisor cannot allow franchisees to impress 
their own image on the franchise; this could damage 
the image and good name of the franchisor. That 
is why a franchisor sets certain limitations on 
the business activities of franchisees. Hence, the 
franchisee’s business judgement is restricted in a 
way. Restrictions normally include the following:
•	 The sales territory
•	 The specific location
•	 The goods and/or services
•	 The appearance and marketing activities of the 

business.

9.3.4 Assessing the business proposition
Every franchisor has a business proposal to make 
to the intended franchisee. This proposal must be 
studied thoroughly and be discussed with experts in 
the industry. Investigate the proposal in detail.
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You now realise that a business plan (as with the 
starting or buying of a business) includes a variety 
of aspects that necessarily influence the whole busi-
ness. The business as a whole must be presented, 
otherwise it is incomplete and problems may occur. 
A professional business consultant, as well as a char-
tered accountant, should be approached for advice.

Different aspects that need to be analysed include 
the following business functions:
•	 The financial function (a cost analysis of financial 

costs, running costs, establishment costs, ways of 
financing and financial terms, profit margins, 
income, expenditure, turnover, breakeven anal-
ysis, financial statements, budgets and royalties).

•	 The purchasing function (who provides the stock 
and how much stock must be bought).

•	 The operational or trade function (training, 
computer systems, services and support and 
managerial help).

•	 The marketing function (the way in which sepa-
rate or joint marketing takes place, costs involved, 
adequate or inadequate marketing and media 
coverage).

•	 The personnel function (number of employees, 
training, salaries and remuneration packages).

•	 The area in which the business may trade (the 
specific location and competitive advantages).

•	 The administrative function (manuals, stationery, 
bookkeeping and record-keeping).

Beware of fraudulent sales techniques
The franchisor, as well as the marketers of 
franchisors, will do everything possible to sell 
franchises to selected franchisees. Just as with 
other products or services, only the best marketing 
techniques are used. Potential franchisees must be 
aware of the following misleading presentations and 
potentially fraudulent actions:
•	 The marketer claims that there is only today and 

tomorrow left to decide about the purchase.
•	 The marketer brags about all the diamonds and 

gold chains (around his neck) that the franchise 
has delivered.

•	 The marketer leaves on an overseas trip the next 
day; the wonderful proposal therefore “will” 
expire if not accepted immediately.

•	 The potential buyer (franchisee) is told that this 
industry consists of dynamic people who can sign 
the purchasing contract immediately.

•	 It is often emphasised that trade areas are sold 
out quickly, and that there are only two or three 
left in South Africa or overseas.

•	 Do not present the marketer with a cash amount 
based on his word alone.

•	 It is stressed that the franchisee can retire after 
two to three years, and inflated profit figures are 
presented.

•	 The marketer refuses to provide annual financial 
statements so that you can have them investi-
gated.

•	 The marketer does not want to allow you any 
time with a franchise attorney.

•	 Often the image is created of the franchisee lying 
in bed watching TV, while millions of rands are 
flowing into his bank account.

•	 Remember that you will have to work very hard 
and for long hours.

Beware of all the pitfalls when it comes to the 
purchasing of a franchise. By doing so, informed 
potential buyers (franchisees) can change their 
status from employee to successful entrepreneur.

9.3.5 The franchise agreement
Every contract that you sign has certain positive 
or negative financial implications. It is important 
to acquire the necessary legal advice, and no 
agreement (contract) should be signed without it. 
Consult an attorney who specialises in these kinds 
of contract. The agreement is a legal document 
and will include the following aspects: operating 
guidelines; the parties’ rights and obligations; the 
sale of the franchise unit; the specific trade area; the 
specific product(s); the pricing policy; the franchise 
package; training; royalties payable to the franchisor; 
initial fees; the trade period in years; termination of 
the franchise agreement by both the franchisor and 
the franchisee; FASA requirements; the renewal of 
the agreement; the required insurance; intellectual 
property rights, patents and trademarks.

It is possible to conclude from the franchise 
agreement that a franchise is granted and not sold. 
The intellectual property rights will always belong to 
the franchisor and not to the franchisee. The fran-
chise agreement necessarily includes the option to 
lengthen the franchise grant period (normally five 
to ten years). To exercise this option, the franchisee 
will have had to comply with certain conditions 
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during the previous (or present) period, for example, 
achieve a certain turnover or support and promote 
the trademark.

It is logical that a franchisee needs to be informed 
about what these conditions are. Thereby, the fran-
chisee will know how the term of the specific 
franchise will be measured. After the term has 
expired, a new franchise agreement, with new condi-
tions, rights and obligations, will be signed. The 
franchise agreement should include and balance the 
interests and needs of both the franchisor and the 
franchisee.

If the agreement favours only one party, it serves 
no purpose. A discontented franchisee will not be 
motivated to:
•	 Serve the aims of the franchisor
•	 Talk positively about the franchisor
•	 Promote, together with other franchisees, the 

image and trademark of the franchisor
•	 Contribute to the success of the total network 

of franchises. (Remember all franchisees work 
together as a team; if one provides inadequate 
services, the name of the franchise is harmed 
countrywide.)

As a result, the trust between franchisor and fran-
chisee will be shattered, and this will not contribute 
to the long-term financial success of either. Because 
of practical implications, the franchise agreement 
should always be in writing. Both the franchisor 
and franchisee should see to it that adequate time is 
allocated to drawing up and concluding it. By doing 
so, all uncertainties are ruled out and possible future 
legal costs are saved.

9.3.6 The disclosure document
FASA’s code requires franchisors to provide 
prospective franchisees with a disclosure document. 
This document must inform franchisees clearly on 
all aspects of the ‘franchise opportunity’. Potential 
franchisees (like the purchasers of houses and 
policies) also receive a ‘cooling-off ’ period to think 
about the contract and their investment in the 
franchise.

The disclosure document contains information 
about the franchisor (eg business experience, crim-
inal record and contact details); the franchise offer; 
the obligations of the franchisee; the franchise agree-
ment (some clauses); details of existing franchisees; 

financial forecasts of the franchise unit; payment, 
and a declaration by the franchisor. According to the 
FASA Code of Ethics and Business Practices, these 
aspects are the minimum information that ought 
to be disclosed in a disclosure document. Potential 
franchisees can obtain more information regarding 
the above from FASA.

In practice, the potential franchisee is expected to 
enter into a confidentiality agreement with the fran-
chisor regarding the information in the disclosure 
document.

An entrepreneur or business owner cannot just 
declare his business as a franchise. To be a franchise, 
the business will need to have the following charac-
teristics or elements:
•	 A business concept and a contract that contains 

all the elements of a franchise.
•	 A proven business concept, which is and has been 

a blueprint for business success.
•	 A concept that provides for the training of the 

franchisee (and his personnel).
•	 A continuous business relationship that includes 

support to the franchisee.
•	 The investing of the franchisee’s money and time 

in the franchise and the payment of fees and 
royalties to the franchisor.

A potential franchisee must ensure that it is a fran-
chise opportunity and not any other kind of business 
or a scam. Contact the Franchising Association of 
Southern Africa (FASA) and familiarise yourself 
with the existence and current performance of a 
franchise.

9.4 A chEcKliST for ThE frAnchiSor

9.4.1 Evaluating the franchisee
A franchisor will evaluate every applicant (potential 
franchisee) according to certain criteria. It is 
therefore important that every applicant is aware 
of the criteria for a successful application. Every 
person who wants to act as a franchisor (potential 
franchisors who want to franchise their businesses) 
must also have his own criteria and guidelines for 
the evaluation of applicants. As time goes by, new 
or additional criteria develop, which may be more 
applicable to the current time.
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Criteria used by a franchisor to evaluate a poten-
tial franchisee can include the following aspects, 
among others: the applicant’s motivational level, 
financial history, financial position, willingness to 
work as part of a team, educational level, business 
experience, family composition and managerial 
skills.

These criteria are used to evaluate and choose 
franchisees to achieve the franchisor’s own goals. 
For example:
•	 The capital need for expansion is minimised (the 

franchisee contributes to the payment of income 
through royalties and other fees)

•	 Faster expansion into different areas and markets 
than would have been possible otherwise.

To reach these goals, the franchisor will have to 
share some profit and control with the franchisee. In 
the same way, continuous support must be given to 
the franchisee across the whole business area. This 
aspect is always cost intensive.

When a franchisor receives the application from 
a potential franchisee, they have to follow a few 
steps before approving the franchisee. This process 
takes time and all parties should acknowledge this. 
Applicants have to integrate this process into their 
own planning in order to utilise their time, money 
and opportunities to the optimum. The following 
checklist provides further information regarding the 
selection process:
1. Receive call from applicant
2. Provide information about franchise concept
3. Receive written application (franchise applica-

tion form)
4. Request more detailed information
5. Interview with applicant
6. Further interviews with other franchisee 

personnel present
7. Analyse applicant’s sources in terms of fran-

chisor’s criteria
8. Investigate applicant’s financial and other needs.
9. Reject application or accept applicant condition-

ally
10. Applicant fulfills all conditions
11. Sign franchise agreement, provided that all finan-

cial conditions are fulfilled (eg the obtaining of 
finance)

12. Provide training

13. Acceptable training level — furnish franchise 
unit and start with business according to fran-
chise agreement, the franchise package and 
FASA requirements.

Indeed, there are many factors to be considered by 
a potential franchisee before starting a franchise, 
as well as by the franchisor before a potential fran-
chisee (applicant) can be accepted.

9.5 finAncinG ThE frAnchiSE
Similar to any other type of business, the financing 
of a franchise will occur according to a business plan. 
Only then can the short-, medium- and long-term 
capital needs of the franchisee be determined, and 
the necessary financing be obtained. You will have 
to apply for finance, and the necessary security must 
be provided. It has already been mentioned that the 
applicant’s chances of being successful are better 
than those in the case of a new business, because of 
the lower financial risks to the provider of funds.

The potential franchisee will have to obtain 
financing to start the business (the franchise fee) 
and to meet the necessary monthly payments in the 
form of loan payments (to the bank) and royalties to 
the franchisor.

The franchisee’s investment and costs
Potential franchisees must take note of the following 
cost-items:
•	 The initial franchise fee (paid to the franchisor 

to establish the enterprise, recruit and train 
personnel)

•	 The continuing fee, or management service fee 
(MSF) or royalty (a monthly payment to the fran-
chisor based on monthly turnover, VAT excluded)

•	 A straight fee or minimum that needs to be paid 
regardless of the turnover

•	 The advertising levy (to help with the payment for 
the franchisor’s marketing activities — normally 
a percentage of the turnover, VAT excluded)

•	 Buying, renting or leasing of machinery and 
equipment

•	 Administration and accounting fees (if appli-
cable).

Longenecker et al. (2000) further indicate the cash 
needed to erect a building or to pay rental, and to 
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purchase stock and other equipment. Insurance 
premiums, legal fees and other establishing costs 
must also be paid. Adequate financing must be organ-
ised to cover the different cost items over prescribed 
periods. Thorough investigation (in other words, 
lots of homework) needs to be done regarding the 
financial aspects around the ‘purchasing’ of a fran-
chise. Probably the biggest mistakes made by both 
the franchisor and the franchisee are the following:
•	 Catering for own financial needs only
•	 Not caring about the other party’s financial inter-

ests
•	 Not negotiating for a win–win situation.

In practice, it takes time for both the franchisee and 
the franchisor to recover their investments in the 
franchise. At first, the franchisor will suffer a loss, 
while the franchisee will receive a salary, as well as 
funds to pay the franchise debt. Both parties should 
try to have a long-term view regarding big profits. It 
is therefore of the utmost importance that all return 
payments and continuous payments by the fran-
chisee should be realistic and affordable. Otherwise, 
there will not be any profit in the short or long term 
for either party.

The franchisor’s investment and costs
•	 Testing the concept (pilot costs)
•	 Changing (adapting) the concept, if necessary
•	 Franchise agreement (attorney costs)
•	 Operating manual (attorney and consultants)
•	 Franchise support (operational costs)
•	 Administration and accounting service fees (if 

applicable)
•	 Network costs
•	 Overall management and opportunity costs.

franchisor’s income
•	 Initial franchise fee
•	 Management services fee
•	 Product income
•	 Marketing fee
•	 Network income (all the franchises’ different 

payments).

You must ensure that you know which cost aspects 
are applicable to your specific type of franchise, as 
well as how you are going to finance it.

The single biggest reason why businesses fail, 
except for a lack of managerial knowledge, is a lack 
of liquid capital (cash flow). This is dealt with in 
Chapter 7. The same applies to the purchasing of a 
franchise by a franchisee.

When a franchisor expands the business (sells 
units), the need for liquid capital occurs in order to 
meet the contractual obligations towards the fran-
chisee.

Sources of funding
The financing of a franchise has been dealt with 
briefly in Chapter 7 (Section 7.7). The specific 
finance need (asset or expenditure that must be 
financed), as well as the term of the need (short, 
medium or long term), will determine the specific 
source of finance. Naturally, the source’s (eg friend, 
factor, spouse, family member, bank or partner) 
credit policy and requirements will determine the 
possibility of obtaining finance.

Banks are favourably disposed to the franchise 
industry, because of the high success rate of this 
type of business. The reputation of the franchisor 
(and trademark) will, to a great extent, influence the 
bank’s decision to provide finance. Remember that 
the bank is aware of the fact that the franchisor has 
already scrutinised the franchise’s potential busi-
ness success in terms of various criteria. It is for 
this reason that bank managers judge these business 
plans more favourably.

Not all banks are geared to fulfil the needs of 
the franchising industry. The potential franchisee 
should compare various banks and should choose a 
bank that:
•	 Provides for both franchisors and franchisees
•	 Compiles and criticises business plans for fran-

chisors/franchisees
•	 Has a small business section that accommodates 

franchises
•	 Provides for the needs of franchisors/franchisees 

countrywide
•	 Designs financial products specifically for fran-

chises/franchisors/franchisees
•	 Understands the financial needs of the industry 

and is aware of the growth in the industry (locally 
and worldwide)

•	 Offers help to franchisees in financial distress
•	 Has existing franchising literature at its disposal 

for clients.
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A franchisor sells a business concept to franchisees.

It is expensive to compile a franchise package and 
to develop the necessary infrastructure locally—
globally even more so!

Nedbank (2016) provides the following broad steps 
on how to apply for franchise finance at Nedbank:

Step 1: Decide which industry, brand, product or 
service you choose.

Step 2: Determine your total financial invest-
ment.

Step 3: Meet with the franchisor in order to get 
approval to open your franchise. 

Step 4: Make an appointment with a Nedbank 
franchise expert.

Step 5: Provide the required documents (business 
plan, feasibility study, financial homework, FICA 
document).

Step 6: Prepare to start doing business when 
Nedbank has approved your finance application.

9.6 frAnchiSinG AS A wAy To 
 ExPAnd your BuSinESS

A potential franchisor (owner of a business) can 
decide to expand the business and develop a 
franchise package. With this package, the franchisor 
intends to inform and attract potential franchisees, 
and acquire wealth.

The danger exists that a franchisor could have 
developed a business concept that:
•	 Is not unique
•	 Has never been tested on the market (Start and 

Manage Your Business 2001c: 36).

Not every business can be expanded according to 
a franchise concept. Not all businesses are fran-
chisable. If, for example, a certain type of business 
is too expensive, it will attract investors rather than 
potential franchisees (Illetschko 2001: 18). The busi-
ness must be affordable to potential entrepreneurs 
(franchisees).

The ease with which the business concept can be 
transferred through training is either a further factor 
for success or a barrier. Individuals are not able to 
receive training for long periods of time while they 
are not working and earning an income. The capital 

and time invested in a franchise should be recovered 
from its income over a relatively short period (three 
to five years). In the meanwhile, you should earn an 
income that is higher than you earned before as an 
employee.

No further expansion can take place where the 
market or demand for a certain product is saturated. 
The market must be able to expand, and this growth 
must be maintained for years. The concept must be 
unique and not easily copied, improved or elimi-
nated. In this way, the franchisor will realistically 
achieve above-average profits. The trademark of the 
franchise is very important, and should offer unique 
advantages to consumers (the market).

Business expansion through franchising is 
possible only if it creates a win–win situation for 
both the franchisor and franchisees in the long 
run. Expansion through franchising can take place 
nationally and internationally.

A prerequisite for expansion is to be able to find 
suitable entrepreneurs, who accept you (the fran-
chisor) and your business concept (trademark and 
franchise packaging), and who want to invest time, 
money and business expertise (management busi-
ness objectives). These entrepreneurs will have to be 
motivated to serve the franchise network over a long 
period of time.

The franchisor’s role also changes from that of 
an entrepreneur, with one or more business units, to 
that of a manager of a network of independent’ fran-
chises. The role is one of a supporter who ensures 
the success of the total network of franchises in 
the long term. The franchisor must take note that 
there will be a huge outflow of funds (and time, and 
mostly for a couple of years) and therefore financial 
losses in the beginning.

It is accepted that a good business name with a 
‘well-known’ trademark will be the forerunner of a 
franchise network. Illetschko (2001:100) provides the 
following guidelines and steps to be followed by a 
franchisor to expand a business through franchising:
•	 Decide on the number of units in the network.
•	 Carefully plan the infrastructure (location, 

personnel) needed and stipulate the costs involved.
•	 Conduct a financial forecast of the franchising 

project to estimate its viability.
•	 Make sure that you have enough funds available 

to survive the first few years, in spite of initial 
financial losses.
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•	 Choose a specific bank that will provide for your 
needs during the duration of the project.

•	 Compile a franchise package, with the assistance 
of the bank, a franchise attorney and a franchise 
consultant.

•	 Develop the OPM with the above-mentioned 
assistance.

•	 Compile a disclosure document.
•	 Apply for FASA membership.
•	 Compile (set) criteria for the evaluation of fran-

chisees.
•	 Interview potential franchisees.
•	 Choose one or more franchisees and follow all 

the steps needed to open new franchises (train 
people, launch, sign contracts, etc.).

It is also possible to buy a franchise concept inter- 
nationally, and to act as franchisor under a master 
license in South Africa.

The following questions will assist potential fran-
chisors to decide whether they are able to franchise 
their businesses or not:
•	 What is the demand for your product or service?
•	 Do people know your brand?
•	 Are you making a profit?
•	 Will your business survive strict competition?
•	 Can you provide ongoing training?
•	 Do you have the know-how, based on thorough 

market research?
•	 Will you be able to survive financially if you 

open, for example, ten new stores/outlets?
•	 Will franchisees be able to get financing for your 

type of business?
•	 Do you know all the hidden costs?
•	 Will your health be able to cope with all the new 

stress?
•	 What about your commitments to your family?
•	 What is in it for the franchisees?

The following steps are suggested, after the checklist 
questions have been answered:
1.  Consult an experienced consultant (FASA can 

advise).
2.  Compile a business plan for at least five years.
3. Determine the way in which this new course is 

going to influence your current business (now 
and in the future)

4. Ensure, through continuous marketing, that the 
concept/brand will suit the clients.

5. Consult an experienced attorney and chartered 
accountant for the drafting of the franchise agreement.

6. Join FASA and attend as many franchise exhibi-
tions as possible.

Clarke et al. (1997:21) support the above, with the 
following advice:
•	 Test run a small number of pilot operations.
•	 Prepare/develop a detailed operating and proce-

dure manual (OPM).
•	 Prepare the franchise prospectus.
•	 Protect your intellectual property with patents, 

trademarks and copyright.

Franchise Direct (2001) highlights that franchising, 
as a form of business expansion, has certain advan-
tages to the franchisor, namely:
•	 Expansion occurs at a relatively low cost, because 

of the fact that the franchisees carry most of the 
expenses.

•	 Motivated franchisees, with their whole liveli-
hood in the new franchise, will do everything 
possible to ensure that the business succeeds.

•	 A large number of new businesses can be estab-
lished in a short period of time.

•	 The return on the investment is very high, because 
the franchisee’s own capital has been used.

•	 The owner–franchisor can spend more time at 
one existing business, with franchisees assisting 
at the other units.

•	 Owner-franchisees are more motivated for the 
task than salaried managers.

•	 Where a franchisor expands the business in 
another country, the indigenous franchisees can 
be used to great advantage (the foreign market is 
known to them).

•	 It is clear that franchising, as a means of business 
expansion, requires thorough investigation on the 
part of the franchisor. FASA can be of assistance.

9.7 ThE rEGulATion of 
 frAnchiSinG
There is no specific law regulating franchises in 
South Africa. The Franchise Association of Southern 
Africa (FASA), however, has a Code of Ethics and 
Business Practices that needs to be followed. 
Certain guidelines are available on the advertising 
of franchises. The following laws are applicable to 
franchising:
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•	 The law of contract
•	 The Consumers Affairs (Unfair Business 

Practices) Act 71 of 1988
•	 The Competition Act 89 of 1998
•	 The Trade Marks Act 194 of 1993
•	 Intellectual property law.

Both franchisors and franchisees should be acquainted 
with FASA and the above-mentioned laws. In this way, 
unnecessary lawsuits can be avoided and unneces-
sary costs can be saved. Be aware of the influence of 
these laws on the rights as well as the obligations of 
both the franchisor and franchisee.

9.8 frAnchiSE oPPorTuniTiES
There are plenty of franchise opportunities. 
The secret lies in the choice of a specific type of 
product or service that you prefer or with which 
you can identify. You cannot market something 
enthusiastically for a long period of time (or even in 
the short-term), if this is not the case.

The initial franchise fee (R200 000 or R800 000) 
will most probably determine whether a person sees 
the franchise as a business opportunity or not. Costs 
must not be seen in isolation. It is always cost versus 
profit, and this is apparent only to risk-takers and 
not to risk-avoiders.

There are thousands of franchise opportunities in 
South Africa and elsewhere. Consult the following:
•	 The Franchise Association of Southern Africa
•	 Franchise Handbook.

9.9 GloBAl frAnchiSinG
At this stage, the terms ‘master franchisor’ and 
‘master franchisee’ are known to you. It has also 
been emphasised that a good relationship should 
exist between these parties on the national as well as 
the international level.

It must be stressed that master franchisors should 
accept that there is a huge difference between the 
international market and the local market (Start and 
Manage Your Business 2001a: 31). The trade environ-
ment differs immensely because of language, culture, 
monetary units, cost factors and political ideologies. 
Cost is mostly the reason why a franchisor does not 
want to, or cannot, get involved in another country.

Both the master franchisor and the master fran-
chisee must know exactly what they are letting 
themselves in for in another country. Both must 
know what to expect from one another, must iden-
tify likely problems and must decide whether the 
franchise will be successful in the foreign country. 
Thorough investigation and research are definite 
requirements.

The following are important considerations, 
before someone becomes a master franchisee in 
another country (Start and Manage Your Business 
2001a: 31):
•	 What financial and human resources is the fran-

chisor willing and able to commit to support 
development of the master franchisee?

•	 Do sufficient profit margins exist in the fran-
chised business to compensate area franchisees, 
the master franchisee and the franchisor for their 
investments?

•	 What legal barriers exist to introducing the 
concept in the new region?

•	 What religious and cultural factors must be taken 
into consideration?

•	 What logistical barriers may make acquiring 
and using the required equipment, supplies and 
inventory difficult or expensive?

•	 Are the franchisor’s trademarks, software and 
other proprietary systems protected under the 
laws of the new country?

•	 Will financial institutions in the new country be 
willing to finance investments by the master fran-
chisee and area franchisees?

•	 Does the country have laws regulating fran-
chising?

•	 How should master franchise agreements be 
drafted to provide maximum exit strategies for 
the master franchisee and franchisor?

Longenecker et al. (2000:62) put the challenge to 
the franchisor to expand their business overseas, as 
follows:

In order to franchise successfully overseas, the 
franchisor must have a sound and successful home 
base that is sufficiently profitable. The financial 
position of the franchisor must be secure and [the 
franchisor] must have resources which are surplus 
to—or can be exclusively diverted from—[its] 
domestic requirements. [The franchisor] must also 
have the personnel available to devote solely to 
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international operations, and above all ... must be 
patient. On the whole, the development of inter-
national markets will always take longer and make 
greater demands on the resources of the franchisor 
than first anticipated.

9.10 SuMMAry
Buying a franchise can be a career decision, an 
investment decision or both. As with starting 
any business, this decision requires thorough 
investigation. This includes the consultation of an 
attorney, an accountant, a franchise consultant, 
FASA and the Franchise Handbook.

This applies to franchisors as well as franchisees. 
It is important that these parties work through the 
checklists to familiarise themselves with the many 
aspects that arise, among others:
•	 Self-evaluation
•	 The type of franchise
•	 Evaluating the franchisor/franchisee
•	 The business proposition
•	 The franchise agreement
•	 All costs
•	 Global franchising
•	 Business expansion.

It is only logical that franchising opportunities 
in other countries will require more homework. 
Franchising can influence your personal finances 
positively or negatively— it depends on you. The 
necessary investigations are a prerequisite for a blue-
print business concept, based on a win-win situation 
or relationship. Although the success rate is higher 
than 80%, do not think that a franchise is without 
risk and cannot fail.

9.11 SElf-ASSESSMEnT
•	 Define the concepts of franchise, franchisor, fran-

chisee and franchise package.
•	 Briefly discuss how you would evaluate a franchise.
•	 Explain the advantages and disadvantages of 

franchising.
•	 Explain the importance of the franchisor/fran-

chisee relationship.
•	 Explain how you would franchise your business.
•	 How would you evaluate a franchise package?
•	 List the sources of franchising information.
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After studying this chapter, you will be able to:
•	 Define the meaning of the concept ‘estate 

planning’
•	 Explain the importance of timely and 

continuous estate planning
•	 Identify the different steps in the estate 

planning process
•	 Recognise estate planning pitfalls and identify 

methods to avoid them
•	 Recognise the influence of your lifestyle on 

estate planning and personal finances

•	 Ident i fy  the d i f ferent  s teps  in  the 
administration of an estate (winding up)

•	 Draw up a cohabitation agreement, an ante- 
nuptial contract and a will

•	 Identify the uses of a trust
•	 Explain the effect of a matrimonial property 

regime on estate planning and personal 
finances

•	 Identify techniques to decrease the size of 
your estate and to avoid paying estate duty.

lEArninG ouTcoMES

In many traditional cultures in sub-Saharan Africa, 
the spouse/wife of a deceased husband traditionally 
has the following rights (lack of rights) to inherit 
land and housing (Richardson 2012:19-20):

•	 Customary law regulates land ownership and 
housing

•	 Inheritance is closely linked to rituals surroun-
ding burials, mourning rites and the transfer of 
traditional leadership positions

•	 The transfer of land, property and power are 
mainly transferred to men, not women

•	 There is little regard for the rights of women 
and children

•	 Whenever inheritance laws have been 
promulgated (for example, in Botswana, 
Zambia and Ghana), cultural realities have 
been grossly ignored

•	 Laws have been written and implemented 
without respecting cultural traditions.

Ghana 
•	 Traditional systems included a safety net
•	 Men who inherited housing and land had to 

care for the wives and children of the deceased
•	 These men inherited the responsibility to 

provide for the dependants of the deceased as 
well

•	 The Aids pandemic has basically eradicated 
these welfare systems. 

➟

cASE STudy
Zambia
•	 ‘Property-grabbing’ is a practice whereby the 

relatives of a deceased husband come and 
‘grab’ all of the households possessions (pots, 
pans, furniture, cars)

•	 Women are left destitute.

Botswana
•	 ‘Bloodlines and ancestries are traced through 

male relatives’
•	 When a woman has an older son who is the 

heir of his father’s estate, her rights are better 
protected

•	 When a woman contests her husband’s 
estate, the outcome will be determined by the 
applicable traditional leader.

These three countries have had varying degrees of:

•	 Changes in their inheritance laws
•	 Changes in their inheritance practices.

For example, in Botswana, a woman has the rights 
to her ploughed fields, and may pass them on to 
her daughter after her death.

Richardson (2012:21) refers to the Unity Dow case 
as follows: ‘It is not unfair to say that if gender 
discrimination were outlawed in customary law, 
very little of customary law would be left at all’. 
She suggests that patriarchal practices should 
be changed ‘to respect both woman’s rights and 
tradition.’ 

➟
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Customary (traditional) laws and practices 
‘enjoy predominance over constitutional rights in 
several African countries’. This is not the case in 
South Africa, where women enjoy constitutional 
protection (Lana in southafriweb.co.za 2010:1).

Do you think it is possible to integrate the 
following: cultural understanding; women’s rights; 
and the legal reform of inheritance rights?

10.1 inTroducTion
The term ‘estate’ is the collective name for every- 
thing a person owns. Abrie and Graham (1989:2) 
describe estate planning as a plan that people 
draw up, setting out how they wish to deal with 
their possessions. According to Amling and 
Droms (1986:542), estate planning refers to all 
activities leading to the accumulation of, as well as 
the management of, assets or possessions. These 
activities take place during a person’s lifetime and 
also apply to the transfer of possessions after death.

Amling and Droms (1986:542) refer to three 
phases in a person’s financial life:
•	 Building up an estate
•	 Preserving (protecting) the estate
•	 Transferring the estate.

Planning areas in later chapters deal with the 
building up of an estate (investment planning), 
as well as the preservation of an estate (protection 
planning). During this discussion on estate plan-
ning, the transfer of an estate will be examined. As 
far as the transfer aspects of an estate are concerned, 
the following financial objectives are important:
•	 The minimisation of transfer costs (particularly 

estate duty, CGT, costs of administration, and the 
cost involved in the transfer of fixed property to 
heirs, institutions or trusts)

•	 The protection (retention) of assets
•	 The provision of sufficient (liquid) funds to make 

transfer possible.

Estate plans are normally structured in such a way 
that the transfer of the estate is associated with the 
least difficulty and, particularly, the lowest costs. 
The testator/testatrix (the person whose estate has 
to be transferred after his death) or estate owner 
cannot take care of the transfer of his estate after his 

death. In other words, estate planning also refers to 
circumstances when the estate owner can no longer 
implement the estate plan himself.

Many people neglect to plan their estates. Besides, 
estates also vary in size in financial terms. Abrie and 
Graham (1989:2) distinguish three approaches to 
estate planning:
•	 No estate planning
•	 Elementary estate planning
•	 Comprehensive estate planning.

10.1.1 no estate planning
This does not imply that a person has not collected 
any possessions or assets during his lifetime. What 
is meant is that the person or estate owner has not 
made provision for the transfer of the estate to 
persons (dependants) or institutions after his death. 
The estate owner has also failed to draw up a will 
to indicate how the estate (large or small) should be 
transferred.

In such a case, the person’s estate will be distrib-
uted in terms of the Intestate Succession Act 
81 of 1987. The distribution of the estate in terms of 
this Act makes no provision for the transfer of the 
estate according to the wishes of the owner, since 
such wishes are not known. This could result in 
people who have not been acceptable to the estate 
owner inheriting their possessions. For that reason, 
it is advisable to draw up a will. (Unless the estate is 
very small—this will be further illustrated when we 
discuss the Act.)

Administration of an estate refers to the process 
during which transfer of the estate takes place. The 
process is much more difficult if there is no estate 
plan in writing (a will). An elementary estate plan is 
therefore recommended.

10.1.2 Elementary estate planning
Relatively small estates require only an elementary 
estate plan. The estate owner’s wishes in respect of 
the transfer of their estate appear in their will, which 
will simplify matters after their death.

10.1.3 comprehensive estate planning
Comprehensive estate planning refers to an estate 
plan that involves far more than merely drawing up 
a simple will. A person with a fairly large estate will 
use such an estate plan.
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Abrie and Graham (1989:6) divide comprehen-
sive estate planning into the following:
•	 Timely planning (during the life of the estate 

owner – for example, the trust inter vivos tech-
nique)

•	 Testamentary planning (in his or her will)

•	 Other planning (for example, insurance).

Comprehensive estate planning requires knowl-
edge of specialised fields such as law, investment, 
income tax and insurance, and it is recommended 
that professional advice be sought from attorneys, 
accountants and insurance advisers.

Africanisation
 

Africa has many cultures in the different African countries. These cultural values are being ‘undermined’ by 
the modern world based on Western values and principles. We can assume that African traditions (especially 
30-100 years ago) and attitude regarding marriage, differ a lot from the Western Christian teaching, according 
to Burke (1988:1–3).

AfricAn TrAdiTionS chriSTiAn TEAchinG

Children are more important than either unity or 
dissolubility (permanent or impossible to dissolve/
bring to an end/annul)

Children are not more important than either 
unity or dissolubility (permanent or impossible to 
dissolve/bring to an end/annul)

Several wives are allowed—polygamous One wife only—a communion of life between one 
man and one woman

A second wife does not dissolve the marriage—
unity is violated, but not indissolubility

A marriage does not allow the violation of unity—
the latter means the violation of indissolubility as 
well

‘Children are more important than compatibility’ Compatibility are more important than children

A childless wife means failing your husband A childless wife does not mean failing your 
husband

The role of sex is to procreate—to ‘play’ with sex 
means a curse

The role of sex is not only to procreate

A lack of children influences both personal and 
social attitudes, misfortune or even a curse

Childless couples do not experience their reality as 
a misfortune or a curse—they still enjoy their unity

Having offspring is the number one value 
regarding personal fulfilment and life

Christianity is the number one value regarding life, 
as individuals and as a couple

The marriage has more social support in the case 
of difficulties in the form of the family members 
and the clan it belongs to

Individualism is more evident, with some churches 
offering assistance in the event of difficulties

‘Bride wealth’ (dowry or lobola) is payable by the 
family of the man to the family of the girl he 
intends to marry

Not applicable at all; payable after a divorce to the 
other spouse/wife

 
➟
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AfricAn TrAdiTionS chriSTiAn TEAchinG

Should a wife leave her husband, the money has to 
be returned by her family to that of her husband

A divorce settlement is payable after a divorce to 
the other spouse/wife

Divorce (the termination of the marriage) and 
abortions (the termination of the fruits of the 
marriage) are almost unknown

Divorce and abortions are not acceptable, but are 
well known concepts 

Marriage in different cultures and countries, especially the specific type of marriage, provides different 
foundations for the building, protection, dissolving and inheriting of estates. Your matrimonial property 
regime determines the basis for your specific personal financial management and planning.

10.2 ThE ESTATE PlAnninG ProcESS
Estate planning is a continuous process during which 
attention should be paid to changing circumstances 
(of the estate owner and his heirs). Block et al. 
(1988:539) refer to the following six steps in the 
estate planning process:

Step 1: Set objectives
•	 Identify heirs
•	 Decide what each heir should inherit
•	 Decide who should control the assets.

Step 2: Take stock
•	 Identify estate property
•	 Establish the value of the estate.

Step 3: Establish the estate’s liabilities
•	 Assess other estate costs apart from liabilities
•	 Analyse liquidity of assets.
•	 Assess estate duty liabilities.

Step 4: Choose estate planning techniques
•	 Identify a team of professional planners
•	 Establish available techniques
•	 Select the most suitable techniques.

Step 5: Implement the estate plan
•	 Draw up the necessary documents
•	 Inform heirs of the plan.

Step 6: Revise the estate plan
These steps are interrelated—each contributes to 
the total plan. Step 1 should actually be placed after 

Step 3, since it is impossible to determine what heirs 
should inherit and who should control assets before 
the estate property and the associated liabilities have 
been identified. We will discuss each of the six steps.

According to Carroll (2012:1–2) estate planning 
consists of four estates.

Personal assets Dealt with in your will

Trust assets Dealt with by the 
trustees according to 
their powers

Contractual 
arrangements: life 
assurance proceeds 
and buy-and-sell 
agreements

Paid to beneficiaries 
or surviving business 
partners

Retirement fund 
benefits

Regulated by the 
Pension Funds Act 
before retirement

Nominating a 
beneficiary for your 
living annuity proceeds 
after retirement.

10.2.1 Step 1: Set objectives
Before estate planning can take place, attention must 
first be given to the objectives the person wishes to 
achieve—exactly as for any other type of planning. 
Table 10.1 was drawn up on the basis of research 
completed in 1985 about the most important factors 
in an estate plan. The factors appear in order of 
priority.
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Table 10.1: Factors affecting an estate plan

fAcTorS ThAT AffEcT ThE 
forM of An ESTATE PlAn 

iMPorTAncE 
ExPrESSEd 

in % 

1.  Care of dependants 95 

2.  Estate duty considerations 87 

3.   Retention of control over 
estate assets 

73 

4.  Protection of estate assets 73 

5.  Income tax considerations 71 

6.  Avoidance of red tape 70 

7.   Transfer duty considerations 47 

8.  Stamp duty considerations 34 

(Source: Abrie & Graham 1989: 53)

From the table, it can be seen that the care of 
dependants is the most important objective of an 
estate. Items 2–8 cover the protection and retention 
of estate assets. A larger estate (more assets) will 
obviously mean that dependants are better off. 
However, the eight factors are interrelated and are 
aimed at the protection objective.

These factors together form part of one of the 
personal planning areas—protection planning. 
They also form part of income tax planning, project 
planning, estate planning, investment planning and 
retirement planning. These personal planning areas 
are also interrelated and each one has an effect on 
the others.

The personal financial objectives that precede this 
planning area should support and supplement one 
another. If the objectives in one area are achieved, 
this will promote the achievement of objectives in 
other planning areas. Of course the contrary also 
applies: if objectives cannot be achieved, this will 
restrict (or make impossible) the achievement of 
objectives in other areas. For example, if someone is 
unable to support his own household on a monthly 
basis (home, food, clothing — the protection objec-
tive), he will never achieve the investment objective.

Households should strive for the achieve-
ment of their objectives in order of priority. It 
would be unwise to concentrate on the retirement 

objective while the household does not have suffi-
cient food and is living in unhygienic conditions. 
There should be a balance between objectives; in 
other words, a household should have a balanced 
objectives programme.

Earlier, we mentioned that the transfer costs of 
the estate should be kept to a minimum and that 
sufficient funds for such transfer should be available. 
Similarly, estate assets should be protected.

identify heirs
The estate owner (the testator or the person to 
whom the will belongs) must decide who is going 
to inherit the estate; in other words, among which 
persons, institutions or trusts the estate is going to 
be distributed.

decide what each heir should inherit
Having identified one or more heirs, the will must 
state what each heir will inherit; in other words, 
the size of the respective inheritances must be 
determined.

decide who should control the assets
It is important that the estate owner should be aware 
of the fact that only competent heirs should be 
entrusted with the control of the estate. For example, 
people such as the following should not be given 
control of an estate:
•	 An heir who does not have a sensible approach 

to money and possessions (for example, someone 
who is inclined to spend money recklessly or to 
sell off assets for cash)

•	 An heir who is mentally retarded
•	 An heir who is severely physically handicapped 

and therefore not physically capable of taking 
control of the property

•	 An heir who has relatives by marriage who are 
not honest with money

•	 Minors.

Certain estate planning techniques can solve the 
above-mentioned problems. For example, a trust 
could be created in which inheritances are held. 
Reliable trustees could then control the trust on 
behalf of the heirs, subject to the conditions attached 
to the trust, as set out in the deed of trust or the will. 
This technique is discussed further under Step 4.
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10.2.2 Step 2: Take stock
In this step, the asset side of the estate is calculated. 
A value is also attached to the property of the estate.

identify estate property
All property, fixed as well as current assets, belonging 
to the estate owner must be identified. Fixed assets 
include buildings, plots and farms. Current assets 
include a motor car, a boat, furniture, jewellery, 
tools, collections, guns, cash, investments, insurance 
policies, annuities and pension benefits. An interest 
in property or a business is also regarded as an estate 
asset.

In terms of the Estate Duty Act 45 of 1955, right 
of use and enjoyment and usufruct are also regarded 
as property, or rather as interests in or rights to 
property. A right of use (fiduciary right) arises when 
an estate owner bequeaths possessions to an heir on 
condition that the possessions go to a second heir 
after the first heir’s death, if the second heir is still 
living. The first heir may use the property but they 
may not sell it.

Usufruct gives a person (for example, a widow) 
the right to enjoy the fruits (income) of an asset. The 
property, however, belongs to another person or an 
institution. This means that the usufructuary is not 
given the full right of the property (it is a limited 
right), as another person or institution has full prop-
erty rights.

The Estate Duty Act excludes certain property 
for estate duty purposes in view of the fact that the 
estate owner (deceased) did not reside within the 
Republic of South Africa. Other exclusions are:
•	 Payments to widows from the Railways and 

Harbours Provident Fund
•	 Trust money held by attorneys (under Section 78 

of the Attorneys Act 53 of 1979)
•	 Benefits from a pension fund controlled by the
•	 Minister of Social Development
•	 The return on certain insurance policies.

Establish the value of the estate
Estate duty is calculated on the net value of an 
estate. During this step, the gross value of the estate 
is calculated; in other words, a value is attached to 
everything belonging to the estate.

The valuation of the property
A registered valuer is normally used to calculate 
the market value of the estate assets. In terms of the 
Expropriation Act 63 of 1975, market value means 
the amount of money that could be obtained for 
the property (assets of the estate in this case) if it 
were sold on a specific date by a willing seller to a 
willing buyer on the open market. Book values or 
replacement values of estate assets are not taken into 
account for the purposes of valuation for estate duty.

The valuation of an interest in a property
As in the case of property (for example, a residential 
home) being transferred to an heir after the death 
of the estate owner, an interest in property (for 
example, right of use, fiduciary right and usufruct) 
is also transferred. For example, a son inherits the 
use of the home to which his mother was entitled 
(after the death of his father). By inheriting the 
usufruct, the son benefits because now he has the 
full use of the property for the rest of his life without 
the encumbrance of the usufruct.

A formula is used to calculate the value of 
an interest in property (right of use, usufruct, 
habitatio). This formula capitalises the annual value 
of the interest or right over the following terms:
•	 The expectation of life of the beneficiary or
•	 The term for which the interest or right applies.

The following tables by Abrie and Graham 
(1989:459) can be used for the calculation of the 
value of limited interest. Table 10.2 is used when the 
value of the interest or right is linked to the benefi-
ciary’s or heir’s life expectancy. Table 10.3 is used if 
the value of an interest has to be calculated over a 
certain term.
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Table 10.2: Life expectancy and the present value of R1 p.a. for life, capitalised at 12%

AGE lifE ExPEcTAncy PrESEnT vAluE of r1 PEr 
AnnuM for lifE

AGE

MAn woMAn MAn woMAn
0 64.74 72.36 8.327 91 8.331 05 0

1 65.37 72.74 8.328 28 8.331 14 1

2 64.50 71.87 8.327 76 8.330 91 2

3 63.57 70.93 8.327 14 8.330 64 3

4 62.63 69.97 8.326 44 8.330 33 4

5 61.69 69.02 8.325 67 8.329 99 5

6 60.74 68.06 8.325 80 8.329 61 6

7 59.78 67.09 8.323 81 8.329 18 7

8 58.81 66.11 8.322 71 8.328 69 8

9 57.83 65.14 8.321 46 8.326 84 9

10 56.85 64.15 8.320 07 8.327 53 10

11 55.86 63.16 8.318 49 8.326 81 11

12 54.87 62.18 8.316 73 8.326 08 12

13 53.90 61.19 8.314 80 8.325 22 13

14 52.93 30.21 8.312 65 8.324 27 14

15 51.98 59.23 8.310 29 8.323 20 15

16 51.04 58.26 8.307 70 8.322 03 16

17 50.12 57.29 8.304 89 8.320 71 17

18 49.21 56.33 8.301 80 8.319 26 18

19 48.31 55.37 8.298 41 8.317 64 19

20 47.42 54.41 8.294 71 8.315 84 20

21 46.53 53.45 8.290 61 8.313 83 21

22 45.65 52.50 8.286 13 8.311 61 22

23 44.77 51.54 8.281 17 8.309 12 23

24 43.88 50.58 8.275 64 8.306 33 24

25 43.00 49.63 8.269 59 8.303 26 25

26 42.10 48.67 8.262 74 8.299 81 26

27 41.20 47.71 8.255 16 8.295 95 27

28 40.30 46.76 8.246 77 8.291 71 28

29 39.39 45.81 8.237 37 8.286 97 29

30 38.48 44.86 8.266 94 8.281 70 30

31 37.57 43.91 8.215 38 8.275 83 31

32 36.66 42.96 8.202 57 8.269 30 32

33 35.75 42.02 8.188 36 8.262 10 33

34 34.84 41.07 8.172 62 8.245 00 34

35 33.94 40.13 8.155 36 8.245 09 35

36 33.05 39.19 8.136 47 8.235 17 36

37 32.16 38.26 8.115 58 8.224 26 37

38 31.28 37.32 8.092 74 8.211 99 38

➟
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MAn woMAn MAn woMAn

39 30.41 36.40 8.067 81 8.198 66 39

40 29.54 35.48 8.040 30 8.183 86 40

41 28.69 34.57 8.010 67 8.167 62 41

42 27.85 33.67 7.978 44 8.149 83 42

43 27.02 32.77 7.943 44 8.130 12 43

44 26.20 31.89 7.905 47 8.108 81 44

45 25.38 31.01 7.863 80 8.085 27 45

46 24.58 30.14 7.819 24 8.059 56 46

47 23.79 29.27 7.771 09 8.031 19 47

48 23.00 28.41 7.718 43 8.000 26 48

49 22.23 27.55 7.662 36 7.966 17 49

50 21.17 26.71 7.602 01 7.929 50 50

51 20.72 25.88 7.537 13 7.889 67 51

52 19.98 25.06 7.467 48 7.846 46 52

53 19.26 24.25 7.393 87 7.799 65 53

54 18.56 23.44 7.316 31 7.748 34 54

55 17.86 22.65 7.232 34 7.693 55 55

56 17.18 21.86 7.144 14 7.633 63 56

57 16.52 21.08 7.051 78 7.568 96 57

58 15.86 20.31 6.952 25 7.499 27 58

59 15.23 19.54 6.850 04 7.423 21 59

60 14.61 18.78 6.742 06 7.341 35 60

61 14.01 18.04 6.630 10 7.254 57 61

62 13.42 17.30 6.512 32 7.160 20 62

63 12.86 16.58 6.393 01 7.060 46 63

64 12.31 15.88 6.268 22 6.955 37 64

65 11.77 15.18 6.137 89 6.811 61 65

66 11.26 14.51 6.007 26 6.723 93 66

67 10.76 13.85 5.871 65 6.598 93 67

68 10.28 13.20 5.734 03 6.466 35 68

69 9.81 12.57 5.591 82 6.328 18 69

70 9.37 11.96 5.451 65 6.184 66 70

71 8.94 11.37 5.307 75 3.036 07 71

72 8.54 10.80 5.167 44 5.882 78 72

73 8.15 10.24 5.024 37 5.772 22 73

74 7.77 9.70 4.878 76 5.557 43 74

75 7.41 9.18 4.732 90 5.388 93 75

76 7.07 8.68 4.593 54 5.217 27 76

77 6.73 8.21 4.446 63 5.016 79 77

➟
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MAn woMAn MAn woMAn
78 6.41 7.75 4.303 09 4.870 92 78
79 6.10 7.31 4.158 98 4.693 89 79
80 5.82 6.89 4.024 40 4.516 47 80
81 5.55 6.50 3.890 51 4.343 99 81
82 5.31 6.13 3.768 02 4.173 15 82
83 5.09 5.78 3.652 76 4.004 82 83
84 4.89 5.45 3.545 46 3.839 88 84
85 4.72 5.14 3.452 32 3.679 21 85
86 4.57 4.85 3.368 64 3.523 71 86
87 4.45 4.58 3.300 66 3.374 26 87
88 4.36 4.33 3.249 07 3.231 75 88
89 4.32 4.11 3.225 97 3.102 96 89
90 4.30 3.92 3.214 38 2.989 12 90

(Source: Abrie & Graham 1989: 459)

note: The age must be taken as on the birthday following the date on which the right was obtained.

Find the present value of an annuity or usufruct of R100 per annum for life of:

(a)  a female who becomes entitled thereto at the age of 42 years and three months or

(b)  a male who becomes entitled thereto at the age of 65 years and nine months.

(a) (b)

Age when acquired 42 years 65 years

3 months 9 months

Age next birthday 43 years 66 years

Present value of R1 per annum for life R8.130 12 R6.007 26

Present value of R100 per annum for life R813.01 R600.73

 ExAMPlE 1

Table 10.3: Present value of R1 p.a. capitalised at 12% over fixed periods

yEArS AMounT yEArS AMounT yEArS AMounT yEArS AMounT

1 0.892 9 26 7.895 7 51 8.307 6 76 8.331 8

2 1.690 0 27 7.942 6 52 8.310 4 77 8.332 0

3 2.401 8 28 7.984 4 53 8.312 8 78 8.332 1

4 3.037 4 29 8.021 8 54 8.315 0 79 8.332 3

5 3.604 8 30 8.055 2 55 8.317 0 80 8.332 4

6 4.111 4 31 8.085 0 56 8.318 7 81 8.332 5

➟
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yEArS AMounT yEArS AMounT yEArS AMounT yEArS AMounT

7 4.563 8 32 8.111 6 57 8.320 3 82 8.332 6

8 4.967 6 33 8.135 4 58 8.312 7 83 8.332 6

9 5.328 2 34 8.156 6 59 8.322 9 84 8.332 7

10 5.650 2 35 8.175 5 60 8.324 0 85 8.332 8

11 5.937 7 36 8.192 4 61 8.325 0 86 8.332 8

12 6.194 4 37 8.207 5 62 8.325 9 87 8.332 9

13 6.423 6 38 8.221 0 63 8.326 7 88 8.333 0

14 6.628 2 39 8.233 0 64 8.327 4 89 8.333 0

15 6.810 9 40 8.243 8 65 8.328 1 90 8.333 0

16 6.974 0 41 8.253 4 66 8.328 6 91 8.333 1

17 7.119 6 42 8.261 9 67 8.329 1 92 8.333 1

18 7.249 7 43 8.269 6 68 8.329 6 93 8.333 1

19 7.365 8 44 8.276 4 69 8.330 0 94 8.333 1

20 7.469 4 45 8.282 5 70 8.330 3 95 8.333 2

21 7.562 0 46 8.288 0 71 8.330 7 96 8.333 2

22 7.644 6 47 8.292 8 72 8.331 0 97 8.333 2

23 7.718 4 48 8.297 2 73 8.331 2 98 8.333 2

24 7.784 3 49 8.301 0 74 8.331 4 99 8.333 2

25 7.843 1 50 8.304 5 75 8.331 6 100 8.333 2

(Source: Abrie & Graham 1989: 459)

note: When using the table, fractions of a year should be disregarded.

The valuation of specific interests in property 
(limited interests or rights) will be discussed next, 
illustrated with examples. The following limited 
interests are distinguished (Abrie & Graham 
1989: 24):
•	 Fiduciary right (right of use and enjoyment)
•	 Usufruct
•	 Bare dominium
•	 An annuity charged upon property
•	 Other annuities.

A fiduciary right (the right of use)
A fiduciary right is the right to use and enjoy the 
fruits of a property.

Assume that a person dies and bequeaths a 
property of R100 000 to his son, subject to a 
fideicommissum. The son is 46 years and seven 
months old. Calculate the value of the fiduciary 
right that has passed to the son.

Solution 

Value of the property R100 000

Annual value at 12% R12 000

Age of son at next birthday 47 years

Factor for male person of 47 
years (Table 10.2) 

 
7.771 09

Value of son’s fiduciary right = 
(R12 000 x 7.771 09) 

 
R93 253.08

 ExAMPlE 2
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This calculation, as well as those for the other four 
interests in property, is based on Section 5(1)(b) of 
the Estate Duty Act 45 of 1955.

usufruct
It is important to note that, in the case of a fiduciary 
right, a separate bare dominium does not exist, 
whereas in the case of usufruct, a separate bare 
dominium does exist.

Assume that a person held usufruct over a farm 
during his lifetime. The bare dominium belongs 
to his daughter, who is 30 years and 11 months 
old. Calculate the value of the usufruct for the 
daughter if the market value of the farm was 
R100 000 at the time of her father’s death.

Solution

Value of the property R100 000

Annual value at 12% R12 000

Age of daughter at next 
birthday

31 years

Factor for female person of 31 
years (Table 10.2)

8.275 83

Value of daughter’s fiduciary 
right = (R12 000 x 8.275 83)

R99 309.96

   ExAMPlE 3

Bare dominium
Bare dominium means that a property is merely 
registered in a person’s name. For example, he may 
not live in the property, or let it or use the income 
derived from it, because these interests in the 
property do not belong to him, but to someone else. 
Had these interests in the property belonged to him, 
it could be said that he has full ownership of the 
property.

Full ownership = bare dominium + usufruct 
(interest in the property).

Assume that a person dies and leaves a property 
valued at R100 000. The property was subject to a 
usufruct in favour of a daughter. If the daughter is 
20 years and two months old, calculate the value 
of her bare dominium.

Solution

Value of the property R100 000

Annual value at 12% R12 000

Age of daughter at next 
birthday

21 years

Factor for female person of 
21 years (Table 10.2)

8.313 83

Value of daughter’s usufruct = 
(R12 000 x 8.313 83)

R99 765.96

Value of daughter’s bare 
dominium = 
(R100 000 – R99 765.90)

R234.04

 ExAMPlE 4

An annuity charged upon property
The calculation of the value of an annuity charged 
upon property is the same as for a fiduciary right 
and usufruct.

The following are some rules that apply to the 
valuation of an annuity charged upon property in 
terms of the Estate Duty Act 45 of 1955:
•	 If a person inherits an annuity, it is capitalised 

over the heir’s life expectancy—Section 5(1)(c) 
(i).

•	 If the heir of an annuity receives it for a shorter 
period than his life expectancy, it is capitalised 
over the shorter period—Section 5(1)(c)(i).

•	 If an annuity does not accrue to someone else, 
it is capitalised over the life expectancy of the 
owner of the property—Section 5(1)(c)(ii).

If there is uncertainty about the heir (beneficiary), 
the value of the interest is capitalised over a period 
of 50 years. The same applies to money when the 
heir is not a natural person, but a legal person (for 
example, a company)—Section 5(3).

An annuity charged upon a property is deducted 
from the return on the property or fund. The 
payment thus occurs from the property or fund— 
Section 3(2)(a). Another annuity, on the other hand, 
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means that the person must pay the annuity them-
selves (for example, the heir of a farm). Where the 
heir finds these funds is the heir’s problem—Section 
3(2)(b).

Assume that a person receives an annuity of R12 000 
from a business belonging to a 50-year-old 
woman. At the death of the person who received 
the annuity, the annuity goes to a 30 year-old son. 
Calculate the value of the annuity the son receives.

Solution

Value of annuity R12 000

Age of son at next birthday 31 years

Factor for male person of 31 
years (Table 10.2)

8.215 38

Value of annuity = (R12 000 x 
8.215 38)

R98 584.56

   ExAMPlE 5

Calculate the value of the annuity if the son 
receives the annuity for only 20 years. From Table 
10.2 we can see that a 31 year-old male has a life 
expectancy of another 37.57 years. The 20-year 
term is shorter than the life expectancy, with the 
result that the shorter term is used for purposes 
of capitalisation. Use Table 10.3 for a specific term.

Solution

Value of annuity R12 000

Term 20 years

Factor for a term of 20 years 
(Table 10.3)

7.469 4

Value of annuity 
= (R12 000 x 7.469 4)

R89 632.80

   ExAMPlE 6

Assume that the annuity ceases after the death 
of the 50 year-old woman. Consequently, nobody 
inherits the annuity. The woman’s (estate owner’s) 
next birthday is used in this case to find the 
applicable factor.

Solution

Value of annuity R12 000

Woman’s age at next birthday 51 years

Factor for female person of 51 
years (Table 10.2)

7.889 67

Value of annuity 
= (R12 000 x 7.889 67)

R94 676.04

 ExAMPlE 7

It is important to remember why these values of 
interests in property are calculated. The main reason 
is for estate duty purposes, but it is also done to 
determine the value of the estate. The values of inter-
ests or rights in property are added to the market 
value of other property (property over which the 
owner has full property rights) in order to calculate 
the gross value of the total estate. 

other annuities
In contrast to an annuity charged upon property, 
other annuities do not form part of the deceased’s 
estate for estate duty purposes. If an annuity ceases 
after a person’s death, it does not form part of his 
estate. Therefore, in the case of other annuities 
(not charged with property), the R94 676.04 (in the 
example above) will not be regarded as an asset of 
the estate (interest in property) at the woman’s death.

Other annuities refer to annuities without 
encumbered property. In this case, the person who 
has to pay an annuity to someone is not obligated to 
do so in terms of a will.
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Assume that a person receives an annuity of 
R10 000 without encumbered property. Calculate 
the value of the annuity in the case of the person’s 
death.

Solution

The value of the annuity is nil since it ceases at 
his or her death.

   ExAMPlE 8

10.2.3 Step 3: Establish the estate’s 
 liabilities
Very few estates are completely unencumbered. 
Inevitably, some debts are outstanding at the time 
of the death of the owner. A residential home 
often has a mortgage bond attached to it, or hire-
purchase instalments still have to be paid on a motor 
car. There are many more examples, such as an 
overdrawn bank account, which have to be taken 
into account before the estate’s liabilities and other 
estate costs can be calculated.

All outstanding loans and accounts (creditors) 
must be listed and the amounts added up. This 
amount is subtracted from the gross estate value. 
Certain rebates are also subtracted in order to deter- 
mine the net value of the estate. A person’s estate 
duty liability is calculated on the basis of this net 
estate value.

It is important to note that a person’s matrimo-
nial property dispensation can greatly affect the 
value, and particularly the net value, of an estate. 
Three kinds of matrimonial property regime are 
distinguished in South Africa (after 1984):
•	 Marriage in community of property
•	 Marriage out of community of property, with 

exclusion of the accrual system
•	 Marriage out of community of property, with 

inclusion of the accrual system.

Allowable deductions
Once the estate liabilities (debts) have been deducted 
from the estate assets, there are certain allowable 
deductions in terms of Section 4 of the Estate Duty 
Act 45 of 1995. Miller and Irwin (1990:13) list these 
deductions as follows:
•	 Funeral and deathbed expenses

•	 Debts owed to persons who normally reside in 
South Africa (maintenance to a surviving spouse 
or child in terms of a court order/divorce settle-
ment agreement

•	 Debts owed to persons who normally reside 
outside South Africa 

•	 Administration (advertisements in the local 
newspaper about the death notification and 
advertising costs for the liquidation and distribu-
tion account)

•	 Donations to charities, educational and religious 
institutions, on condition that the value of these 
donations has not already been deducted in terms 
of this section

•	 Donations to political parties registered in terms 
of the Electoral Act 73 of 1998

•	 The amount equal to the accrual of the spouse 
of the deceased, where they were married with 
inclusion of the accrual system.

Meyerowitz (1989:28–31) supplements the list above 
with the following:
•	 All costs incurred during the administration and 

liquidation of the estate
•	 The maintenance costs of assets (which have to 

be converted into cash) from the date of death to 
the date of liquidation

•	 Food and grazing costs for animals or stock that 
form part of the estate and must be sold

•	 Executor’s fees (whether determined in the will 
or as laid down by law)

•	 Improvements made by a next of kin in respect of 
property owned by the deceased (with the latter’s 
permission), which increase the value of the 
interest in the property, mean that the increase in 
the interest can be deducted from the estate value 
of the deceased

•	 The value of works of art, books and pictures 
loaned to the state for educational purposes.

Assess other estate costs
The winding up of an estate costs money, since 
administration costs arise during the process. 
Administration costs may include the following 
items:
•	 The cost of providing security. The executor of 

an estate is normally exempted in the will from 
providing security. If this exemption has not been 
granted, the executor must provide the Master 

Personal Finance Management 5e.indb   272 12/12/2016   2:50:09 PM



273Chapter 10 Estate planning

of the High Court with security for the proper 
performance of his duties. The costs of this secu-
rity will eventually have to be recovered from the 
estate, and could amount to thousands of rand.

•	 Advertising costs. The executor must place more 
than one notice in respect of the deceased’s 
estate. Among others, creditors must be invited to 
submit claims against the estate of the deceased.

•	 Transfer fees of immovable property. Immovable 
property is often transferred to a natural person 
or a legal person. Transfer fees are payable and 
the estate must bear these costs. 

 Note: transfer duty is not payable when property 
is transferred from the estate of the deceased to 
heirs (Prinsloo 2016: 1).

•	 The cost of liquidating assets.Assets that have to be 
sold (usually at an auction) must be advertised. 
Advertising costs and auctioneer’s commission 
arise as a result and these must be paid from 
the estate. Abrie and Graham (1989:224) refer 
to another cost item that may arise, namely the 
executor’s account, which is calculated on the 
gross proceeds of assets sold. (This is over and 
above the 3.5% on the gross value of the estate.)

•	 Master’s fees. Master’s fees are payable in all estates 
with a gross value exceeding Rx. If the deceased 
was married out of community of property, the 
master’s fees are payable only on the deceased’s 
estate. In the case of a joint estate (in commu-
nity of property), master’s fees are levied on the 
joint estate. Master’s fees are levied on the gross 
value of the estate, but are not payable on income 
received after the deceased’s date of death (Abrie 
& Graham 1989: 226).

•	 Executor’s remuneration. This remuneration is 
payable to the person or institution who admin-
isters the deceased estate. The executor is usually 
appointed in the will and often the remuneration 
is also stipulated in the will. In the absence of 
such a testamentary arrangement, the executor’s 
remuneration amounts to 3.5% of the gross value 
of the estate. A further commission is received in 
terms of the gross value of all assets that had to be 
converted into cash.

•	 Shares.The surviving spouses (or child’s) share 
in a company belonging to the deceased, may be 
deducted from the gross value of the latter’s estate 
(Prinsloo 2016: 2).

•	 Buy and sell agreements and key person policy 
exclusions (Prinsloo 2016:2).

•	 Carroll (2012:3) explains the most common 
pitfalls: ‘agreements not properly signed; agree-
ments in conflict with the deceased’s will; and in 
community of property marriages not taken into 
account.’

It is recommended that a family member or relative, 
or even a friend, should be appointed as executor. 
Even if that person does not have the necessary 
expertise, he could appoint an executor (attorney 
or financial institution) and pay half the executor’s 
remuneration to that executor. In other words, half 
the remuneration would be payable to the original 
executor and the other half to the ‘assistant executor’.

Capital gains tax (CGT)
This estate duty item has come to stay. All assets 
in a person’s estate are subject to CGT. This is why 
the estate duty rate has been reduced from 25% to 
20%. However, the difference is that whether estate 
duty is payable on the estate or not (estate duty is 
payable only if the net value of the estate exceeds 
R3.5 million), CGT is applicable to the estate’s assets. 
The capital growth of ‘all’ estate assets (as defined by 
the Act) are determined, and CGT is calculated as 
an estate cost (payable to the SARS Commissioner).

Assess estate duty liability
Estate duty is payable on the net value of the estate. 
In 2016 you are entitled to subtract an amount of 
R3.5 million as an abatement from the net value 
of your estate. This abatement is available to all 
deceased persons. The estate duty scale at present is 
20% of net or taxable value of the estate. This tax 
scale applies to all persons who died on or after 
16 March 1988. 

Carroll (2012:2) explains the best use of the 
R3.5 million abatement as follows:
•	 The unused portion of the R3.5 million in the 

deceased’s estate will ‘roll-over’ to the surviving 
spouse’s estate if not used

•	 Estate duty on growth assets will be removed 
from the remaining spouses estate

•	 The important aspect is the identification of 
growth assets (property/shares can be bequeathed 
to a trust to save estate duty) versus non-growth 
assets (a loan account: the surviving spouse can 
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decrease the amount in the account, thereby 
reducing her estate duty liability).

According to Lamprecht (2016:1) the proposed 
changes in estate duty legislation could have far 
reaching implications for estate owners. The Davis 
Tax commission proposed that ‘the preferential 
estate duty regulation for bequests to spouses should 
be scrapped’. The surviving spouse could ‘choose to 
bring forward (to the estate of the deceased spouse) 
his/her primary abatement.’

According to Lamprecht with regard to Section 
4(q) of the Estate Duty Act, no estate duty is payable 
in cases where an individual leaves her entire estate 
to her spouse. Spouses are being defined very 
broadly to cover our modern world. She emphasises 
the current legislative advantages, namely:
•	 The surviving spouse inherits a larger estate
•	 Young couples without the required amount of 

estate duty payable in the case of death have less 
to worry about

•	 Older couples without the required amount of 
estate duty payable in the case of death have less 
to worry about

•	 A higher standard of living is possible because 
of smaller monthly amounts payable to provide 
liquidity in the case of death in the future (for 
example, in the form of a life policy/larger policy 
death benefit)

•	 Less estate owners would have to sell their assets 
in order to pay estate costs/estate duty.

Analyse liquidity of assets
An estate should have sufficient funds to cover the 
estate costs. In the absence of such funds, the assets 
would have to be converted into cash. An estate 
seldom has sufficient liquid assets, with the result 
that fixed assets (for example, a house) often have 
to be sold. Heirs often have the unhappy experience 
of seeing the family’s business or farm being sold in 
order to redeem the costs of the estate.

Effective estate planning can prevent a shortage 
of funds, for example by taking out one or more 
life policies. Business insurance policies are another 
alternative. For more information, consult Chapter 
15, which deals with protection planning.

10.2.4 Step 4: choose estate planning 
  techniques
There are various estate planning techniques. Some 
techniques can be used during a person’s lifetime, 
while others have to be provided for in a will. Abrie 
and Graham (1989:93) describe an estate planning 
technique as: ‘a method or technique used in an 
estate plan to solve an estate planning problem, in 
order to achieve a stated objective’.

identify a team of professional planners
Estate planning techniques are normally used by 
people with fairly large estates. No single person 
(average person) possesses sufficient knowledge to 
apply all of the different estate planning techniques. 
For this reason, it is advisable to consult a team of 
professionals for each of the following areas:
•	 Income tax (chartered accountant)
•	 Insurance (a specialist in insurance)
•	 Legal aspects (an attorney)
•	 Investments (a broker or property consultant)
•	 Property (an estate agent).

Establish available techniques
Knowledge is required of the estate planning 
techniques available. We will consider the following 
techniques:
•	 The trust inter vivos technique
•	 Company-based techniques
•	 Testamentary techniques (testamentary trusts, 

usufruct, habitatio, fideicommissum, donations, 
annuities, massing/joint estates)

•	 Other techniques (investments, insurance, rental, 
the matrimonial property regime).

The trust inter vivos technique
If a trust is formed in a person’s lifetime, it is called a 
trust inter vivos. The person establishing the trust is 
called the founder. In terms of this kind of trust, the 
founder donates certain assets to the trust, while the 
trustees manage the assets on behalf of one or more 
beneficiaries.

conceptual framework
A trust inter vivos is a contractual arrangement 
between a testator (the founder) and trustees in 
favour of a third party or parties (the beneficiary or 
beneficiaries).

Personal Finance Management 5e.indb   274 12/12/2016   2:50:09 PM



275Chapter 10 Estate planning

Purpose
The purpose of a trust inter vivos is to transfer certain 
assets to a trust while still retaining control over the 
assets. The assets are administered in favour of a 
third party (a natural person and/or a legal person) 
and are not created for the benefit of the founder.

legal requirements
There are legal requirements for setting up a trust, of 
which the following are the most important:
•	 The donation agreement must be contained in a 

written deed of trust
•	 The donor (founder) and the trustee(s) must 

have legal (or contractual) capacity
•	 A copy of the deed of trust must be submitted to 

the Master of the High Court
•	 The trust assets must be transferred legally from 

the founder to the trustees
•	 A transfer of property rights over the assets must 

take place
•	 An obligation must arise to administer the assets 

on behalf of the beneficiary/beneficiaries
•	 There must be no doubt about the identity of the 

assets to be transferred
•	 The beneficiaries or group of persons (even legal 

persons) from whom the beneficiaries can be 
selected must be clearly described.

different uses of a trust
A trust has the following uses, among others:
•	 A lack of management and investment experi-

ence among beneficiaries is eliminated
•	 It solves the problem of assets that are difficult 

to dispose of 
•	 Growth of the estate is frozen in this manner
•	 Assets can be protected from minors until they 

come of age (have contractual capacity)
•	 Assets can be administered for mentally retarded 

heirs to allow them the benefit of an income (not 
as capital beneficiaries) for the rest of their lives

•	 It ensures the transfer of the inheritance to 
successive generations

•	 Estate duty benefits are obtained
•	 It provides for the education and maintenance of 

children and/or grandchildren
•	 It provides funds to religious, charity and polit-

ical organisations
•	 Assets can be transferred at an early stage by 

creating a trust for each heir.

founding a trust
A trust inter vivos is set up by means of a contract, 
called the deed of trust. It is important that the 
intention of the donor (founder) should be clearly 
apparent from the wording of the deed of trust. 
The powers and duties of the trustees must be 
indicated, as well as when and how the trust must 
be terminated.

flexibility
Because a trust is flexible as an estate planning 
technique, it can easily be adapted to changing 
circumstances. The flexibility of a trust lies in the 
stipulations of the deed of trust. The founder has 
discretionary powers to:
•	 Change the number of trustees
•	 Appoint or replace trustees
•	 Grant trustees discretionary powers
•	 Adjust administrative procedures
•	 Retain certain administrative tasks for him- or 

herself
•	 Act as trustee him- or herself
•	 Grant the trustees discretionary powers in respect 

of the benefits that the beneficiaries are to receive
•	 Indicate the date on which the beneficiaries are to 

receive benefits, or indicate that benefits be trans-
ferred to them at any future period

•	 Control the period for which the assets must be 
kept in trust 

•	 Transfer assets on a continuous basis in order to 
restrict the growth of the (founder’s) estate.

how many trusts are necessary?
The estate plan can make provision for several trusts. 
This lends even more flexibility. More than one trust 
is particularly effective in a large estate that runs into 
several millions and where the estate owner needs 
to undertake comprehensive estate planning. Where 
a person has a large estate with several heirs, it is 
particularly effective if a separate trust is created for 
each heir. The circumstances of the heirs could differ 
as follows:
•	 Their ages could differ considerably.
•	 Their financial positions could differ consider-

ably.
•	 Their financial needs and obligations could differ 

considerably.
•	 One or more of them could be regarded as spend-

thrifts.
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•	 One or more of them could be severely psycho-
logically disturbed or ill.

•	 Their spouses could be dishonest and come from 
a family with a criminal record, for example 
where breach of contract, financial fraud and 
several liquidations have occurred.

•	 The matrimonial property dispensations of heirs 
could differ considerably, which could make 
them vulnerable to financial ruin in the case of 
dishonest, avaricious in-laws.

how donations can be made
Assume that the founder (donor) of a trust is selling 
R1 million worth of assets to the trust. In this way, 
he is lending the money to the trust and bequeathing 
the loan to the trust in his will. The trustees do not 
have to repay the loan to the founder at a later stage. 
Transferring assets to a trust is expensive. Many 
people have come to realise, at their cost, that they 
cannot simply transfer their assets to another person 
or body willy-nilly. Large costs are involved, both in 
the case of movable assets (a car or caravan) or fixed 
assets (any fixed property, such as an undeveloped 
plot, a flat, a dwelling or business premises).

Before transferring any assets, the cost aspect 
should therefore be examined thoroughly. Some 
cost aspects regarding the transfer of both movable 
and fixed assets are discussed below. Furthermore, 
a distinction is made between donations and sales 
transactions. The cost aspects of creating and 
administering a trust are also explained.

A donation
Every taxpayer may donate goods to the value of 
R100 000 annually without paying donations tax. 
Donations tax is levied at 20% of the amount by 
which the value of the gift exceeds R100 000. If a 
donation is made from a joint estate, each spouse is 
therefore actually donating R50 000.

In the case of both movable and fixed assets, 
the donations tax rate is 20% above R100 000. 
Furthermore, in the case of fixed assets, transfer 
duties are payable by either the receiver or the donor 
(as agreed).

In the case of a natural person, transfer duties 
range from 0% up to R600 000, 3% on R600 001– 
R1 000 000, R12 000 + 5% on R1 000 000 – 
R1 500 000, R37 000 + 8% on R1 500 001 and above. 
Juristic persons (companies and trusts) pay transfer 

duties of 10%. Donations tax on shares is also 20% 
above R100 000 (2011).

A sales transaction
When movable assets are sold, VAT at 14% is payable, 
over and above the selling price. When selling fixed 
assets, the buyer has to pay transfer duty or VAT. The 
rates for both are as indicated above.

In the case of shares being traded, trade stock 
duty is payable as well (rate as indicated above).

A trust
Assets are often donated or sold to a trust to reduce 
estate duty. The legal costs of establishing a trust 
(drawing up the trust deed) amount to between 
R4 500 and R6 000. The trustee must accept the 
capital at a cost of about 1.5% of the capital plus VAT 
on the cost.

Commission is payable on the income accumu-
lated for the benefit of the trust (trust beneficiary), 
and this may amount to between 2.5% and 7.5% 
of the gross income. A management fee may be 
charged, as well as an administration fee.

The trust administrator must render two tax 
returns, which may cost R1 000 to R2 000. Should 
the trust be terminated (the assets are distributed), 
a distribution fee is charged (which may amount to 
2% of the capital value plus VAT).

For investment, income tax, estate and retirement 
planning purposes it is important to take account of 
the costs on the transfer of assets. The cost aspect 
is of great importance for the transferor’s (donor/ 
seller’s) and transferee’s (receiver/buyer’s) liquidity 
position.

How to register a trust:
•	 A trust deed is required — an attorney will draw 

up the deed, register the trust deed at the Master 
of the High Court

•	 The attorney should specialise in trust law — the 
more experience (in a trust firm), the better.

what is an offshore trust?
A trust is known as an offshore trust when it is 
registered in one of the world’s ‘tax havens’. Examples 
of tax havens are countries or dependencies such 
as Jersey, the Isle of Man, Guernsey, Luxembourg, 
Monaco, Lichtenstein and Nassau.

For more information on offshore trusts, consult 
Chapter 14, which deals with offshore investments.
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Company-based techniques
A company can be utilised in several ways for 
purposes of estate planning:
•	 As a form of business enterprise
•	 To protect the growth of the estate from estate 

duty.

A company can be used as an estate planning tech-
nique. The estate owner establishes a company and 
ensures that his heirs retain the ordinary shares in 
the company. The growth in share value increases 
the value of the heir’s estates and not that of the 
estate owner. When this technique is used, an estate 
owner should keep the following in mind:
•	 The costs involved in the establishment of a 

company (in other words, whether the benefits 
justify the costs involved)

•	 The Income Tax Act
•	 The Estate Duty Act
•	 The control he would like to retain over the assets
•	 The stipulations of the Companies Act.

conceptual framework
A company is an association or body corporate 
that is established in terms of the Companies Act. 
The Companies Act regulates the establishment, 
formalities and administration in order to ensure 
the orderly functioning of the company as a body 
corporate.

The memorandum of association and the articles 
form the basis of a company. The memorandum of 
association determines the following, among others:
•	 The name of the company
•	 The main objective and the type of business
•	 The share capital
•	 Additional objectives
•	 The founding clause.

The articles, on the other hand, order the internal 
control of the company. A company with share capital 
is necessary for estate planning purposes. A distinction 
is made between a public and a private company, but a 
private investment company is discussed for purposes 
of estate planning. This kind of company is used 
mainly in order to prevent donations tax (where assets 
are donated to a trust), as well as because a trust is not 
regarded as a body corporate, but as a natural person. 
The estate owner who sells assets to a company 
becomes a creditor of the company.

General considerations
•	 A farm. Estate holders must remember that 

a farm that is not purchased in their name is 
valued at a higher rate in their estate. If they were 
to transfer a farm into the name of a company, 
the Land Bank valuations would no longer apply. 
Instead, an ordinary valuation would be made, 
which is generally 20% higher. A Land Bank 
valuation is based on the production value of the 
farm, whereas an ordinary valuation is based on 
supply and demand. For the purposes of estate 
duty, it would consequently be more profitable to 
retain the farm in the estate owner’s name. There 
is a requirement, though, that a registered mort-
gage bond on the farm should be lodged with the 
Land Bank.

•	 Various business enterprises. If a different 
company is established for each business, the 
transferability is facilitated.

•	 More than one fixed property. It is recommended 
that a separate company should be established 
for each fixed property. When a property is 
sold, the transferability is simplified because no 
transfer duty or transfer costs are payable. The 
new purchaser does not have to register a new 
mortgage bond. The shares in the company are 
transferred to the purchaser (new owner).

•	 Listed and unlisted shares. As stated earlier, it is 
preferable to retain listed and unlisted shares in 
separate companies. A purchaser may only be 
interested in the unlisted shares and withdraw 
because he is not prepared to purchase a company 
with listed shares as well.

•	 Company schemes. Various company schemes can 
be used for purposes of estate planning. These 
schemes correspond in that the estate owners 
possess the major share in all of the companies, 
and consequently control these companies. They 
also have more voting power than their heirs as 
a result of the majority shares. The financing 
method of the various schemes may differ, 
however. Professionals (for example, an attorney 
and a chartered accountant) should be consulted 
if an estate owner is considering the establish-
ment of one or more companies as part of his 
estate planning. Abrie and Graham (1989:106) 
distinguish between two types of company 
scheme: companies employed in a series, and 
companies combined with trusts.

Personal Finance Management 5e.indb   277 12/12/2016   2:50:10 PM



Personal Financial Management278

•	 Companies employed in a series. The estate owner 
determines the value of his assets and then sells 
them to the company. Financing of the company 
is in the form of a loan to the company by the 
estate owner. If the money is donated to the 
company, donations tax is payable at 20%. Share 
capital is issued and the estate owner establishes 
various companies, each with a share in the 
other, and controlled by them as a result of a 
majority shareholding. These companies possess 
the company to which the estate assets are sold. 
The companies are linked in a series. Abrie and 
Graham (1989:107) point out that this technique 
can be improved upon by combining preference 
shares and a trust with companies.

•	 Companies combined with trusts. In this case, 
estate owners sell assets to a company. They issue 
more preference shares than ordinary shares. 
The preference shares with their voting rights 
are issued to themselves so that control over the 
company is retained. The ordinary shares belong 
to a trust established in favour of one or more 
beneficiaries. The increase in value therefore 
passes to a trust via the ordinary shares, where 
the trustees manage these shares on behalf of the 
beneficiaries.

•	 Close corporations. Abrie and Graham (1989:110) 
refer to the smaller role that close corporations 
play in estate planning in contrast to the role 
companies and trusts play. The reasons for this 
are:

 – Only natural persons and trustees of testa-
mentary trusts may be members of a close 
corporation

 – Companies and trustees (being trustees of 
trusts inter vivos) may not be members of close 
corporations.

This means that a close corporation, as a form of 
business, cannot serve as the basis of an estate plan.

Testamentary techniques
The will
It is possible to use a will as an effective estate 
planning instrument. The larger the estate, the 
more effective the use of a will as an estate planning 
technique can be. It is also possible to use a will for 
purposes of elementary estate planning (in the case 
of a small estate).

Uys in Jordaan (2015:167) explains a will as 
follows: ‘Your will should be your last love letter to 
your loved ones’. Jordaan (2015:168) emphasises the 
fact that a will ‘should obviously meet your desires 
as well as the needs of your surviving spouse and 
family.’

conceptual framework
A will contains a person’s wishes with regard to the 
disposal of that person’s possessions after his death. 
These possessions can be transferred to heirs and/ or 
other institutions (including legal persons or bodies 
corporate). These heirs and/or institutions are called 
beneficiaries in terms of the will.

A testator is an estate owner who draws up his 
will himself or requests an attorney or specialist to 
do so. A testatrix is an estate owner who draws up 
her will herself or requests an attorney or specialist 
to do so. What is applicable to a testator will also 
be applicable to a testatrix throughout this discus-
sion. A codicil can be drawn up in addition to the 
will. A codicil is an addition to an existing will 
made by the testator. This legal document, which 
forms part of the will, should supplement the will. 
A codicil usually contains amendments, addi-
tions and further details that the testator wishes to 
include in the will. The executor is the person who 
is appointed in the will to administer the testator’s 
estate. Administration of an estate takes place when 
the executor transfers the assets of the estate to the 
designated heirs or institutions, pays all outstanding 
debts, collects all outstanding money owed to the 
estate, and dispatches the final liquidation and distri-
bution accounts to the Master of the High Court for 
final approval.

It is essential that a testator should possess a 
valid will. If the will is not valid for some reason or 
another at the death of the testator, the law of intes-
tate succession (Intestate Succession Act) applies, 
which will be discussed at a later stage.

Legal requirements for validity. In order to be 
enforceable, a will must meet the following legal 
requirements:
•	 The testator must sign all the pages of the will
•	 The testator must be at least 16 years old
•	 Two witnesses must sign the will on the last page
•	 The two witnesses must be at least 14 years old
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•	 The testator, as well as two witnesses, must sign 
every deletion, amendment, alteration, addition 
and interlineations

•	 No person signing the will as a witness may 
derive any benefit from the will or act as the 
executor of the will

•	 All requirements mentioned so far are applicable 
to a valid codicil as well.

The ordinary will
Abrie and Graham (1989:36) divide the ordinary will 
into three categories: a single will, a joint will and a 
mutual will. In a single will, one person makes his 
or her wishes known. In a joint will, more than one 
person makes his or her wishes known. A mutual 
will is one in which testators bestow benefits upon 
each other.

The preamble. It is important that a will should 
indicate whose will it is. It must also be clear whether 
it is a single or a joint will. The testator’s first names, 
surname and identity number are required here.

Revocation clause. All previous wills and codicils 
must be revoked when a new will is being drawn up. 
This is mainly to prevent confusion about which will 
is valid and which is not.

Beneficiaries. Any institution or person who is 
to receive benefits from the testator in the future 
must be named in the will. In order to avoid any 
uncertainty, full names and identity numbers must 
be supplied. Any possible relationship between 
the testator and the beneficiaries should also be 
mentioned to avoid any doubt or uncertainty.

Bequests. The will must state explicitly which 
beneficiary or beneficiaries should inherit which 
asset(s). It should also be indicated clearly whether 
a specific bequest is made to a specific person or 
institution on certain conditions (conditional or 
unconditional).

Appoint the executor. In the will, a testator must 
appoint an executor to administer the estate. A 
person (or persons) or institution can be appointed 
as executor(s). When an executor has not been 
appointed, the Master of the High Court will do so. 

Appoint the administrator. A testator must 
appoint an administrator if the estate or a portion 
of the estate is to be transferred to a trust. If a trust 
is not at issue, the appointment of the administrator 
is not necessary.

List all assets and liabilities. It is particularly 
important that the executor is informed of all assets 
and liabilities in respect of the estate they are to 
administer. This will provide a better idea of what 
to do and what to expect in the absence of the 
testator. It will also help the testator to ensure that 
there are heirs for all the assets, and it will enable 
a consideration of the size of bequests to the heirs. 
Furthermore, it will enable the testator to renew 
attempts to provide for the repayment of liabilities 
(debts and mortgages).

Testamentary trusts. This aspect is illustrated in 
the next section. Aspects of importance here are the 
following: the names of trusts; income and/or capital 
beneficiaries; the name of the administrator; names 
of trustees; the contents of the deed of trust; and 
when and how the trust is to be terminated.

Simultaneous death. A will must make provision 
for several scenarios. In the case of a single will, 
alternative beneficiaries, executors, administra-
tors (if applicable), trustees and institutions must 
be designated. If this is not done, the testator’s will, 
on which the estate plan hinges, may ultimately be 
worthless. It would be fruitless, for example, if the 
sole heir were to die at the same time as the testator. 
For this reason, alternative beneficiaries should be 
designated. Similarly, a husband and wife could die 
simultaneously, leaving a mutual will that would no 
longer serve its purpose. If they have no children, for 
example, other relatives would inherit their assets in 
terms of the law of intestate succession. The same 
would apply in the case of a couple with children 
(the only beneficiaries) who all die simultaneously 
in an aeroplane accident.

Usufruct, annuities, occupation, right of use, fide-
icommissum. Each of these must be set out clearly in 
the will. It must be clear which beneficiary is entitled 
to what, when a benefit commences and how and 
when it is terminated.

Exemption from lodging security. An executor 
is usually required to lodge security for the proper 
execution of his duties. It is recommended that, in 
the will, the testator provides exemption to the exec-
utor regarding the lodging of security.

Power of assumption. Normally, an executor is 
appointed in a will. This executor is not always (in 
fact, seldom) competent to administer an estate in 
the legal sense, usually because of a lack of legal 
knowledge. If the testator grants to an executor 

Personal Finance Management 5e.indb   279 12/12/2016   2:50:10 PM



Personal Financial Management280

powers of assumption in a will, an inexperienced 
executor may appoint a professional (attorney) or 
a financial institution to administer the estate on 
his behalf. The two executors would then share the 
executor’s fee on the basis of a percentage division 
as mutually agreed upon (each would receive x% of 
the 3.5%).

Guardianship of minors. It is essential to nominate 
a guardian for minors, in the event of both parents 
dying at the same time. It is equally important that 
a household or person with integrity be appointed. 
The testator must certainly avoid appointing anyone 
who is known to be dishonest with money as the 
guardian of the beneficiaries. Such people should 
never be entrusted with other people’s money or 
possessions and even less so with children. They 
would be inclined to enrich themselves at the 
expense of the children and their inheritance.

Bequests to minors. Usually, the guardian of a 
minor receives immovable and other property on 
behalf of the minor. It is recommended that a trust 
be established for minors. The child or children 
would then receive the property when they come 
of age. In the meantime, the administrators would 
have the authority to employ the income of the trust 
in favour of the child or children. It is even possible 
that capital received from buildings, a farm or 
investments could be employed for the child’s educa-
tion. In the case of a handicapped child, the same 
can be done.

Exclusion of community of property. The testator 
must exclude all inheritances from the heir’s matri-
monial property regimes. This is to ensure that the 
estate remains in the hands of future generations of 
the testator’s family. This will prevent the inherit-
ance from passing into the hands of unscrupulous 
in-laws. In the case of a divorce, a child’s spouse 
would receive half of the testator’s (as well as the 
heir’s or child’s) estate.

For this reason, it is important that the testator 
stipulates in the will that all inheritances will be free 
from any matrimonial contracts whereby heirs are 
married or may be married in the future. All bene-
fits in terms of the will should therefore be excluded 
from the joint estate or accrual in estates which may 
exist between an heir and a spouse. Benefits should 
also be excluded from divorce settlements between 
an heir and a spouse.

Avoid public auctions. It is recommended that the 
testator stipulates that public auctions are not to be 
used in the event of assets having to be sold. The 
reason is that assets are very seldom sold at market 
value in this way.

Executor’s remuneration. If more than one exec-
utor is appointed, the testator should indicate how 
each one should be remunerated. Professionals will 
set their own fees (as laid down by law).

Bequests with encumbered and unencumbered 
property. A testator must indicate whether he wishes 
to bequeath encumbered or unencumbered prop-
erty. For example, a house may be bequeathed with 
mortgage bond and all (encumbered) to an heir, or 
the testator could pay the mortgage bond from his 
estate, in which case the house will be unencum-
bered. The testator must indicate how debt and 
mortgage bonds are to be redeemed.

Maintenance of dependants during the winding up 
of the estate. The testator must indicate how depend-
ants are to be provided with subsistence during the 
winding up of the estate. The winding-up process 
usually takes about nine months, but it could also 
take years (especially with larger estates). Often, the 
spouse and children do not have access to accounts 
and, consequently, have no funds for the duration of 
this process to provide for their needs.

Bringing in. ‘Bringing in’ is an obligation on 
the part of an heir and/or descendant of the estate 
owner (testator) to return all goods (‘inherited’ 
during the testator’s life) to the executor. These 
goods must be returned before they can be inherited 
from the testator. This is applicable to such goods 
when bringing in has been included in a will. Where 
bringing in has explicitly been excluded, such goods 
do not have to be returned.

Practical considerations. A testator must always 
ensure that the estate will be continued, even if this 
occurs in the hands of heirs or a trust. Where a 
business is owned, the continuity of the business is 
essential. Heirs should not be allowed to destroy a 
business within a couple of months.

Tax is an important consideration. Income tax, 
estate duty and donations tax must be thoroughly 
investigated during estate planning. It is essential 
that capital growth in assets will be continued. The 
correct estate planning technique will make provi-
sion for this aspect. The testator must also pay 
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particular attention to the necessary liquidity in 
order to be able to meet estate obligations.

Letter of last requests. This is not a legally enforce- 
able document, but serves the purpose of helping 
the executor to fulfil his duties. In the letter of last 
requests, the testator gives the executor more details 
about the structure of the will and directs a few last 
requests to him. Secret information can be conveyed 
in this manner; for example, where the key of a safe 
containing money and jewellery is hidden. This 
letter must be kept with the will.

A living will (for end-of-life-decisions)
According to Jordaan (2015:174) the following are 
the functioning and reasons for a living will:
•	 Being in the ‘final stretch of a terminal illness’
•	 Having a lot of pain and discomfort
•	 You want or do not want the doctors to prolong 

your life for a short/uncertain period, causing 
physical and emotional suffering

•	 When you are unable to speak and/or explain 
(physically/mentally) to a doctor or your loved 
ones what to do/not to do

•	 When you want to give or deny consent (called 
‘informed consent’) to certain medical treatment

•	 Saving loved ones the emotional distress of 
deciding on your behalf

•	 Relieving loved ones from the responsibility to 
decide what to do

•	 Informing loved ones in advance of your wishes 
in this regard

•	 Every country has a different version of a living 
will, based on legislation

•	 In South Africa a living will is part of our consti-
tutional rights.

The cost of keeping somebody alive is also a factor 
to be considered. The doctors would not mind doing 
that, because they get paid. The problem may be the 
financial existence of your loved ones and your lack 
of financial provision for them.

Jordaan (2015:176) explains that a living will 
does not form part of an ordinary will, but consists 
of a separate document. Copies of your living will 
should be kept by your closest family members 
and doctor(s), and sent to the hospital when you 
are admitted, the management of your retirement 
complex and the sister in charge at your frail-care 
centre.

The following can serve as an example of a living 
will (Jordaan: 2015: 176):

My suggestion: Identify yourself (name, identity 
number), date, signature, well known witnesses. 

‘If the time comes when I can no longer take part 
in decisions regarding my own future, let this decla-
ration stand as my directive.’

‘If there is no reasonable prospect of my recovery 
from a physical illness or impairment expected to 
cause me severe distress, agony and/or pain, or to 
render me incapable of rational existence, I do not 
give my consent to be kept alive by artificial means, a 
pacemaker, nor do I give my consent to any form of 
tube-feeding when I am dying, but I do request that 
I will receive whatever quantity of drugs and intrave-
nous fluids as may be required to keep me free from 
pain or distress, even if the moment of my death is 
hastened thereby.’

‘Do not resuscitate: I do not give my consent to 
any person’s attempts at resuscitation, should my 
heart and/or breathing stop and my prognosis be 
hopeless.’ 

The absence of a will
Some people do not have a valid will at the time of 
their death. An invalid will includes the following:
•	 A will that does not meet legal requirements
•	 A will containing contradictions
•	 A will that has been torn up or destroyed.

In such cases, the deceased will have died intes-
tate and the rules of intestate succession (Intestate 
Succession Act) will apply. The wishes of the testator 
would no longer be applicable since these wishes 
do not exist. Disinheritance will result in terms of 
certain rules of law, and undesirable people may 
be able to take possession of the testator’s estate. A 
spouse may be a spendthrift and could inherit every-
thing and the children nothing.

In the absence of a will, the estate will be distrib-
uted in the following order: spouses, children, 
parents, brothers and sisters, grandfathers and 
grandmothers. If the spouse is deceased, the estate 
goes to the children. If there are no children, it goes 
to the parents and so forth.
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Africanisation
 

In Ghana (Kutsoati and Morck 2012:1):

•	 Children are viewed as either their mother’s or 
father’s lineage

•	 According to patrilineal custom, the man’s lineage 
are responsible for caring for his widow and children

•	 According to matrilineal custom, the woman’s 
lineage are responsible for caring for the children

•	 Legislation regarding the Intestate Succession 
Act and the Children’s Act ‘forced men to 
provide for their widows and children’–
similarly to the Western world

•	 Unfortunately these laws are seldom imple-
mented

•	 Several studies have proved the lack of 
legislative practices (application of legislation) 
and the importance of African traditions.

The Guardian’s Fund
If a person dies without leaving a will and there are 
no descendants (as indicated), the Master of the 
High Court will place the funds of the estate into 
the Guardian’s Fund. Abrie and Graham (1989:338) 
state that if no descendants come forward to claim 
the funds for the next 30 years, these funds will be 
declared forfeited to the state.

An offshore will
For more information about offshore wills, consult 
Chapter 14, which deals with offshore investments. 

Morte (2016:1) emphasises the importance of the 
following aspects of the estate of a deceased person:
•	 Offshore assets mean an offshore estate
•	 Offshore estates are administered according to 

the specific country’s legislation
•	 The legislation will determine aspects regarding 

wills and inheritances
•	 You need a separate will in the offshore/foreign 

jurisdiction to deal with offshore/foreign assets.

Testamentary trusts
As the name indicates, a testamentary trust arises 
from the will of a deceased. The testator therefore 
stipulates in the will that a trust must be set up 
in favour of one or more beneficiaries. The legal 
requirements for setting up this type of trust are 

similar to that of a trust inter vivos. A trust inter 
vivos is created during the lifetime of the founder.

An important difference occurs in the deed of 
trust. In the case of a testamentary trust, the stipu-
lations of the deed of trust are deduced and drawn 
up according to the testator’s will. The Master of the 
High Court compares the stipulations of the will that 
are applicable to the trust to be set up with the stipu-
lations of the deed of trust.

With a testamentary trust, usufruct and  fidei-
commissum are used. The deed of trust usually 
stipulates that assets are bequeathed to certain heirs 
(for example, children) after the death of the other 
spouse. During the surviving spouse’s lifetime, the 
spouse retains usufruct of all income from the rental 
of buildings that are part of the estate.

The testator stipulates the duration of the trust 
in the will. Usually this stipulates that the trust can 
be terminated once the beneficiaries of capital have 
been paid out or have received their assets. A testa-
mentary trust may be revoked at any time before the 
testator’s death merely by drawing up another will. 
Often the will stipulates that the trust cannot be 
terminated before the death of the surviving spouse.

Perpetual testamentary trusts
Not all testamentary trusts are terminated. Some 
are perpetual, which means that they continue from 
generation to generation and the capital is not transferred 
to one or more beneficiaries. Such trusts usually have 
only income beneficiaries (beneficiaries entitled to the 
income from the estate) and not capital beneficiaries 
(beneficiaries entitled to capital assets). Usually the 
income beneficiary (or beneficiaries) is a handicapped 
child, a legal person or an institution such as a church 
(for example, funds for evangelism and the distribution 
of bibles). This kind of trust can also be used for a 
minor, particularly where the testator knows that the other 
spouse is unreliable and cannot be trusted with the estate.

This is particularly true of a spouse who has a 
separate estate and did not contribute to the testa-
tor’s estate. The possibility of the funds that have 
been set aside for minors eventually passing into the 
hands of dishonest or unscrupulous in-laws should 
also be avoided at all costs.

usufruct
The testator of an estate may bequeath the usufruct 
of a farm or a block of flats to a natural or legal 
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person. The person who receives the usufruct is 
called the usufructuary. This could include the 
natural proceeds (harvest) from the farm, or the 
income or interest derived from the farm (Delport 
1987: 56).

For example, in his will a man could bequeath a 
farm to his son while retaining the usufruct on the 
farm himself. The usufruct would pass to the mother/
surviving spouse after the testator’s death. Such a 
usufruct would be taxable in either the husband’s or 
the wife’s estate. The son would have bare dominium 
on the farm, since the testator or the mother would 
hold the usufruct. The bare dominium would fall 
away after the mother’s (surviving spouse’s) death 
(because the usufruct falls away) and the son would 
obtain full property rights.

Full property rights = bare dominium + usufruct.

right of use
A person could give another person the right to use a 
certain property for his subsistence. The person who 
obtains the right of use can meet the requirements 
of his family’s needs only and excess ‘fruit’ cannot be 
sold or rented.

habitatio (occupation)
A husband can give his wife (and vice versa) the 
right to live in a house for the rest of her life. After 
her death, the right of occupation naturally falls 
away. Such a right usually means that the holder 
of the right may let the house. However, a specific 
right can be defined in the will. Where the testator 
(estate owner) is still alive, he can register a personal 
servitude in favour of a specific person or persons 
regarding usufruct, right of use and occupation.

fideicommissum (a fiduciary ownership)
A fideicommissum is a testamentary bequest to 
a person on condition that the bequest goes to 
another person (the fideicommissarius) after that 
person’s death. For example, a father may bequeath 
a building to his son (the fiduciarius) on condition 
that it goes to his grandson (the fideicommissarius) 
after the son’s death. The fiduciarius may not sell or 
encumber the property with a mortgage bond. The 
property must be protected against the fiduciarius’s 
actions in order to retain it for the fideicommissarius. 
Legally, it is possible to nominate only two  fidei-
commissaria.

For example, a father may attach a great deal of 
value to a building and therefore wish to retain it 
for future generations. He wants to make sure that it 
stays in the family and that it passes from generation 
to generation. At the time of his estate planning, the 
father accepts, however, that the situation existing 
at the time of drawing up his will, is not going to 
change.

donations
A person may make donations to natural and/or 
legal persons during his lifetime. The law allows an 
individual to make donations of up to R100 000 a 
year to another individual, without paying donations 
tax on it. If the donation exceeds R100 000 in one 
year, tax at a rate of 20% is levied (donations tax).

For example, a father could give his daughter 
a townhouse valued at R600 000 and apply this 
amount over a period of ten years. In that way he 
will not have to pay donations tax. He could include 
this amount of R600 000 as a loan to his daughter in 
his financial statements.

For estate tax purposes, two types of donation 
can be distinguished:
•	 A donation mortis causa
•	 A donation inter vivos.

A donation mortis causa means that the testator 
makes a donation in his will in contemplation of his 
death. This donation may be revoked at any time 
before the testator’s death (if his reasons for making 
the donation fall away). Conditions or restrictions 
that the donations are subject to are described in the 
will.

In terms of a donation inter vivos, a testator 
donates something to a beneficiary (a natural or 
legal person) during his lifetime. Once the benefi-
ciary or trustee or director (in the case of a trust 
or company) accepts the donation, it cannot be 
revoked. It is always best to consult a specialist to 
determine whether or not a donation will be subject 
to tax.

Annuities
A person may donate an annuity to a person or an 
institution. There are two kinds of annuity:
•	 An annuity charged upon property
•	 Other annuities.
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It is possible for a person to be entitled to an annuity 
charged upon property (for example, a building). 
In this way, the beneficiary is entitled to an annuity 
arising from the proceeds of the building (for 
example, the rental derived from the building). The 
annuity (payable from the rental income) is there-
fore known and exists (for example, a block of flats 
that are rented out). This kind of annuity forms part 
of the person’s estate.

Other annuities refer to an obligation that exists 
to pay an annuity, irrespective of from where it is 
derived. This kind of annuity only forms part of a 
person’s estate if it is transferred to another person 
at their death.

Massing
Massing takes place when two or more people 
(for example, a husband and wife) draw up a joint 
will. They dispose of their separate and/or joint 
estate (including all assets, liabilities, rights and 
obligations) in one will. Any person can draw up a 
joint will. They do not have to be married or related. 
The joint document takes effect at the death of the 
first- dying as his or her will.

Such a will has two or more testators. Any of these 
testators may revoke or amend their part of the will 
without the knowledge of the other(s). Such amend-
ments are only possible where there is no question 
of a joint estate (for example, where persons are 
married in community of property). One testator 
may not make any decisions on property that also 
belongs to the other testator (for example, where two 
friends own a beach house together).If a married 
man (married in community of property) dies and 
he and his wife have a joint will, his wife will have 
the choice after his death of accepting or rejecting 
(adiating or repudiating) the testamentary disposal 
of her part of the joint estate. Acceptance or adia-
tion means that the executor can administer the 
estate according to all the stipulations in the will. If 
the surviving spouse refuses to accept the stipula-
tions of the will in respect of his or her portion of 
the estate, it is called repudiation. The Master of the 
High Court requires a single document from the 
surviving spouse, indicating whether the testamen-
tary stipulations in the case of a joint will are adiated 
or repudiated by the surviving spouse. The surviving 
spouse may repudiate the stipulations and decide for 
him or herself on the future of one half of the estate 

(or a portion of the estate, whatever the case may 
be).

Massing can therefore take place only if the 
surviving spouse accepts the stipulations of the will 
after the death of the other testator. Where two or 
more people dispose of their property in a joint will, 
it is subject to a limited right (a fiduciary right, a 
usufruct or an annuity) in favour of the surviving 
spouse.

In the case of massing, additional estate duty on 
the estate of the first-dying is not payable. When the 
first party dies, estate duty is paid only in respect of 
their assets in the joint estate. A consequence of the 
massing of estates is that less tax is paid in respect of 
the estate of the surviving spouse.

The reason for this is that the surviving spouse 
retains only a limited interest in the property of 
the estate, for example usufruct. The surviving 
spouse’s estate is reduced because the value of a 
limited interest is always smaller than the value of 
the full property right. The savings in estate duty 
will depend on the kind of limited interest, namely 
a fiduciary interest, an annuity or a usufruct. It will 
also depend on whether the limited interest applies 
to a portion of or to all the estate assets.

The type of limited interest will therefore deter- 
mine the amount of estate duty payable, as well as 
who is responsible for paying it. Where, for example, 
usufruct was not claimed as a rebate in the estate of 
the first-dying, it will not be taxable in the surviving 
spouse’s estate. The property for which the interest 
exists must have formed part of the first-dying 
spouse’s estate.

Other techniques
An estate owner can use various techniques to make 
provision for dependants. These techniques can 
also form part of their protection and retirement 
planning and can be supplementary to timely estate 
planning techniques. They are therefore employed 
particularly for the establishment and preservation 
of an estate and not so much for the transfer of the 
estate.

investments
Investments can be made for your own use 
(purchasing a home), a rental income (a block of 
flats), capital appreciation (a second home or shares) 
and for speculative profit (the sale of fixed property 
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or shares). A business can also be established 
or purchased in order to make provision for 
dependants. These investment possibilities would 
not solve an estate problem where, for example, an 
estate owner has five heirs. This problem could be 
solved, however, by setting up a separate trust or 
company for each heir.

insurance
An estate owner can take out one or more 
endowment and/or life policies and nominate his 
heirs as beneficiaries of the policies. Where a new 
heir is born, an existing policy can be ceded to him, 
or a new policy can be taken out nominating him as 
the beneficiary. For the purposes of estate planning, 
it is essential that the estate owner’s estate should 
be as small as possible at the time of his death. 
Nevertheless, the estate owner should ensure that 
he is still capable of discharging the estate duty that 
would arise at his death.

rental (income)
In this instance, estate owners attempt to protect an 
asset they have bequeathed (or intends bequeathing) to 
someone. It is almost the same as in the case of a trust 
inter vivos, where an asset (or assets) is bequeathed or 
sold, while the estate owner still retains control over 
the assets. A father could bequeath a block of flats to 
his son, for example, while he (the father) still receives 
the rental. In this way, the father is protecting his own 
estate while at the same time reducing it for purposes 
of estate planning.

Matrimonial property regime
In the case of a matrimonial property regime that 
includes the accrual system, the spouse with the 
larger estate can reduce his or her estate as a result 
of the accrual system. The same benefits can be 
derived as in the case of people who have joint 
estates (massing) or who are married in community 
of property.

Assume that the accrual system is applicable to 
a marriage and one spouse dies. The other spouse 
will now share in the growth of the deceased spouse’s 
estate, if the latter’s estate was the larger or has 
shown the most growth. People who intend making 
use of this system are warned that one or more of 
the following factors could lead to the destruction of 
their own estate:

•	 Dishonest in-laws who are inclined to have finan-
cial problems because of their avarice (especially 
those who have been liquidated on more than 
one occasion)

•	 Strong family ties between a future spouse and 
such a family

•	 Where the future spouse fully supports such 
a family, irrespective of their lies, breach of 
contract and fraud

•	 The fact that the future spouse will support 
all their efforts to obtain money for their next 
‘scheme’

•	 The possibility that the future spouse and his or 
her family may attempt to enforce this system, 
even before the wedding, without obvious 
misrepresentation

•	 The certainty that such a future spouse would not 
lightly go to court and testify against his or her 
own dishonest family’s criminal deeds (even if it 
is for his or her own household)

•	 The certainty that such a spouse may use the 
accrual system to blackmail the other spouse and 
to protect his or her own family every time family 
conflict arises (because of borrowed money, 
stolen money, breach of contract and fraud).

If any of the above factors are in evidence before 
the intended marriage, a marriage including the 
accrual system or a marriage in community of prop-
erty should never be contemplated. In fact, it would 
be advisable, under such circumstances, not to get 
married at all. In-laws of this kind should be avoided 
at all costs. An estate owner should protect his estate 
from any of these possibilities.

The choice of matrimonial property regime is 
probably one of the most important decisions in 
personal financial planning and management a 
person will ever make. A bad decision in this respect 
could have far-reaching and disastrous consequences 
for personal finances.

Select the most suitable techniques
Once all the different estate planning techniques 
have been analysed, the most suitable must be 
chosen. The most suitable techniques are those 
that will help in the achievement of estate planning 
objectives. Usually this will be a combination of 
techniques, and it is advisable to get professional 
advice before making a selection.
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10.2.5 Step 5: implement the estate plan
Once an estate plan has been designed with the 
assistance of professionals, it must be implemented. 
The implementation is easier and less time-
consuming than the previous steps in this process. 
At this stage, the estate planning objectives have 
been established and the most suitable techniques 
selected.

draw up the necessary documents
Now the estate owner must ensure that the necessary 
documents are drawn up in order to implement the 
estate plan. The team of professionals must go about 
drafting the will as follows:
•	 The attorney or specialist must draw up the new 

will that reflects the last wishes of the estate 
holder

•	 The chartered accountant must work with the 
attorney in drawing up the trust inter vivos docu-
ments and stipulations in the trust deed

•	 The insurance broker must take out one or more 
policies bearing the names of the beneficiaries

•	 The sharebroker must put together a share port-
folio that will ensure the necessary capital growth 
in the estate.

inform heirs of the plan
It is advisable to discuss the estate plan with heirs 
in order to inform them of prospective future 
inheritances. This step must be approached with the 
greatest circumspection in order to avoid or limit 
conflict between heirs. It could nevertheless remove 
great uncertainty, for example, where there are five 
possible heirs to a family farm. They may feel better 
if they know that a trust is being created or if the 
farm will be sold and the proceeds divided equally 
among them.

10.2.6 Step 6: revise the estate plan
An estate plan must always be modelled on the 
personal and financial positions of the estate owner 
and his family (and/or heirs). Any significant change 
in such positions should be an indication that the 
estate plan requires attention and amendment.

An outdated estate plan that no longer meets 
the requirements for achieving the estate objectives 
bodes ill for the dependants.

Several changes may take place, and the following 
are some of the most important:
•	 A significant change in the value of the estate or 

certain estate assets
•	 Changes in tax legislation
•	 A change in marital status of a person or persons
•	 The death, disability or illness of an heir, a trustee 

or a guardian named in the estate owner’s will
•	 Where heirs or appointees are liquidated or 

declared insane
•	 Heirs with mercenary in-laws
•	 Heirs who are of age but do not appreciate the 

value of money.

10.3 ESTATE PlAnninG PiTfAllS And 
 how To Avoid ThEM

Estate planning is involved when an individual’s 
assets are transferred to heirs (who may be natural 
persons or legal entities) during his lifetime or after 
death. The following financial objectives should be 
kept in mind when an estate is transferred:
•	 Transfer costs should be minimised (particularly 

estate duty, the cost of administering the estate 
and the cost of transferring fixed property to 
heirs, institutions or trusts)

•	 Assets should be protected
•	 Provision should be made for sufficient funds 

(liquid means) to transfer your possessions 
(assets).

It is important that the necessary estate planning is 
done while you are still alive. After your death you 
will not be able to do anything about it and the exec-
utor will have to administer your estate in terms of 
the relevant legislation.

Beware of the pitfalls discussed below.

10.3.1 Pitfall 1: no estate planning 
  (your will)

Every person should have a valid will. Without 
a will, your goods are disposed of in terms of the 
Intestate Succession Act. This means family or other 
persons may inherit your possessions contrary to 
your wishes.
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Joffe et al. in King (2012:1–22) discuss the 
following pitfalls to avoid in wills:
•	 Avoid a do-it-yourself will — loopholes are easier 

to exploit by beneficiaries; it does not address 
your specific financial situation and needs; some 
beneficiaries may not inherit at all or partially 
only (beneficiaries signed as a witness and/or 
wrote out the will on behalf of the testator).

•	 You need to know some legislation—people do 
not always stick to all required aspects of the law

•	 In the case of certain mistakes beneficiaries 
may inherit according to the Law of Intestate 
Succession only

•	 Previous wills are not being revoked and may 
cause problems—the wills must be read together 
and reconciled, and the provision of the earlier 
testimonies are deemed to be revoked in so far as 
they are inconsistent with the later ones. 

•	 Indicate how much the executor’s fee should be 
•	 Not using the protection provided by the 

Attorneys Fidelity Fund Professional Indemnity 
Insurance Scheme—in the case of negligence by 
and claims against a trust company serving as 
your executor.

•	 Not using the protection provided by the Attorneys 
Fidelity Fund in cases of losses arising from the 
actions by the attorney, his/her employees as well as 
candidate attorneys. 

•	 Remember that conditions are normally added to 
a will to ‘force’ somebody to do/not to do some-
thing—conditions should be enforceable and 
should include the possibility of sanctions (if he 
keeps on smoking dagga his monthly income will 
go to his sister).

•	 Do not insert clauses that are racist, sexist, or 
discriminate on religious grounds—courts are 
against it.

•	 The Fiduciary Institute of South Africa (FISA) 
has the following opinion about drawing up your 
own will or templates assisting with do-it-your-
self wills: ‘Taking into account the knowledge 
required to draft a will properly, paying for the 
good advice when drafting your will is a small 
price to pay.’

10.3.2 Pitfall 2: insufficient estate 
  planning
As soon as your assets increase in value, for 
example, when you receive a retrenchment package, 
you should consider doing comprehensive estate 
planning. This involves more than drawing up a 
simple will. Among other things, you may decide 
to set up a trust (before or after your death) and 
establish a company.

As comprehensive estate planning requires 
knowledge of a number of specialised fields, such 
as law, investments, tax and insurance, professional 
people should be consulted to assist the owner of 
the estate. Examples are experts in personal finance, 
lawyers, accountants and insurance advisers (as 
well as the institutions they work for). We will now 
briefly discuss trusts again.

When should I set up a trust?
People often wonder what a trust really is, how 
it functions, and what type of trust they should 
establish. There are two main types of trust that may 
be used as estate planning techniques: testamentary 
trusts and trusts inter vivos. It is important to know 
the objectives of each type of trust, as well as the 
financial implications for the person who establishes 
it and the beneficiaries. It is also essential to plan 
the trust deed very carefully, because it has legal 
implications when decisions have to be made about 
how the trust assets (capital) and income from the 
trust are to be utilised. People who are considering 
setting up a trust should first find out more about 
the legal requirements.

A trust is used in estate planning to reach certain 
objectives and to solve one or more estate planning 
problems, and may be employed in the following 
circumstances, for example:
•	 Suppose someone owns a large number of 

shares and unit trusts and he manages (invests, 
sells, converts) his portfolio himself. His only 
child and heir (besides his wife) is 30 years old 
and has no knowledge of investments and the 
stock exchange. He does not show any interest 
in such investments and refuses to learn. The 
father may establish a trust (preferably in his 
will) to take care of his investments after his 
death. He may also appoint a broker in his will to 
manage the share portfolio on behalf of his child. 
The benefits to which the child is entitled – 
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income and/or capital – are stipulated in the will 
as part of the contents of the trust deed of the 
trust that is to be established. The father then 
includes the contents of the trust deed in his will. 
In his will the father stipulates that the child will 
be the beneficiary of the trust. In this way the 
child’s lack of managerial and investment experi-
ence is countered.

•	 A man lives in Sandton and has five young heirs. 
His luxury home is his only asset and he does not 
know how to bequeath it to his heirs, as it will 
not be possible to divide the house. He could now 
establish a testamentary trust and place his house 
in the trust. As his oldest child is ten years old, 
he could state in his will that all the children may 
live in the house until the age of 25. After that 
the house must be sold and the return divided 
equally among the surviving children. He could 
do exactly the same if he owns a farm. This is one 
way of solving the problem of assets that cannot 
be divided easily.

•	 A woman owns a large number of properties, 
including two houses, a holiday home, a block of 
flats and various business properties. She realises 
that she (not to mention her heirs) has a major 
estate planning problem, namely estate duty. For 
generations to come her heirs will lose the largest 
part of their assets (or a large part, if insufficient 
provision has been made for estate duty). A trust 
will offer a solution and she should transfer all 
her assets to a perpetual testamentary trust. This 
means that estate duty will have to be paid only 
once—by her. In the meantime, she could use 
various estate planning techniques to reduce the 
value of her estate. As far as possible, the heirs 
should be named as income beneficiaries in the 
perpetual testamentary trust. Capital growth will 
take place in the trust and the heirs will not have 
to pay estate duty again.

•	 A trust could be established (in a will) for a 
minor. The parent could stipulate that the return 
on his life policy or assets should be placed in the 
trust and that the child is to receive the capital 
and/or income on his 21st birthday (or any other 
specified date).

•	 If someone has an heir who is mentally impaired 
(such as a child with Down’s syndrome) a trust 
could be established for the heir, because he will 
never be able to manage the assets. The heir must 

be named in the will as an income beneficiary (in 
which case he will receive a monthly subsistence 
income) and a capital beneficiary. In the case of a 
testamentary trust, the wording of the will should 
be such that dishonest family members will 
be prevented from receiving and spending the 
income on behalf of the heir (eg through fraud 
or frequent liquidations). Nor should such people 
ever be allowed to act as administrators, trustees 
or beneficiaries of this trust (or any other trust).

•	 A cash amount could be placed in a trust for the 
education of your children or grandchildren. 
Use the wording ‘until it is needed by the benefi-
ciaries’ to protect the income or capital.

•	 A childless couple could establish a testamentary 
‘special’ trust with an organisation for mentally 
handicapped persons as beneficiary/ beneficiaries 
(unless they prefer to maintain a higher standard 
of living and spend all their money during their 
lifetime). Because of the nature of the benefi-
ciary/beneficiaries, no estate duty will be payable.

•	 Suppose a man and his wife own five properties 
and have five heirs. They could set up a separate 
trust for each heir, with the properties as trust 
assets.

which type of trust?
It is too expensive to transfer an individual’s fixed 
assets to a trust inter vivos, because of the exorbitant 
amount that has to be paid in the form of transfer 
duty. The law has created liquidity problems for 
individuals, and a testamentary trust is the only way 
to solve the problem. If you want to establish such 
a trust, however, you must have sufficient life cover 
(one or more life policies) to pay estate duty. Group 
insurance or annuities that do not form part of your 
estate are not sufficient.

If you already own a lot of assets, you should buy 
any additional fixed assets in the name of a trust 
inter vivos (or in the name of a company or close 
corporation). This will allow you to avoid the double 
payment of transfer duty and to save on estate duty 
and capital gains tax.

A discretionary trust
The trustees have the discretionary power to allocate 
income and/or capital to beneficiaries. Income 
splitting is possible between beneficiaries. The trust 
is liable for paying tax on non-allocated income.
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A vested trust
Income and/or capital beneficiaries are determined 
and their rights to income and/or capital are 
predetermined by the donor. Beneficiaries are liable 
for the payment of income tax.

A family trust (a kind of living trust – trust 
inter vivos)
The donor sells assets to the trust during her/his 
lifetime. A loan account is created. Assets can also 
be donated with donations tax implications for the 
donor.

A testamentary trust (trust mortis causa)
Erected after death by the executor based on the will 
of the deceased person.

Irrespective of the type of trust, the assets are 
protected against the insolvency of the donor, trus-
tees and beneficiaries.

We also refer to the following type of trusts (a 
different classification):
•	 An ownership trust: rights to assets are trans-

ferred to the trustees of the trust
•	 A bewind trust: rights to assets are transferred to 

the beneficiaries of the trust—the trustees control 
the property

•	 A curatorship trust: assets are managed/admin-
istered by the trustees on behalf of a person with 
a disability

•	 A special trust: created for relatives only.

(See more about type of trusts in Chapter 6 on 
income tax planning.)

Plan carefully, with the help of an attorney and/ 
or chartered accountant, before you set up any kind 
of trust.

If you are thinking about emigrating at some 
stage you should consider setting up an offshore 
trust. This is particularly important if your children 
or grandchildren might later emigrate, or study or 
work abroad.

Since 1 July 1997 offshore trusts have held certain 
benefits for South Africans. An offshore trust coun-
ters the devastating effect of tax legislation on an 
individual’s hard-earned assets. 

Carroll (2012:3) asks the following question: are 
you using your trust effectively?
•	 A trust is an estate planning as well as a tax plan-

ning instrument

•	 A trust saves estate duty as well as income tax
•	 Many trusts are not being used optimally.

10.3.3 Pitfall 3: insufficient liquid 
 assets (funds) for transferring 
 the estate

Make sure that there are sufficient funds in your 
estate to wind up the administration process. Here 
financial investments such as life policies could be 
particularly useful.

10.3.4 Pitfall 4: Building your estate 
  without doing continuous estate 
  planning

You should make deliberate efforts and follow 
specific strategies to reduce the value of your estate 
(after your death), particularly if you have to invest 
or reinvest a package. These should be determined 
by your personal financial situation. Here are a few 
strategies:
•	 Sell property to your heirs but lend them the 

money at a low interest rate to make the purchase. 
The loan will remain a part of your estate.

•	 Donate an amount of R100 000 to your child 
every year. Donate an amount of R100 000 to 
your spouse if you are married out of community 
of property with exclusion of the accrual system. 

•	 Never include the accrual system in your ante-
nuptial contract.

•	 People with large estates who expect to pay a lot 
of estate duty should not bequeath their life poli-
cies to other people (heirs). The yield of these 
policies should form part of the estate.

•	 Use a trust to buy fixed assets with an expected 
high capital growth.

•	 Take out a life policy as soon as you buy a fixed 
asset and adjust the premiums annually to keep 
up with inflation.

•	 Buy further fixed assets in the names of the heirs 
or trusts.

•	 Do not allow your retired father or mother to 
take out a policy in his or her name (except to 
make provision for estate costs). Rather take out 
a policy in the name of the child as applicant, but 
on the life of the parent.

•	 Remember that a large number of policies may 
lower your standard of living (because you have 

Personal Finance Management 5e.indb   289 12/12/2016   2:50:11 PM



Personal Financial Management290

too many fixed assets). Rather establish a trust or 
a company and save money.

•	 If you cannot make provision for estate costs (eg 
because of medical disability) you should convert 
some of your fixed assets into cash while you 
can still make decisions and are still in control 
of your affairs. You and your spouse may donate 
R100 000 every year to a child, a spouse or a trust.

•	 A man and his wife may jointly donate R200 000 
per year to a trust. The next year they may borrow 
R200 000 from the trust and then donate it to the 
trust again within the same year. After five years 
their financial position will be as follows:

 – Their estate has been reduced by R1 000 000.
 – They have borrowed R800 000 (R200 000 × 

4) from the trust in the four years and they 
therefore owe the trust R800 000. In terms 
of estate duty, their estate is now R1 800 000 
smaller (the donation of R1 000 000 plus the 
loan of R800 000). There is also a rebate of 
R1.5 million, which means that no estate duty 
will be payable if the estate is worth less than 
R3.5 million. In addition, the surviving spouse 
may have a 50% joint share in the joint estate. 
If the complete estate is bequeathed to the 
surviving spouse no estate duty will be payable.

 – The value of the assets in the trust (initially 
R1 000 000) has already grown to, say, R1 500 000. 
The growth of the estate therefore took place 
in the trust and not in their estate.

10.4 your lifESTylE And ESTATE 
 PlAnninG

Your lifestyle will have an influence on your money 
matters and influence them positively or negatively 
throughout your life. It will determine how much 
money you have for investment/spending, your 
retirement (financially independent or not), your 
career advancement as employee/employer and the 
extent to which estate planning is necessary. It also 
determines the type and size of the financial claims 
you could expect on your estate in the case of death 
or divorce.

We will now look at some aspects that will deter-
mine your type of financial planning in the following 
instances:
•	 If you are cohabiting with someone

•	 If you are engaged
•	 If you are married
•	 If you are in the process of a divorce.

For more information consult the book: Lifestyle 
Financial Planning at: www.moneyskills.co.za

10.4.1 living together: your 
 cohabitation agreement

What does cohabiting mean?
You are cohabiting if you live with someone in the 
same home without being legally married. Two 
people who live together can be of the same or the 
opposite gender.

no protection from the law
The law offers little if any protection to people 
who live together, unless children are born of such 
a relationship. The law regards marriage as the 
institution that forms the basis of family life. This is 
why so many legal requirements have been created 
to prevent confusion when a marriage is dissolved.

watch out for financial pitfalls
Many hidden financial problems arise when people 
who have lived together decide to separate. Here are 
a few examples:
•	 The wealthy partner gives the other party a car 

but keeps it registered in his or her own name. 
The other party is so impressed by this that he 
or she hands over all his or her income to the 
first partner for investment in a bright future 
together. The wealthy partner again makes all the 
investments in his or her own name. When the 
relationship ends, one party has all the assets.

•	 A couple decides to share a flat. One pays the 
rent, water and electricity and buys the food.

•	 The other buys furniture and a car in his or her 
own name. Were this relationship to end, the 
party who has virtually been supported by the 
other would, in addition, be entitled to the furni-
ture and the car.

•	 A man and a woman who live together buy furni-
ture using the man’s cheque account, but the 
woman contributes her share. The man incurs 
too much debt and is declared insolvent. The 
furniture that was actually bought jointly is not 
attached. The woman would be able to retain her 
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share of the furniture only if she could prove that 
she had paid for it, which could be difficult in 
circumstances such as these.

•	 After Dave and Linda have lived together for 
40 years, Dave dies of cancer. Over the years he 
and Linda have bought a lot of expensive furni-
ture and have paid for it together, but everything 
was bought in Dave’s name. Unfortunately, he 
dies intestate. Linda gets none of their furniture. 
His estranged brother (the only living relative) 
inherits all Dave’s possessions. However unfair it 
may seem, the law does not protect Linda at all.

•	 Danie and Marinda live together and buy a flat 
registered in both their names. They are granted 
a bond to finance their purchase. (Banks do grant 
loans to people who live together. However, both 
must have an income and the instalment that 
is paid monthly must not exceed 30% of their 
joint income.) They later decide to end the rela-
tionship. Danie suggests they sell the flat, but 
Marinda does not want to. Danie tries to sell his 
share in the flat to Marinda, but she refuses to 
buy it. Danie offers to buy Marinda’s share, but 
again she refuses to sell. Without a cohabitation 
agreement Danie cannot force Marinda to accept 
any of his proposals. Both are entitled to live in 
the flat and the situation becomes unbearable. If 
Danie had bought the flat in his own name, in the 
absence of a written agreement between the two, 
Marinda would have had to leave the property. 
She would not have been entitled to even a single 
month’s accommodation.

•	 Jack and Maria live together. He works and she 
does not. He dies in an accident at work and Maria 
applies for unemployment insurance benefits 
(benefits to which certain unemployed persons 
are entitled). However, Jack is still married to 
another woman. This woman therefore receives 
these benefits, and not Maria.

•	 A serious problem arises when a child is born of 
a relationship such as this and the relationship is 
terminated. Roman-Dutch law held that a father, 
who did not legitimise his child by marrying the 
mother, should be punished—the man was there-
fore obliged to pay maintenance but he was not 
entitled to see his own child. This was his lot, 
regardless of whether or not it was the woman 
who did not want to get married. Recent legisla-
tion has changed this. Children now have greater 

rights, and so do fathers. Consult an attorney for 
further information.

draw up a cohabitation agreement
The only practical way of preventing most of the 
above problems is a cohabitation agreement. This 
must be a purely financial agreement between two 
parties. It is particularly important to include the 
following matters in the agreement:
•	 Which expenses will be shared and in what 

proportion
•	 How these will be paid (from a joint account or 

separate accounts)
•	 The keeping of separate savings accounts
•	 How investments will be made and in whose 

name (separate accounts in own names are 
recommended)

•	 How the assets will be divided if the relationship 
is terminated

•	 How an interest in a joint business (if applicable) 
will be dealt with (also in the event of the rela-
tionship ending)

•	 Whether maintenance will be paid after separa-
tion

•	 What rights and obligations will issue from 
ownership of a home during and after the rela-
tionship

•	 How a lease contract will be managed during the 
relationship (for example, will it be done in both 
names), in the event of death (would one party be 
able to take over the lease) and after separation

•	 How property will be bought (jointly, separately)
•	 How joint assets will be divided if the relation-

ship is terminated.

10.4.2 your engagement: financial 
 implications
Most people planning to marry become engaged 
at some stage. Just as 75% of marriages end in 
divorce, many people break off their engagement. 
Let us take it further. Just as divorce has definite 
financial implications, breaking off an engagement 
may also have negative financial implications. We 
could say that there are certain requirements for 
an engagement, just as there are for a marriage. If 
these requirements are not met, the engagement or 
marriage would be invalid.
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As soon as an engagement or marriage exists 
legally, it has certain implications for the parties. The 
legal standing of the relationship between spouses 
is informed by Matrimonial Law as part of Family 
Law, which also regulates the termination of both an 
engagement and marriage.

Table 10.4 shows some requirements and charac-
teristics of the engagement contract as opposed to 
other contracts; and Table 10.5 shows requirements 
regarding the validity of an engagement.

It is particularly important to know that an 
engagement cannot simply be broken off with no 
financial liability to the other party. There may be 
claims and court cases, with serious financial conse-
quences for the party breaking off the engagement.

Table 10.6 points out that both a claim for 
damages and a claim for satisfaction may be insti-

tuted if an engaged party commits a breach of 
contract. The innocent party may also claim/reclaim 
that which was given to the other party, and keep 
what was received from the other party. The latter 
will be subtracted from the amount of damages.

As with any contract, the following require-
ments must be met in the case of an engagement: 
the parties must have legal capacity, there must be 
consensus, it must be permissible and juristically 
and factually possible.

An engagement may be terminated as follows: 
matrimony, death of a fiancé, mutual agreement, 
withdrawal of parental permission in the case of a 
minor, unilateral withdrawal on suitable grounds 
and breach of contract (Unisa 1997: 36).

Table 10.4: Comparison between an engagement contract and other contracts

EnGAGEMEnT conTrAcT oThEr conTrAcTS

Postal contract An engagement contract concluded by post 
comes into effect at the place where and 
at the time when the offeror is informed 
of the acceptance of the offer by the 
addressee.

A commercial contract concluded by 
post comes into effect at the place 
where and at the time when the letter 
of acceptance is posted.

Legal capacity Only persons legally capable of being 
married to one another may become 
engaged to one another. For example, 
a minor younger than 18 years needs 
permission from his or her parents and the 
Presidency to get married.

In the case of a commercial contract 
concluded by a minor, only the parent/
guardian of the minor need give 
permission.

Withdrawal In certain circumstances an engagement 
may be broken off unilaterally on good 
grounds.

A party may withdraw (unilaterally) 
from a contract only if the other party 
to the contract is guilty of breach of 
contract.

Specific 
performance 

To claim specific performance would mean 
that the one party would force the other 
party to marry him or her. In South Africa 
no one may be forced to marry. Specific 
performance therefore cannot be claimed.

A party is entitled to claim specific 
performance from the other party.

Damages Calculating damages is sui generis in 
the sense that the damages awarded 
are calculated according to positive and 
negative interest.

The rule for damages is that damages 
awarded are calculated only according 
to positive interest.

(Source: Unisa 1997: 30)
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Table 10.5: Validity of an engagement

TyPES of cASES PErSon(S) whoSE 
PErMiSSion iS 

rEQuirEd

When both parents of a 
minor are still living

Both parents

When only one parent of 
the minor is still living

The surviving parent

When only one parent has 
custody of a minor

Only the parent who 
has exclusive custody

When both parents of the 
minor are deceased

The legal guardian

When the minor is 
emancipated or has 
reached the age of 
majority (18 years)

Both parents

When the minor was 
married, but is divorced

No permission 
required

When the minor was 
married, but his or her 
spouse is deceased

No permission 
required

When the minor has been 
declared emancipated 
in terms of the Age of 
Majority Act 57 of 1972. 
(This Act was repeated 
by Section 313 of the 
Children’s Act 38 of 
2005 with effect from 
1 July 2007. No specific 
provision has been made 
in Act 38 of 2005 for 
emancipation of minors.) 

No permission 
required

When the minor is under 
18 years or a girl under 
15 years

The Presidency and 
parents

When the parents of 
the minor conclude an 
engagement on behalf of 
the latter

The minor

Source: Unisa 1997: 34)

10.4.3 Getting married
A marriage is defined as the legally acknowledged 
life-long voluntary association between one man 
and one woman to the exclusion of all other persons 
(Unisa 1997: 45).

To be valid, a marriage must satisfy, amongst 
others, the following: legal capacity, consensus, 
proper sanction and satisfaction of the prescribed 
formalities.

The persons indicated in Table 10.6 enjoy no 
legal capacity to marry.

Persons between the ages of seven and 18 years, 
ie minors, may marry with the required permission.

Where minors were married before or have been 
declared emancipated, they need nobody’s permis-
sion to conclude a marriage.

Table 10.7 shows the requirements for a valid 
marriage between minors, or one that involves a 
minor.

In the case of an invalid marriage, the status of 
the ‘spouses’ is that of unmarried persons, and any 
children conceived will be regarded as illegitimate.

Where minors have married without permission, 
the marriage may be dissolved by the court, or not. If 
it is not dissolved, the following pertains with regard 
to the matrimonial property regime:
•	 If there is no antenuptial contract (ANC), 

community of property pertains
•	 The ANC will be valid if accrual is included, ie 

a marriage out of community of property with 
inclusion of the accrual system.

Handling money, and matters pertaining thereto, 
is the main reason why people experience so much 
marital conflict, and eventually divorce. It is there-
fore essential for both spouses to have certain 
financial knowledge, in order to realise the role 
money will play in the marriage. This will form the 
basis on which each household should determine 
particular guidelines for spending money according 
to the household and individual budget.
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This is why it is so important for those intending 
to marry to think carefully about the following two 
vital matters beforehand: 
•	 The specific matrimonial property regime they 

will use when drawing up their ANC
•	 The specific manner in which household income, 

joint and/or several, is to be invested and spent.

Table 10.6: Persons with no legal capacity to marry

concEPT MEAninG

Infant A child younger than 7 years.

Minor A child between the ages of 7 
and 18 years.

Wastrel A person with normal mental 
abilities but who is incapable of 
managing his own affairs due 
to an incapacity regarding his 
powers of discretion or character 
which causes him to waste his 
assets in an irresponsible and 
reckless manner.

Mentally 
incapacitated 
person

A person with a mental 
incapacity who can, as a result, 
not understand the nature and 
consequences of his actions.

(Source: Unisa 1997: 47)

Table 10.7: Validity of the marriage of a minor

TyPES of cASE PErSon(S) whoSE 
PErMiSSion iS 

rEQuirEd

If both parents of the 
minor are still living

Both parents, even if 
they are divorced

If one parent of the minor 
is deceased

The surviving parent

If both parents of the 
minor are deceased

The legal guardian

If one or both parent(s) 
of the minor are absent, 
insane, or otherwise have 
no legal capacity, or if 
the minor has no legal 
guardian

The Commissioner of 
Child Welfare

➟

If one or both parent(s) of 
the minor, the guardian 
of the minor or the 
Commissioner of Child 
Welfare refuse permission

The High Court

If the minor is younger 
than 18 years

Apart from one 
of the above-
mentioned parties, 
the Presidency as 
well

(Source: Unisa 1997: 62)

The choice of a matrimonial property regime is 
particularly important, taking into account current 
legislation, financial principles, self-protection, 
protection of the family assets and, especially, 
personal financial planning. The particular assets 
the two parties bring to the proposed marriage, as 
well as those of their parents, will also play a major 
role. You must decide for yourself how you are going 
to manage the household’s money matters to the 
satisfaction of all parties.

10.4.4 your matrimonial property 
 regime: your antenuptial contract 
 (Anc)

‘We’re getting married. Where do we sign?’ People, 
especially young people, are so in love when they 
get married that they want to sign and get it over 
with as quickly as possible. Young people (who are 
often naive) regard an antenuptial contract as an 
emotional document — something like a declaration 
of their love, because they ‘will never get divorced’. 
Their marriage ‘is going to be unique’. However, the 
fact is that one in every two people (50%) will be 
divorced and that this percentage becomes 75% if 
second, third and fourth marriages are included. An 
antenuptial contract should therefore be regarded as 
a purely financial agreement and should be drawn 
up with the possibility of divorce in mind, because of 
the high risk, particularly when the accrual system 
is included.

Because of the rate at which marriages break 
down these days, it seems almost incredible that 
the possibility of a divorce and the financial conse-
quences thereof are not dealt with in the antenuptial 
contract. Should the couple later decide to divorce, 
it will be very difficult to reach a settlement about 
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the division of assets without going to court. At this 
stage it is usually too late for reason.

How important is an antenuptial contract?
The antenuptial contract is the most important 
document a person entering a marriage will sign in 
his or her life. It will affect and even determine all 
your financial decisions for the rest of your life. It 
may also determine what you do with the possessions 
you accumulate in your lifetime. In particular, the 
matrimonial property regime you choose will have 
an influence on your financial future — especially if 
you should divorce.

Personal financial matters are based on three 
aspects: the accumulation, protection and transfer of 
assets. Your antenuptial contract will have a direct 
effect on all of these.

People are worried about the risk involved in 
investments. They will carefully choose a less risky 
unit trust or a share with a higher yield. It is shocking, 
then, that most people sign an antenuptial contract 
blindly, when statistically there is a 50% chance that 
they could lose a part of their possessions within 
seven years as a result of divorce. Investment risks 
seem negligible compared with the risks involved in 
an antenuptial contract.

Your antenuptial contract may even have a direct 
influence on your career. Say you want to mortgage 
your house to buy a business or exploit a business 
opportunity. If your spouse jointly owns the house 
in terms of your antenuptial contract you need their 
signature to get the loan. Your spouse may refuse to 
sign (may have other plans) and you will be left high 
and dry.

The antenuptial contract will also affect your 
estate planning.

Where does the problem arise?
Drawing up a suitable antenuptial contract should 
be taught as part of personal financial skills. After 
all, knowledge of personal finances is the most 
important life skill young people could have.

What is the problem?
Young people (or other people who are getting 
married) usually are not aware of the importance of 
the antenuptial contract or its financial implications. 
People who want to get married also usually 
neglect to find out more about the various types 

of matrimonial property dispensation and their 
financial consequences.

Your attorney should explain the various matri-
monial property regimes to you long before you 
sign the contract, but usually you quickly sign 
your contract, pay your fee and leave. You are often 
under the impression that you have no option but to 
include the accrual system.

Many married people still do not know that 
the accrual system is included if you marry out of 
community of property unless you explicitly exclude 
it. Nobody bothers to tell them, as is evident from 
the numerous court applications by couples who 
want to change their antenuptial contracts because 
they did not know that the accrual system could 
be excluded. The dangers of the accrual system in 
case of divorce are not explained to parties either, 
presumably because it could be construed as cheap 
or free financial advice.

The assets and investments of naive and 
well-meaning parents may also unwittingly and 
innocently become part of the accrual and they may 
incur immense financial losses when their child 
divorces.

But the biggest danger is the inflexibility of 
divorce legislation, because your antenuptial 
contract has a direct bearing on your divorce (some-
thing that few people realise).

The purpose of an antenuptial contract
Some of the purposes of an antenuptial contract 
are: to determine what the two parties possess at 
the time, how assets will be accumulated for the 
rest of their lives, and to help the executor with the 
administration of the estate of a deceased spouse. In 
case of divorce, the antenuptial contract should help 
the attorney or advocate establish what each spouse 
is entitled to claim. Unless specific arrangements are 
made and specified in the antenuptial contract, the 
law will determine what is going to happen to the 
possessions of the parties in a divorce — often with 
disastrous consequences.

who should draw up the antenuptial 
contract?
An antenuptial contract must be drawn up by an 
attorney. When two people want to get married they 
usually go to the nearest attorney, who is supposed 
to explain to them the financial implications of 
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the various matrimonial property regimes. Unfor-
tunately, this seldom happens and the couple often 
have to go to court to change their antenuptial 
contracts at a later stage.

Types of matrimonial property regime
The law stipulates that when two people marry they 
have to choose a specific matrimonial regime, which 
is then registered in their antenuptial contract.

People may choose to marry in community of 
property. This means that their assets and liabilities 
will be divided equally (50/50) and they will jointly 
own all their assets for the rest of their married lives. 
The matrimonial property regime that you choose 
will also determine whether you need the approval 
of your spouse to perform certain actions. If you are 
married in community of property you will not need 
approval for actions such as selling listed shares to 
buy others, making a deposit in your own name, 
or mortgaging, selling or ceding building society 
shares in your own name. For others you will need 
informal (oral) approval (eg for selling or pawning 
loose assets of the joint estate, or disposing of money 
that belongs to the other spouse or the joint estate). 
In some cases, written approval will be required, for 
example when disposing of fixed assets in the joint 
estate, entering into agreements about fixed assets, 
standing surety, making a purchase in terms of the 
Alienation of Land Act 68 of 1981 and entering into 
a credit agreement.

Table 10.8 points out the debt position of parties 
married in community of property.

Table 10.8: Marriage in community of property: 
liability for debt

dEBT liABlE PArTy 
(PArTiES)

Debt regarding house- 
hold necessities

Both spouses jointly

Either spouse severally

Other debts binding 
the joint estate

Both spouses jointly

Spouse who created the 
debt

Debts regarding a 
spouse’s separate 
goods

Spouse whose separate 
goods are involved

(Source: Unisa 1997: 118)

Another option is to marry out of community of 
property with exclusion of the accrual system. Each 
spouse will then possess his or her own assets and 
will have his or her own liabilities. This system is 
strongly recommended, because many hidden prob-
lems in the accrual system can be avoided.

A third possibility is to marry out of community 
of property with inclusion of the accrual system.

The accrual system applies to all marriages 
concluded after 1 November 1984. People who want 
to get married now have a choice: to marry out of 
community of property with inclusion of the accrual 
system (which happens automatically), or to marry 
out of community of property with exclusion of the 
accrual system (this should be stipulated in their 
antenuptial contract). Each spouse must make a list 
of his or her own assets and liabilities that should be 
excluded from the accrual. This list should form part 
of the antenuptial contract.

With a view to the long-term prosperity of both 
parties, two completely separate estates with the 
accrual system excluded, and personal financial 
planning, is suggested.

Here are some examples of the pitfalls you may 
encounter:
•	 Mr A (who has a large estate) and Mrs B (who 

owns only a car) get married with inclusion of 
the accrual system. A month later, Mrs B’s lover 
comes to fetch her and three months later the 
marriage ends in divorce. Mr A has acquired a 
property worth R1 million on their honeymoon. 
Mrs B is now entitled to half of the accrual of their 
estate, namely R500 000, and Mr A is obliged to 
pay it to her.

•	 Mr C (who has many assets) and Mrs D (who 
has no assets) marry with inclusion of the accrual 
system. He lists his assets in the antenuptial 
contract and puts their value at R500 000, but 
does not use a sworn valuator. The actual value 
of his assets is R1 million. Mrs D is a fortune 
seeker and six months later they are divorced. 
The law says that Mrs D is now entitled to the 
R500 000 by which Mr C undervalued his assets, 
irrespective of whether or not he was able to 
assess their value and where he is to get the 
money. Remember that in terms of the law, igno-
rance of the law is no excuse.
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•	 Mr E (who has few assets) and Mrs F (who has 
three farms worth about R2 000 000) marry 
with inclusion of the accrual system. Mrs F dies, 
and by then the farms are worth R5 000 000. 
The law says that there has been a R3 000 000 
(R5 000 000 less R2 000 000) growth in Mrs F’s 
estate and that half of that (R1 500 000) must be 
paid to Mr E. Unfortunately the estate is not liquid 
enough (there are insufficient funds or cash) and 
all three farms have to be sold in uncertain times 
for only R1 500 000. Her bequests are now worth-
less and her two children do not inherit anything.

Because of the many practical problems, you will 
be well advised to consider your options very care-
fully before marrying with inclusion of the accrual 
system.

Calculation of accrual:
Net final value of estate – net initial value of estate
– assets excluded (according to ANC) = accrual

Calculation of accrual charge:
Accrual charge = 1/2 (greatest accrual – smallest 
accrual)

Parents do not always realise that their assets could 
be at stake when their children get divorced. For 
example, a father donates a building complex to his 
son and daughter-in-law. The complex consists of a 
residential unit (for the parents) and an adjoining 
shop. They agree (verbally) that the father and 
mother should have the residential unit (they may 
live there until they die) and usufruct on the shop 
that is being leased (they may live off the rental). 
This is the only pension the parents have.

The son marries out of community of prop-
erty with inclusion of the accrual system and gets 
divorced five years later. The former daughter-in- 
law decides to claim her share — which includes half 
the building complex. The father and mother are 
forced to move out, and lose their pension because 
the complex has to be sold to give the daughter-in- 
law half of the proceeds.

The antenuptial contract: important aspects
Here are some of the most important aspects that 
should be addressed in an antenuptial contract:

•	 A list should be made of each party’s possessions 
(mainly fixed assets, vehicles and furniture) with 
their market values as determined by a sworn 
valuator. This is very important in a marriage out 
of community of property.

•	 When a couple gets married in community of 
property, it should be stipulated beforehand who 
is to retain what in the event of a divorce, what is 
to be sold and how the proceeds are to be divided. 
In marriages in community of property it should 
be stipulated who is going to keep what, what 
should be sold, and whether the proceeds should 
be divided between the spouses. The same should 
happen if the accrual system is included (not 
excluded) and future property may be involved.

•	 Stipulate whether future inheritances will form 
part of the settlement agreement. All future 
inheritances (assets, or income earned on assets 
or investments) should be carefully excluded 
when assets are divided. Also stipulate that no 
income that is inherited in one way or another 
may be taken into account when maintenance is 
determined in the case of divorce. Parents should 
make similar stipulations in their wills about 
inheritances that may come to their children.

•	 Decide who is going to be the legal guardian of 
one or more of the children. This may prevent 
future legal costs.

•	 Possible future claims for maintenance should be 
dealt with at this early stage. Beware of ‘the R1 
clause’. This can be increased after a divorce to 
thousands of rands.

•	 You must also stipulate whether one spouse 
will be responsible for the medical expenses of 
the other and for what period. After divorce, 
an ex-spouse is no longer a dependant as far as 
medical aid funds are concerned and does not 
have to remain on the other’s medical aid fund, 
unless he or she is medically disabled. Many 
people destroy their former spouses when their 
medical expenses are allowed to remain the 
responsibility of the ex-spouse, because they have 
the entire pharmacopoeia and all doctors and 
operations at their disposal.

•	 Determine how custody of the children will be 
arranged. Choose unrestricted access during the 
week (with the necessary arrangements), access 
every second weekend and alternate short and 
long holidays. This prevents a situation in which 
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the children are used as emotional footballs after 
a divorce.

•	 Stipulate that no party will be entitled to any 
policy of the other party in case of divorce (unless 
they have contributed to it) and that no policies 
need to be maintained or ceded to children (for 
their education). This will ensure that the affected 
ex-spouse will be able to lead a more ‘normal’ 
life, because he or she will not be forced to meet 
greater financial demands with less money.

•	 Stipulate that neither party will be entitled to any 
investment of the other party, even if it is osten-
sibly to be used for the children’s education. The 
children should also not be entitled to any invest-
ment.

•	 Stipulate that a reasonable amount will be paid 
for the maintenance of the children. This main-
tenance should be indicated as a percentage of 
net income. Indicate how this net income will 
be calculated and stipulate further that the two 
parties will share equally the reasonable costs for 
the maintenance of the children. Also stipulate 
that proof must be given of how the maintenance 
is spent.

•	 Children will automatically remain depend-
ants on the existing medical aid fund. It may 
create a major problem if the children are listed 
as dependants on the medical aid scheme of a 
parent who does not have custody—particularly 
if the parent does not meet his or her financial 
obligations. Medical aid benefits can be abused 
and could eventually include all medicine, thera-
pists (whether therapy is necessary or not) and 
other costs not covered by the fund. An unscru-
pulous parent could simply give the name and 
medical aid number of the other parent and 
abuse medical aid services while the other has to 
pay the bill.

•	 Stipulate who is going to be the legal guardian 
of the children (later this could become a very 
emotional affair). This will protect the children 
from being used for financial gain—something 
that happens very often and is allowed by a loop-
hole in the legislation.

•	 Stipulate who is to be held responsible for legal 
costs (of the divorce). It is advisable to stipulate 
that the legal costs will be shared equally if a 
settlement is reached out of court within 30 days, 
otherwise one party may refuse to pay any legal 

costs or push up the costs in an unreasonable 
manner. A settlement out of court should not 
cost more than R5 000. If attorneys are consulted 
over months, this amount could grow to tens of 
thousands of rands—even if the parties settle out 
of court. It may also be stipulated that the party 
who institutes divorce proceedings will have to 
pay all the legal costs.

•	 Stipulate that furniture that was borrowed from 
parents will not form part of the settlement agree-
ment. This will prevent a spouse from selling 
furniture that belongs to his or her in-laws or 
from storing it elsewhere. Enter into a joint loan 
agreement with your spouse.

•	 Children often borrow money from their parents 
for a specific project. It is important to stipulate 
that if both spouses sign for such a loan (eg to 
pay off a mortgage bond partially) both will be 
held responsible for repaying the loan if they are 
divorced. Determine this beforehand, because if 
one party flatly refuses to pay his or her share 
after the divorce, it can leave the other party with 
a substantial financial burden.

•	 Stipulate that where fixed property is owned 
jointly and the parties are divorced, the party who 
did not contribute to the mortgage payments will 
be responsible for repaying half of what has been 
paid at that stage. This would be when the prop-
erty is owned on a 50/50 basis, unless the other 
party has made similar financial contributions.

Probably the biggest question is whether an antenup-
tial contract should be short or detailed. Attorneys 
rightly suggest that the shorter and simpler an ante- 
nuptial agreement the ‘easier’ things will be in the 
case of death or divorce. But there are two problems 
in drawing up an antenuptial contract:
•	 The accrual system
•	 Divorce laws.

The accrual system was introduced in order to end 
past discrimination against women. Unfortunately, 
it is often problematic when applied in practice. 
Avoid it, and warn your children against it, mainly 
because it is very difficult to divide assets and call up 
investments if you divorce, and even more difficult 
to determine which assets and investments belong 
to whom.
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An antenuptial contract should not be drawn up 
only to facilitate financial arrangements after the 
death of a spouse. It is also essential when a marriage 
that began in good faith ends up in the divorce 
court. Plan your antenuptial contract in advance and 
become involved in the planning of your children’s 
contracts when they get married.

Protect yourself against:
•	 Yourself
•	 Your spouse
•	 Your family
•	 Your in-laws
•	 Third parties
•	 The laws of the country
•	 Your spouse’s insolvency
•	 Poor estate planning, investment planning, and 

retirement planning, as well as poor income tax 
and career planning

•	 No possibilities for personal financial planning.

10.4.5 Managing your joint finances
If your spouse has little knowledge of money 
matters, you must help him or her to attain that 
knowledge. While you were dating, you must have 
had some inkling of whether your future spouse 
has such knowledge or not, just as you would have 
gained some insight into your spouse’s values – 
whether he or she merely takes, or is also willing to 
make a financial contribution. In other words, you 
must already know whether you will need to create 
a culture that would force both parties to make a 
contribution, in order to keep the debt collectors 
from your door. Any debt demands should be 
watched carefully, and followed up.

Emotions and love-sickness on the part of 
spouses, or one of them, often mean that they go 
through the following phases without ever knowing 
who the other spouse really is, or how the other 
person feels about money or spends it, or will be 
spending it. These phases are:
•	 The dating phase
•	 The cohabiting phase
•	 The engagement phase
•	 The marriage phase and eventually
•	 The divorce phase.

Keep an eye on your friend throughout all these 
phases to see how money is handled: that is, to 
influence you, to disadvantage others, for personal 

enrichment or to deceive someone. The same 
strategy may later be used against you. Forget all 
about emotions and make sure that rational thinking 
(also that of your parents/best friends) helps you to 
examine and analyse matters thoroughly.

However, let us stick to money management in 
order to:
•	 Manage the household’s money matters effi-

ciently
•	 Avoid conflict (which can result in divorce).

Some guidelines:
•	 Each spouse’s income should go into a separate 

bank account.
•	 Spread the payment of household expenses fairly 

(this does not necessarily mean equally, because 
one spouse often earns more than the other).

•	 Make notes of your distributions/payments and 
keep this on record. The party contributing less 
(and who can still remember this) must not claim 
the greater part of the estate during the divorce 
proceedings, but only what they are, in all fair-
ness, entitled to.

•	 Make sure that you know which assets are owned 
and bought jointly.

•	 Each spouse should use his or her own cheque-
books, accounts and credit cards.

•	 It is important that each party should build up 
a good credit record (paying clothing accounts 
promptly, for example) for future reference. It is 
only logical that the spouse owning property in 
his or her own right should singly be responsible 
for expenses associated with it (the other spouse 
should then help to pay for things such as the 
telephone, food and entertainment, and also save 
something towards his or her own property or 
retirement, to ensure that he or she does not one 
day walk away with only a full belly. (Not that it 
always works out that way, particularly because 
children are usually involved, and quite possibly 
a lover with a place of his or her own).

•	 Invest together to reach joint goals that will help 
to strengthen the foundations of the marriage.

•	 Each spouse should be able to spend a certain 
amount at his or her own discretion; so as to 
promote independent growth and reach personal 
goals—without it, the spouse with the greater 
income may be able to dictate everything, finan-
cially speaking.
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•	 Both spouses must, at all times, be aware of 
the state of the household finances, in order to 
promote peace and security (from matters such 
as investments, to the joint will or individual 
wills).

•	 Make a positive contribution to the joint manage-
ment of the household’s funds, and do not simply 
voice criticism.

•	 Of course, one spouse may have so much knowl-
edge that management of the money matters may 
safely be left solely in his or her hands (as the 
other party, you should still remain informed of 
that party’s decisions, spending and state of your 
own money matters).

•	 Both spouses should ensure that they will be able 
to retire with financial independence, and adjust 
their investments, annuities, wills and trusts 
accordingly.

•	 Do not simply sign as surety for the other spouse’s 
debts – you could lose everything you own (a 
spouse should not put the other in such a finan-
cial position).

•	 Through conversations and communication, 
involve the housekeeping as part of your budget 
and planning at all times.

•	 If a spouse works for the other spouse, the full 
‘business relationship’ should be put on paper to 
prevent someone having to walk out without a 
bean after many years’ hard work.

•	 If spouses are involved in a joint business, it is 
even more important to keep written records of 
all business activities.

•	 Make very sure that a deed of sale is drawn up and 
linked to a life policy (business assurance policy) 
– in this way one party can buy the other’s share 
in case of a divorce, or they can continue with the 
business relationship after the divorce, or the one 
spouse could buy the other’s share after his or her 
death, using the proceeds of the policy.

•	 If one spouse earns much more than the other, or 
if the other does not work, the spouse with the 
smaller or no income could work for the other 
as part of an own business, in order to spread 
the income and to reduce and spread the load of 
income tax.

•	 However, keep in mind that household tensions 
could increase if spouses work together and bring 
home business problems involving transactions 
(income and expenditure).

•	 The value of the parties’ share in the specific type 
of business must be determined, because it could 
become an issue if the business is dissolved (or 
after a divorce).

•	 When drawing up the business agreement for 
that type of business, and the deed of sale, it is 
very important to determine the basis for valuing 
the business interest.

Sometimes, persons in the process of a divorce receive 
a package. The other partner then (rightly or wrongly) 
often claims half of the package as part of the settle-
ment agreement. The matrimonial property regime 
under which the parties were married will no longer 
solely determine whether the package must be divided 
between them in this way. Let us look at examples 
where a package (ie pension benefits) is regarded as 
part of a person’s assets in a divorce.

Pension benefits have been regarded as part of 
a person’s estate since 1989 and are therefore also 
considered to be part of that person’s estate in case of 
divorce. Nowadays, one spouse is entitled to a part of 
the other spouse’s pension (calculated on the date of 
the divorce) payable at retirement. Consult Chapter 
17 for more information on divorce and retirement 
benefits.

These rules apply to pension funds, provident 
funds, preservation funds and retirement annuities.

10.4.6 divorce: your divorce settlement
Protect yourself
During the divorce process, make sure of the 
following:
•	 That your spouse will not be allowed to buy on 

your account(s)
•	 That your spouse will not be allowed to liquidate 

your joint investments and use the money else-
where (eg for buying shares)

•	 Arrange for the continued payment of policies
•	 Arrange for the payment of debts in which you 

were also involved (make sure that creditors do 
not come looking for you)

•	 Arrange that business and financial transac-
tions may occur only under the signature of both 
spouses – particularly where you are in business 
together

•	 Keep records of all income and expenditure until 
the divorce is finalised
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•	 Arrange with your bank (or other institution) 
that only you may use your credit card

•	 Draw up a new will for yourself.

Carroll (2012:3) explains some aspects regarding 
retirement annuities and living annuities:

Retirement 
annuity

Does not form part of your 
estate (neither the lump sum 
nor the annuity)

Living annuity After retirement a living annuity 
provides protection in the case 
of a divorce; you may nominate 
anybody as beneficiary.

An attorney
Get the help of an attorney to handle a divorce. The 
attorney should simply direct the legal process and 
not represent one party or the other. This is practical 
where both parties have some financial knowledge 
and know exactly what they are letting themselves 
in for (not that there are many people with this kind 
of knowledge).

In other cases, you should consult an attorney, 
without letting yourself become involved in a process 
that will disadvantage the other spouse unfairly.

handling your own divorce
An attorney’s help is usually sought in most divorce 
cases, to represent one or both parties. Of course 
an attorney saves a great deal of time, especially if 
the parties have already agreed on a settlement and 
regard the division of assets and possessions as fair.

Lombard (1994) points out, however, that it 
is legally permissible to handle the divorce your-
selves, as long as you work very accurately and both 
spouses agree to it (ie an uncontested divorce). This 
can save much money for one or both of the parties. 
The actual legal aspects of the divorce will cost only 
a few hundred rand. Of course, you would need to 
put forward good reasons why the marriage should 
be dissolved.

Perhaps the most difficult aspect of a divorce 
is the distribution of assets and possessions. After 
many years of married life and accumulation it is not 
always easy to say exactly who is entitled to what. An 
attorney specialising in family law is the best person 
to consult at this very late stage, to advise on the 
distribution of assets in the light of your particular 

matrimonial property regime as reflected in the 
antenuptial contract (ANC).

10.5 ThE AdMiniSTrATion of An 
 ESTATE (windinG uP)

The administration of an estate (winding up) 
involves many steps that may differ from case to 
case. The steps are not determined only by the size 
of the estate, but also its solvency/insolvency.

Abrie et al. (2000:8) point out the use of computer 
programs, which can ease the task of the adminis-
trator. The programs not only provide for drawing 
up the liquidation and distribution accounts, but 
also for calculating all manner of estate costs. The 
administration process is completed step by step.

It is only logical that a program cannot replace 
a person or the user thereof, especially not one 
with the required knowledge of the administration 
process and the applicable legislation, including:
•	 Wills Act 7 of 1953
•	 Intestate Succession Act 81 of 1987
•	 Trust Property Control Act 57 of 1988
•	 Estate Duty Act 45 of 1955
•	 Matrimonial Property Act 88 of 1984
•	 Maintenance of Surviving Spouses Act 27 of 1990
•	 Immovable Property (Removal or Modification 

of Restrictions) Act 94 of 1965
•	 Subdivision of Agricultural Land Act 70 of 1970
•	 Deeds Registries Act 47 of 1937.

An estate must be administered as soon and as 
accurately as possible. The administrator must put 
the needs of the beneficiaries first and always take 
account of their wishes.

In the discussion below, we will briefly look at the 
executor’s tasks during the administration of solvent 
and insolvent estates.

10.5.1 Solvent deceased estates
A deceased’s estate is administered by an executor, 
who may be the surviving spouse and/or child(ren) 
of the deceased, a lawyer, an accountant, a financial 
institution or an agent of the executor. The executor 
is responsible for executing all tasks during the 
process of administering the estate, and this takes 
place under the watchful eye of the Master of the 
High Court. Surviving spouses and/or child(ren) 
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appointed in a will as executors often prefer to 
take on this task themselves, in other words not to 
approach an agent (for example, a lawyer, accountant 
or financial institution) to help carry out the task.

You need to distinguish between estates with an 
estate value of smaller or larger than R125 000, and 
also between solvent and insolvent estates.

Appointing an executor
An executor is appointed by the Master of the High 
Court, in the form of a letter of executorship, when 
the following have been forwarded to the Master: a 
death notice, the original will, an inventory of the 
assets of the estate, an acceptance of executorship 
in duplicate and proof of surety (where applicable). 
If the executor wishes to appoint a co-executor, 
the following need to be forwarded to the Master: 
an acceptance of co-executorship in duplicate, the 
deed of assumption signed by the executor and 
the co-executor, as well as the original letter of 
executorship (which the executor originally received 
from the Master). The Master issues a certificate that 
must be attached to the letter of executorship.

In the case of a Section 18(3) appointment, the 
following is handed to the Master: a death notice, an 
inventory of assets, a will (if any), a list and descrip-
tion of estate debts, acceptance of the Master’s 
instruction (appointment), signed by the applicant 
or the surviving spouse, if these are two persons and 
a declaration by the next of kin for an intestate estate 
(no will, or an invalid will). All documents should 
preferably be handed in at the same time (together 
with a covering letter), and copies of all documents 
should be retained.

Executor’s remuneration
The minimum executor’s fee is Rx. The fee may be 
determined in the will, or according to a prescribed 
tariff, namely 3.5% of the gross value of the estate 
and 6% of the gross accumulated and collected 
income following the date of death. An executor 
appointed in terms of Section 18(3) must arrange 
contractual remuneration with the beneficiaries.

Solvent estate to the value of r125 000 or less
The Master may make a Section 18(3) appointment 
(an instruction to one or more persons to administer 
the estate) even if an executor has been appointed 
in terms of a will. In such a case, no notices to 

creditors need be published, and no estate account 
need be drawn up. A small estate can therefore be 
administered quickly and cheaply.

Solvent estate to the value of more than 
r125 000
Tasks prior to an appointment as executor:
1. Interview with next of kin. There must be a 

rapport with the next of kin. The surviving 
spouse and/ or next of kin must sign the death 
notice, inventory and acceptance of executorship. 
Documents such as the original will, identity 
document, title deeds, death certificate, policies 
and other proof of investments must be obtained.

2. A death notice must be issued within 14 days of 
the date of death.

3. An inventory of estate assets must be drawn up 
(with estimated values) for the deceased only, for 
the joint estate (married in community of prop-
erty) and for the consolidated estate.

4. The original or duplicate of the original will must 
be obtained. In the case of a handwritten will, the 
writer’s name and relationship to the testator and 
beneficiaries must be obtained.

5. For acceptance of the executorship, a form must 
be completed in duplicate and signed by the exec-
utor and two witnesses (one copy to the Master 
and one to the SARS Commissioner).

6. Forward the documents to the Master.
7. Open files for documents, assets, liabilities, 

cheque account, correspondence and liquidation 
and distribution account.

8. Value the estate’s assets (fixed, movable, balances, 
investment amounts) and determine the amounts 
of the liabilities.

9. Get the forms for the income tax return from the 
tax office.

Tasks after appointment as executor (on receiving 
the letter of executorship):
1. When a co-executor (or agent) is appointed, 

the initial executor must give written power of 
attorney to the agent.

2. Ensure that firearms are kept safely until the 
beneficiaries have obtained licenses. Protect 
estate assets.

3. The estate notice is published in the Government 
Gazette as well as in a newspaper circulating in 
the deceased’s district. Creditors are requested to 
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claim against the estate within 30 days. Forward 
a copy of the notice in the local newspaper to the 
Master. 

4. A cheque account must be opened in the name 
of the estate as soon as more than Rx in estate 
money is available. All estate money must first 
be paid into the estate cheque account before it 
can be applied or invested.

5. If an executor needs to provide security, a 
Section 27 inventory (additional) must be drawn 
up and submitted.

6. Income tax is payable from 1 March to the date 
of death (in the same tax year).

7. Ensure that there is a valid valuation of all assets.
8. At this stage, the executor will be able to deter-

mine whether the estate is solvent, ie, whether 
the value of the assets exceeds the value of the 
liabilities. Report an insolvent estate to the 
Master immediately.

9. Liquidate the estate, taking into account the 
following: the estate debts and how they are to 
be paid, the assets and how to dispose of them, 
the beneficiaries, the testamentary prescriptions, 
the interests and wishes of the beneficiaries, the 
practicability of a particular plan. Liquidation 
methods include the following: allocating assets 
to beneficiaries, partial sale of assets, a general 
sale of assets, redistribution of assets amongst 
the beneficiaries, and a Section 38 acquisition of 
assets by the surviving spouse.

10. The executor must ensure that the surviving 
spouse and/or dependent children entitled to 
maintenance do, in fact, receive the maintenance. 
The executor could also apply to the Master for 
maintenance for the deceased’s family.

11. Advances to beneficiaries and legatees may be 
made at own risk if the executor finds that the estate 
is solvent and liquid enough. A nominated executor 
therefore does not need to freeze an estate.

12. Although not legally required, estate debts 
should be paid as soon as possible in order to 
reduce interest payments.

13. If it is not possible to submit the liquidation and 
distribution accounts to the Master within the 
required six months, an application for an exten-
sion must be submitted within six months (with 
full reasons).

14. The liquidation and distribution account may be 
submitted without proof of assets and liabilities, 

unless the Master requests these, or estate duty is 
payable, or beneficiaries are minors or a Section 
38 acquisition occurs.

15. An estate duty form is required together with 
the letter of executorship. On completion, 
the form must be signed in the presence of a 
Commissioner of Oaths.

16. As soon as the Master has approved the liquida-
tion and distribution account, it must be made 
available for inspection at the Master’s office and 
in the deceased’s district for 21 days. Notice of 
this must appear in the Government Gazette and 
a local newspaper.

17. If no objections are received after the account has 
been available for inspection, the outstanding 
debts must be paid and the estate’s assets distrib-
uted amongst the beneficiaries in accordance 
with the account. Lastly, the Master’s memo-
randum of requirements must show proof that 
the Master’s fees have been paid, fixed assets 
have been transferred and the estate cheque 
account has been properly dealt with.

You must decide for yourself whether you are 
prepared to act as executor in the case of a relatively 
small estate; it is often not really worth it.

10.5.2 insolvent estates
The purpose here is not to repeat parts of Chapter 4: 
Credit planning. However, it is important to know 
that someone’s estate may be administered under the 
following circumstances, namely where:
•	 A deceased person’s estate is solvent (as discussed in 

Section 10.5.1)
•	 A surviving person’s estate is insolvent
•	 A deceased person’s estate is insolvent (see 

Section 10.5.3).

The brief discussion below links directly to the 
chapter on credit planning. We will look briefly at 
the administration process that occurs when:
•	 The court has made a sequestration order
•	 The insolvent person’s estate has passed on to the 

Master of the High Court
•	 The curator has been appointed
•	 The insolvent person’s estate has been passed on 

from the Master to the curator.
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Let us briefly look at the steps in the administration 
process (Abrie et al. 2000: 53).

creditors’ meeting and proof of claims
The Insolvency Act provides for various meetings 
during which creditors may prove their claims 
against the insolvent estate, amongst others: a first 
meeting, a second meeting, a general meeting, a 
special meeting and a meeting to consider an offer of 
accommodation. At this meeting, claims are proven, 
others are withdrawn and a curator is appointed.

Examinations
Assets are traced by means of an examination of the 
insolvent and other persons. The creditors and the 
curator are also examined by the Master.

Assets are liquidated
Creditors instruct the curator to sell certain assets 
before and after the second meeting. The purpose is 
to get hold of cash that may be distributed amongst 
them.

returns
The returns from sold assets and assets that could 
not be sold (insured assets serving as security for 
certain creditors) are now allocated to the various 
types of creditor in order of priority, namely insured 
preference creditors, uninsured preference creditors 
and uninsured creditors.

curator’s account
The curator must draw up an account that includes 
the following:
•	 The liquidation account (how assets may be 

converted into cash)
•	 The distribution account (how the returns/assets 

are to be divided amongst the creditors)
•	 The contribution account (how creditors helped 

to cover the costs)
•	 A trading account (if the curator also had to trade 

on behalf of the estate)
•	 The final accounts of the above-mentioned accounts
•	 A pro rata costs schedule (reflecting all the 

administration costs).

10.5.3 insolvent deceased estates
During the administration process, creditors are 
given an opportunity to submit and prove claims. 

The executor must at this stage determine whether 
the estate is solvent or insolvent. If the estate is 
insolvent, all creditors must be informed of this in 
writing.

Abrie et al. (2000:146) point out that an insolvent 
deceased estate may be administered in terms of the 
Estates Act or the Insolvency Act. The latter may 
occur if the executor asks the creditors which they 
would prefer. The wish of the majority, in number 
and in value, is accepted and applied as the given 
administration process. The terms of each are given 
in Table 10.9.

10.5.4 insolvent partnerships
A partnership is not an independent juristic person 
that exists apart from the partners. It comes into 
being when the partners start a joint business and 
run it with a profit motive in terms of a partnership 
agreement.

Abrie et al. (2000:159) point out the following 
regarding the sequestration of partnership estates in 
terms of Section 13(1) of the Insolvency Act: ‘If the 
court sequestrates the estate of a partnership (either 
provisionally or finally on acceptance of surrender 
of the estate), it also sequestrates the estate of each 
member of that partnership.’ As soon as a part-
nership estate is sequestrated, the estate of each 
partner in the partnership is sequestrated as well. 
Sequestration may occur by means of surrender of 
the estate (all the partners must apply jointly and 
also for their own estates) or by means of forced 
sequestration.

The curator draws up a separate account for each 
estate. Otherwise, the administration process is the 
same as for the estates of normal individuals, except 
for the following:
•	 Estate costs are divided amongst all the estates
•	 If a partner’s estate shows a surplus after seques-

tration, the curator applies it to pay creditors
•	 If the partnership estate shows a surplus after 

sequestration, this is paid to the personal estates 
of the partners (in accordance with the partner-
ship proportion).

10.5.5 The liquidation of close  
 corporations
A close corporation (CC) is liquidated in terms 
of the Close Corporations Act 69 of 1984. The 

Personal Finance Management 5e.indb   304 12/12/2016   2:50:12 PM



305Chapter 10 Estate planning

liquidation is much the same as for companies. 
Abrie et al. (2000:192) point out that liquidation may 
be initiated as follows:
•	 Voluntary liquidation by members or creditors
•	 All members must agree to this in writing during 

a meeting and submit such resolution to the 
Registrar of Close Corporations with the required 
payment

•	 The Registrar registers the resolution
•	 Voluntary liquidation is possible only if the CC 

has no debt, or where the previous 12 months’ 
debt can be paid.

•	 Forced liquidation by the court:
 – A CC is usually provisionally liquidated first
 – There are many reasons for forced liquidation 

by the court.

The Master appoints the liquidator after granting a 
provisional liquidation order. A meeting of creditors 
is held, and another meeting to inform members of 
the CC about the state of affairs. On completion of the 
liquidation/administration process, the CC is dissolved 
in terms of Section 419 of the Companies Act.

Table 10.9: Administration of an insolvent deceased 
estate

AdMiniSTrATion 
in TErMS of ThE 
ESTATE duTy AcT

AdMiniSTrATion 
in TErMS of ThE 
inSolvEncy AcT

Executor does the 
administration

Curator does the 
administration

Executor has fewer 
powers

Curator has more 
powers and may 
cancel deleterious 
transactions made by 
the deceased, and trace 
assets by means of an 
examination process

Creditors need 
not contribute to 
the outstanding 
sequestration costs

Creditors may be 
requested to contribute 
to outstanding 
sequestration costs

Estate cannot be 
rehabilitated, because 
the estate has not been 
declared insolvent

Estate may be 
rehabilitated because 
it has been declared 
insolvent 

➟

Payment of creditors 
occurs in terms of the 
Estate Duty Act

Creditors are paid in 
sequence in terms of 
the Insolvency Act.

10.5.6 The liquidation of companies
A company is also a juristic person that exists 
independently of its members, as is a close 
corporation. A company is liquidated in terms 
of the Companies Act, and not the Insolvency 
Act. However, Section 339 of the Companies Act 
provides that it is possible to use the Insolvency Act 
for liquidation purposes, namely where:
•	 The company cannot pay creditors
•	 There are aspects for which the Companies Act 

makes no provision.

Abrie et al. (2000:165) point out the major differ-
ences between liquidation and deregistration:
•	 Liquidation results in dissolution
•	 Deregistration does not result in dissolution, but 

permits the company to continue trading as an 
association without juristic personality.

As for a CC, the company may be voluntarily liqui-
dated by members or creditors, or by the court. After 
a liquidation order has been issued, a provisional 
liquidator is appointed until a liquidator is appointed 
during a meeting of creditors. With a few exceptions, 
the liquidator performs basically the same functions 
as a curator.

Abrie et al. (2000:189) emphasise the possibility 
of placing a company under judicial management 
rather than liquidating it. With judicial manage-
ment (which cannot apply to close corporations), 
a company experiencing temporary financial prob-
lems due to poor management or mismanagement 
is given new management (a judicial manager). 
This management is appointed by the court and has 
certain rights and powers in terms of a final judicial 
management order.

10.5.7 The sequestration of a 
  trust inter vivos

A trust is sequestrated in accordance with the 
Insolvency Act. For more information consult the 
Act.
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10.6 SuMMAry
It is very important to do the necessary estate 
planning at an early stage in your life. A person’s 
unique, individual situation will determine whether 
elementary or comprehensive estate planning is 
required. People who are not familiar with financial 
matters should employ the services of professionals 
to help them with their estate planning.

Owners should be acquainted with the estate 
planning process in order to draw up an estate plan 
that will help them achieve the objectives they have 
set. They should progress through each step of the 
process systematically and with the help of profes-
sionals. In this way, dependants will be taken care 
of after their death and the estate will be reduced in 
order to save on estate duty.

The estate owner and planner must employ 
timely (where applicable) testamentary estate plan-
ning techniques in order to keep the estate small, 
while at the same time protecting the estate in favour 
of eventual heirs. A prerequisite for effective estate 
planning is knowledge of the matrimonial property 
regimes and their implications for an estate.

In this chapter, we concentrated on the transfer 
of the estate. Investment and protection planning as 
mechanisms for creating and protecting an estate are 
discussed in later chapters.

10.7 SElf-ASSESSMEnT
•	 Explain the importance of timely estate planning.
•	 Briefly discuss the different steps in the estate 

planning process.
•	 Briefly discuss estate planning pitfalls.
•	 Briefly discuss the influence of your lifestyle on 

your estate.
•	 Explain the different uses of a trust.
•	 Explain the influence of your matrimonial prop-

erty regime on your personal financial planning.
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After studying this chapter, you will be able to:
•	 Evaluate investments by means of general 

investment principles
•	 Evaluate investments based on the different 

investment criteria
•	 Explain how to avoid investment pitfalls
•	 Choose a broker
•	 Explain the functioning of the different types 

of investment in both the money and the 
capital markets

•	 Apply different investment approaches
•	 Evaluate ordinary shares, preference shares, 

and fixed-interest-bearing securities
•	 Interpret share prices and other information in 

the newspapers
•	 Analyse the meaning of the various economic 

indicators on television
•	 Explain the functioning of retirement packages
•	 Evaluate personal financial planning models.

lEArninG ouTcoMES

Start investing at an early age:
David and Miriam have a daughter (20 years old) 
and a son (19 years old). Let’s briefly look at a 
possible investment scenario of the children during 
their life cycle. We assume that they retire at the 
age of 65 years.

The daughter:
•	 Started investing at the age of 20 and 

continued until the age of 30 — a period of 
10 years

•	 Invested r1 000 per month @ 8% interest 
per year

•	 Accumulated an investment amount of r182 
946 after ten years

•	 Decided to leave the full investment amount 
until the age of 65 years

•	 Accumulated a retirement lump sum of 
r2 877 237 at the age of 65

•	 Thus invested as follows: 20 – r 120 000 – 30; 
30 – R0 - 65.

The son:
•	 Started investing at the age of 30 and con- 

tinued until the age of 65 – a period of 35 
years

•	 Invested r 1 000 per month @ 8% interest 
per year

•	 Accumulated an investment amount of 
= r2 293 882 after the 35 years 

➟

cASE STudy
•	 Accumulated a retirement lump sum of 

r2 293 882 at the age of 65
•	 Thus invested as follows: 20 – r0 – 30; 30 – 

r420 000 - 65.

Although the son invested R 420 000 and the 
daughter R 120 000, the daughter accumulated a 
larger amount at the age of 65 years.

•	 If the daughter continued investing from 
the age of 30 until the age of 65, she 
would have had an amount of r5 274 540 
at the age of 65 years, while the son had 
r2 293 882

•	 If the son only started investing at the age of 
40 years (40 – 65), he would only receive 
r951 026 at the age of 65 years.

What do you think is the main reason for the 
difference in the amounts at the age of 65 years?

11.1 inTroducTion
Investment planning is one of the most important 
areas of personal financial planning. It is an integral 
part of retirement planning and a direct inducement 
to protection planning. Financial independence 
after and during retirement, and with a view to your 
estate, is largely determined by effective investment 
planning.

In this discussion, we will be concentrating on 
private individuals investing in financial assets. 
Many people tend to regard financial assets such as 
endowment policies as a burden, which insurance 
agents are determined to place on them. However, 
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this is far from the truth, since financial assets can 
be worth as much as fixed assets. The only difference 
is that, in the case of a policy, it is an ‘invisible’ asset.

The same applies to stocks and shares. Many 
people are afraid of investing in such financial assets. 
They feel that it is too risky and that they could 
easily lose their capital. There are numerous fallacies 
and generalisations about investments, usually as a 
result of ignorance on the part of the general public 
or the small investor.

Although this book may confirm some of these 
fears, an attempt will nevertheless be made to shed 
more light on the subject of investing in finan-
cial assets. People, in general, are ignorant about 
how transactions on the Johannesburg Securities 
Exchange take place. There is a general perception 
that investing on the stock exchange is similar to 
‘playing the horses’, in other words, that it is a form 
of gambling and that you often lose your money. 
The fact remains, however, that some people have 
become very wealthy as a result of such investments.

Africanisation

The nairobi Securities Exchange (nSE)
According to Hoover (2016:1) the NSE is the place 
to buy shares at a very, very low cost. He mentions 
a few reasons to be bullish (to expect a rise).

•	 ‘Kenya’s electricity output is at an all-time 
high, which makes it easier for businesses to 
operate and expand.

•	 Oil prices are at multi-year lows, which makes 
it cheaper to transport people and goods.

•	 Strong tea sales and a recovering tourism 
industry have taken downward pressure off 
the shilling, which helps to contain the cost of 
imported materials and products.

•	 Interest rates are high but appear relatively stable.’

According to the IMF, Kenya’s GDP will expand by 
6.0% in 2016. Kenia is currently one of the fastest 
growing economies in Africa.

The recent returns of Kenya’s ten largest stocks.

coMPAny

1-yEAr rETurn*

1.  Safaricom 10.5% 
➟

2.  East African Breweries -16.7% 
3.  Equity Bank -26.2%
4.  KCB Bank -35.0%
5.  Co-operative Bank -14.7%
6.  BAT Kenya -11.1%
7.  Barclays Bank Kenya -24.2%
8.  Bamburi Cement 14.6%
9.  Standard Chartered Kenya -43.1%
10.  Diamond Trust Bank -22.6%

* 52-week return as at 1 February 2016

The returns are not good. Safaricom and Bamburi 
were the only shares to increase in value, and most 
of the others dropped by more than 20%. Investors 
now have the opportunity to pick up a shilling’s 
worth of earnings at price tags not seen in several 
years.

11.2 concEPTuAl frAMEworK
Various concepts are explained throughout this 
chapter, but for the purposes of this discussion it is 
important that you should understand the following 
concepts:
•	 Investment management involves the employment 

of funds with the purpose of earning an income 
from them.

•	 Assets consist of everything a person can 
purchase, whether capital (productive), financial 
or current assets.

•	 Productive assets include fixed property and 
machinery (equipment) that are purchased in 
order to generate an income.

•	 Current assets include, among others, stock, cash 
and debtors.

•	 Financial assets refer to investments in ordinary 
shares, preference shares and debentures on 
the capital market, as well as bank acceptances, 
treasury bills, negotiable certificates of deposit, 
project bills and trade bills in the money market. 
The discussion in this chapter centres on invest-
ment in financial assets.

•	 The money market refers to an abstract market, 
where supply and demand for funds over the 
short term come together.

•	 The capital market, on the other hand, refers to 
an abstract market where supply and demand for 
funds over the long term come together.
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•	 All financial assets are negotiable. Negotiable is a 
concept that indicates whether a certain financial 
asset (in this case) can be bought or sold.

•	 Not all financial assets are listed. The concept 
listed means that a company’s shares have been 
granted a listing on the Johannesburg Securities 
Exchange, which means that the shares appear on 
the securities exchange’s official list and can be 
traded on the Securities Exchange. Some finan-
cial assets, such as shares in an unlisted company, 
bank acceptances, negotiable certificates of 
deposit, treasury bills, trade bills and project bills 
are unlisted financial assets.

•	 The Johannesburg Securities Exchange (JSE) 
is a licensed and organised market where listed 
financial assets are traded.

•	 The official list refers to the complete list of all the 
companies whose stocks and shares are traded on 
the JSE.

•	 Institutional investors are bodies such as insur-
ance companies, banks, building societies, 
pension funds and other companies.

•	 An offer refers to an offer to purchase a given 
listed share or security (debenture) at a specific 
price. An offer usually takes place through a 
stockbroker.

•	 A stockbroker is a member of the JSE, who acts as 
a trader in stocks or shares.

•	 Brokerage refers to the commission a stockbroker 
receives for buying and selling stocks and shares 
or for buying (not selling) unit trusts.

•	 A stockbroker’s note is the contract letter a stock- 
broker sends to his client after a transaction 
has taken place. This note contains full details 
about the transaction, the brokerage, the basic 
charge, the tax payable, the settlement period, the 
purchase or sale and the amount owing or due to 
the client.

•	 Portfolio (in this discussion) refers to all the 
financial assets an individual owns, whether 
listed or unlisted, and marketable or unmarket-
able.

•	 Financial assets are issued in the primary market 
and traded in the secondary market. The primary 
market is that market in which financial assets 
are created and issued for the first time. The 
secondary market arises after financial assets 
have been issued for the first time; in other 
words, once these assets are sold again.

•	 From Figure 11.1, it is clear that savings are a 
prerequisite for investments; in other words, 
money must be available first (savings) before 
an investment can take place. The investment 
can then be used to make a capital investment, 
for example money is drawn from an investment 
account (savings account) to be used as a deposit 
for buying a house. Savings (the amount avail-
able) are usually insufficient for making a capital 
investment (for example, buying a farm).

•	 Savings refer to money a person has at his or her 
disposal that he or she does not spend, and that 
may be kept at home, for example. Such money 
will be readily accessible, and increases the 
owner’s liquidity. The moment the person uses 
these savings or transfers the money to a savings 
account or fixed deposit account, it becomes a 
financial investment (a financial asset). When 
savings are employed to buy a capital asset (eg 
a building), the savings become a capital invest-
ment. In other words, savings imply that the 
money is not spent.

•	 Investment is the transfer of purchasing or buying 
power (funds) to third parties for the purchase 
of assets (for example, Krugerrands, diamonds, 
coins, stamps, antiques and securities) aimed 
at earning an income or a return (for example, 
interest or dividends), taking into account the 
risk involved (Brummer & Rademeyer 1982: 5). 
The risk arises because there is no certainty 
about the future interest, dividends or profit (for 
example, from the sale of diamonds). An attempt 
is therefore also made to obtain capital profit 
from an investment. An individual investor will 
attempt to maximise the return or rate of return 
for a given risk, or to minimise the risk involved 
in a specific investment for a given return. If it 
is impossible to increase the return on an invest-
ment, an effort will be made to lower the risk 
attached to the investment or that of the portfolio 
of investments. Portfolios in this instance refer to 
the total number of investments a person owns.

•	 Investment trusts are companies which specialise 
in investing in stocks and shares (Brümmer & 
Rademeyer 1982: 5). Unit and property trusts are 
examples of investment trusts, and refer to trusts 
in which individuals can buy units (subunits) and 
sell them back at a later stage.
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•	 Capital investment refers to the employment 
of funds to buy land, buildings, machinery 
and equipment in order to earn a return or an 
income. For the purposes of our discussion, this 
definition is sufficient.

Read this chapter, particularly Section 11.6, together 
with Section 17.4 dealing with methods of providing 
for retirement in Chapter 17. This will help you to 
realise how many alternatives there are for invest-
ment purposes, whether they are for short- or 
medium-term goals, or retirement. See also Chapter 
14 which deals with offshore investments.

Savings Investment in shares 
(financial assets)

Investment in 
equipment 

(capital/productive 
assets)

figure 11.1: Savings and investments

11.3 invESTMEnT PrinciPlES
In practice, there are various investment principles 
a person should know about when considering 
personal financial management and planning. 
Although the same investment principles apply to 
both individuals and institutions, we will limit our 
discussion to the application of these principles for 
personal purposes.

It is generally accepted that investors are risk 
avoiders. This assumption is not always true, particu-
larly when you consider entrepreneurs and those who 
always prefer risky investments. An illustration of risk, 
return, time, value and risk preferences follows. The 
relationship between these concepts should be noted.

Gitman (1988:211) describes risk as the possi-
bility of suffering a loss. He refers to the possibility 
that the actual return on an investment may be lower 
than the anticipated return (in other words, the vari-
ability of the anticipated return). We can talk about 
the risk attached to a single asset or investment or to 
a portfolio of assets or investments.

‘Return’ refers to the income or profit on an asset, 
or the possible loss involved in owning such an asset 
or investment. In general, an investor would antici-
pate a higher return on an investment with a high 
risk and a lower return on an investment with a low 
risk. Risk and return are therefore positively corre-
lated; in other words, the higher the risk, the higher 
the anticipated return, while the lower the risk, the 
lower the anticipated return.

Time plays a major role in risk and return. Risk 
is an increasing function of time; in other words, the 
longer the time period (or investment period), the 
greater the anticipated risk and the greater the anti-
cipated return on an investment or asset. The longer 
the time period, the greater is the variability of the 
anticipated return.

A potential investor can determine the value of an 
investment by establishing the risk and anticipated 
return involved, as well as the time period of the 
investment. The price of a share (and therefore its 
value) is determined by evaluating the risk–return 
characteristics. A person’s attitude towards risk or 
risk preference will consequently influence his deci-
sion to undertake a certain investment.

Different attitudes towards risk are discussed 
next.

11.3.1 risk preferences
Risk decisions, as with any other personal decisions, 
are subjective by nature. Such decisions are taken 
on the basis of a person’s likes and dislikes. Risk 
preference refers to a specific person’s attitude 
towards risk; in other words, to what extent a 
person is prepared to accept risk or not accept risk, 
and particularly what compensation is required for 
certain levels of risk. Gitman (1988:212) distinguishes 
between three different risk preferences:
•	 Risk indifferent people. Here the person’s attitude 

towards risk is such that no change (increase) in 
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return (compensation) is required for an increase 
in risk.

•	 Risk acceptors. This attitude towards risk is one 
where even a reduction in return is accepted for 
an increase in risk.

•	 Risk avoiders. Risk avoiders want a higher return 
for a higher risk.

Investors always compare the anticipated rate of 
return of a particular investment with the antici-
pated risk of the investment. Of equal importance 
is an evaluation of the effect a particular investment 
will have on the risk and return of your portfolio 
(total investments). For example, an investor may 
make an investment with a very low return and add 
it to his portfolio, thereby lowering the total (joint) 
risk of the portfolio, if the risk of the portfolio was 
higher than that of the new investment.

This process of lowering the risk of a portfolio by 
the addition of investments with a lower risk is called 
diversification. Investors usually try to increase their 
wealth by increasing the rate of return on an invest-
ment and lowering the risk.

People may decide to invest in stocks and shares 
only if they have saved enough for this purpose. 
People in the middle-income group do not normally 
invest in shares. Brummer and Rademeyer (1982:28) 
point out that a large group of people in the higher- 
income group also do not invest in shares, chiefly 
as a result of financial conservatism and a strong 
risk avoiding attitude, in general. They also refer to 
the following financial requirements that investors 
should meet before investing in shares: sufficient life 
insurance, housing, instalment sales and consumer 
credit and sufficient savings. Each of these aspects is 
discussed below.

investment and investor-related risks
Market volatility: uncertainty is a basic characteristic 
of equity markets. According to Cairns (2016:1–2), 
‘market volatility is indicative of how wary anybody 
is of committing their money’. He emphasised 
the critical consideration for investors namely the 
identification of the areas where they are most likely 
to lose their money.

real risks and opportunities
Le Roux in Cairns (2016:1) suggests investments 
in areas showing real value to investors. He also 

suggests that opportunities arise in the current 
market (2016) when people panic because of the 
Rand, commodity prices and emerging markets.

Speculating versus investing
Hussman in Cairns (2016:1) explains the difference 
between speculating and investing in markets 
(currently) that are over-priced. Speculating is 
‘knowingly buying financial assets at a price in excess 
of their true value’. Investing is ‘buying financial 
assets at a price below its true value’. It is important 
to buy assets below their value for long-term growth.

investing too conservatively in ‘safe’ 
investments
Shares paying dividends as well as bonds may put 
investors in risky situations (Steverman/Bloomberg, 
2015: 1-2). Hsu in Steverman/Bloomberg (2015:1) 
warns investors against investing too narrowly and 
putting all their investments into a few income-
generating stocks. 

Sales pitches of brokers
Other investors end up with all their investments 
in the wrong type of investments, making their 
situations more risky. Sales pitches cause investors to 
buy at high prices at a high cost. 

old age
Investing too riskily at the age of 75, 80, or 90+ 
causes many to lose some money (or everything).

More risk than opportunities
Lamprecht (2015:1–2) investigates the investment 
risk in (2015) in ‘post’–global financial crisis and 
concluded that risks prevail globally. Bosman in 
Lamprecht (2015:1) explains that before the global 
risk situation normalises, the following should 
happen: cash (the current life support system of 
the world) is removed from the system; interest 
rates normalise; and investors earn real rates in 
US markets. According to Bosman, long-term 
investment in high quality companies at the right 
price is very scarce.
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11.3.2 financial prerequisites
Sufficient life insurance
The scope of life insurance depends on the scope 
of a person’s asset structure, income, health, age, 
life expectancy, financial obligations (debt) and the 
number of next-of-kin (inheritances). Life insurance 
is discussed in greater detail in Chapter 15 on 
protection planning.

housing
Most people buy their homes by means of bond 
loans. The monthly bond instalment lowers the 
homeowner’s disposable income to such an extent 
that there are hardly sufficient funds left for 
investments in shares. Once the home has been paid 
off (the bond loan has been redeemed), investments 
become possible.

instalment sales and consumer credit 
Instalment sales (hire-purchase) should be small 
in relation to the household’s income, particularly 
because interest rates on instalment sales are so high. 
Brummer and Rademeyer (1982:29) recommend 
that instalments should not exceed one-fifth of the 
household’s net annual income. Instalments should 
also not be higher than 20% of the net monthly 
income. The practice of someone with large 
instalment sale commitments borrowing money to 
invest in shares is not recommended.

Sufficient savings
A household must possess sufficient funds to meet 
the demands of the transaction motive and the 
precaution or provident motive. An investor should 
have sufficient money to afford normal domestic 
transactions. Funds should be retained to provide 
for unforeseen events; for example, a washing 
machine or motor car breaking down or the costs 
involved in hospitalisation. Before these two motives 
have been addressed, investment in shares is not an 
option. Money must be saved in order to ensure the 
necessary liquidity.

11.4 invESTMEnT PiTfAllS And 
 how To Avoid ThEM
There are many investment pitfalls that most of us 
will fall into at some stage. Some pitfalls are obvious, 
but to avoid others you will need to know a lot about 
investments and investment planning.

11.4.1 Pitfall 1: comparing the return of 
 the investment with the purpose
Comparing the return of a specific investment with 
the purpose of that investment is definitely the 
primary pitfall these days. For example, you should 
never compare the return of an investment in your 
own home with the return on a risky share. Never 
evaluate the investment in a home only in terms of 
money.

When it comes to money matters, surely the most 
basic right is the right to do what you like with your 
money—this is what personal finance is all about. 
We have already learned that we should try to be 
financially independent after retirement, but very 
few people attain this objective.

In this discussion, we look at the financial 
reasons for buying or renting a home, as well as the 
non-financial ones. The aim of investing in your 
own home will hopefully be placed in perspective. 
Remember that we are not talking about an invest-
ment in a second house, but a home in which to live.

what is the argument all about?
We often read (and are told by many brokers) that 
it is more profitable to rent a house and invest our 
money in unit trusts or shares. So sell your house 
immediately and rent a cheaper house — invest your 
‘profits’ lucratively! Invest the difference between 
the rent and the higher amount that you would have 
spent on your own home in unit trusts or shares, it 
is said.

But do we all feel like this about money and 
the return we will earn from it? Are all of us moti-
vated by money to the same extent? The answer is a 
definite ‘no’. If this were the case, most of us would 
complete the same studies, do the same work, rent 
single rooms, and measure all our daily activities 
and our lives against the return on our investments. 
People are motivated by different things, as has been 
proven time and again in thousands of educational 
and management books.

what about your other possessions?
If we argue in favour of renting a house we should 
also weigh up the value of, for example, our furniture, 
jewellery, expensive holidays, social activities and 
private schools, against the possible return on our 
money (our investment). This would mean that you 
should not own anything because that money could 
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have earned you a return somewhere else. This is the 
argument in favour of renting a house.

If this argument were true, everyone should also 
sell their cars and invest the money. Everybody 
would then have to use ‘cheap’ public transport. 
However, the market mechanism (the way in which 
the market operates, ie, supply and demand) would 
lead to an increase in the demand for bus transport 
and this demand would push up the monthly bus 
fares. At the new rates, it would be better to buy 
your own car and invest the ‘bus fare instalments’ 
somewhere else.

financial considerations when you are 
renting a home
The same argument holds when you rent a house 
instead of buying one. You are using your own money 
because you do not take out a bond. This means 
that your money is particularly expensive, because 
you are not making use of ‘leverage financing’. The 
less money of your own that you put into a house 
or business, the higher the return on your money 
(usually). If you use only your own money, you will 
also not be able to rent such a big, expensive house 
as you would be able to buy.

Another problem is that you never know when 
the rent will be increased, and by how much, or 
when the house will be sold, and you may have to 
move.

Over the past 15 years the return on houses has 
outperformed the return on shares. When you buy 
a house, you are able to use the house as security, 
and financial institutions do not lend you money to 
invest in shares unless you have security.

People who are old or sick and who are no longer 
physically or financially able to look after their own 
homes may rent or buy property (in a full title/
sectional title/group housing/retirement scheme) 
that will be maintained on their behalf.

Neither technology nor the 21st century will 
change the fact that we all want to own our own 
homes. We want control over this aspect of our lives 
at least. Even the high interest rates in South Africa 
in the second half of 1998 did not affect the argu-
ments in favour of buying a house, particularly over 
the long-term.

Although you run the risk of losing your accom-
modation at any time when you rent a home, you do 
not need to pay maintenance, insurance or property 

tax, and there are no implications for your estate. If 
the rent becomes too high, you simply move. There 
are also myriad households risks attached to owning 
your own home, which are absent or minimal when 
you rent.

Many people rent for years. When you get along 
with the owner, you may even benefit financially (eg 
you look after the garden and pay less rent, or you 
may have a first option to buy).

financial considerations when you buy a 
home
People usually buy houses when they are about 
25 years old, and most people own houses by the 
time they are 45. Because you can buy a house with 
borrowed money, you can buy a bigger house using 
very little of your own money (usually only the 
deposit). This means you receive a higher return on 
your money. Even though your house gets older, it 
increases in value because of inflation. The value of 
the stand usually increases continuously as less land 
and fewer stands become available. Buying a house 
in Clifton, for example, has made some people 
incredibly rich.

When we consider that nowadays children live 
with their parents for quite a few years after they 
leave school (without paying rent elsewhere or even 
to their parents) homeownership holds many finan-
cial and other benefits, particularly if the children 
are unemployed and their parents would have had to 
pay rent on their behalf.

A housing subsidy from your employer makes 
it even more beneficial to own a house. It is an 
immense financial benefit to receive this amount 
every month for about 20 years.

A house may be used as security for further loans 
and a paid-up (or partly paid) mortgage bond may 
serve as a life-long emergency fund.

The positive aspect is that the house becomes 
your property at the end of the repayment period. 
However, you pay a lot more for the house because of 
increases in the interest rate, maintenance, property 
tax, extensions, upgrading and repairs. Increases in 
interest rates or sudden unemployment, for example, 
could mean that you can no longer afford your 
monthly instalments and that you may lose your 
house (it may then be sold at auction), as well as all 
the money you have spent on the house. The result 
of this, compared with renting, will also be that you 
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will ‘have nothing’, and you may be in a worse situa-
tion than if you had rented a house. If your employer 
transfers you and you are forced to sell your house, 
you may also lose a large percentage of your money, 
particularly if you have to sell the house for less 
than it is worth. Also, the area in which your house 
is situated may no longer be regarded as an ‘elite’ 
area, which will affect its value. The market may also 
have a negative effect on your investment. A paid-up 
house, however, has many benefits for heirs – it gives 
them security and creditworthiness.

11.4.2 Pitfall 2: Misconceptions about 
 investing in a life policy
Nowadays, another common pitfall and investment 
mistake is the misconception that shares will 
give you a higher return than a life policy. Your 
investment aims (reasons for investing) and financial 
needs should never be confused with the return on 
your investment on, say, a life policy, or on another 
investment such as shares.

A life policy is an asset, like a house or a block of 
flats. It is a non-tangible investment that enables you 
to transfer your largest financial risks to an insur-
ance company. In return for the monthly premiums, 
the policyholder receives an acceptable yield on an 
investment with very low risk, not to mention peace 
of mind.

A life policy may be used in various fields of 
personal financial planning. As an investment alter- 
native it is the most flexible investment instrument, 
because it can be used in so many different ways. 
A policyholder may use a life policy to cover 90% 
of their risks, irrespective of whether they are poor, 
rich, earning a salary or running a business.

Refer to Chapter 15 on protection planning for 
more details about the advantages of a life policy.

11.4.3 Pitfall 3: underestimating the 
 negative effect of inflation
The third major investment pitfall for investors is 
underestimating the negative effect of inflation on 
provision for retirement.

Inflation is the best friend of those who have 
sufficient fixed property (particularly in the right 
place), but is a monster for those:
•	 Who have not made sufficient provision for 

retirement

•	 Who have to rely on income producing invest-
ments (and are dependent on them)

•	 Who do not have any investments that produce 
capital growth

•	 Who, after retirement, have to rent a place to stay 
at a market-related fee (ie who do not own prop-
erty and do not have sufficient investments with 
the necessary capital growth)

•	 Whose policies have not been adjusted for infla-
tion each year, particularly if they have to rely on 
these policies for retirement.

Many South Africans will find themselves in 
a difficult financial situation after retirement, 
particularly if they live for many years and/or are in 
bad health and do not have a medical aid scheme.

The inflation rate
The effect of inflation is calculated by using the 
factor 72 formula. Suppose the rate of inflation is 
12%. The value of an investment will then be halved 
every six years (72 ÷ 12 = 6). This means that in 
six years’ time, an investment of R50 000 (if it does 
not provide capital growth against inflation) will be 
worth only R25 000 in today’s money.

The effect of inflation can be countered if an 
investment produces an after-tax return (where the 
investment produces taxable income) that is higher 
than the rate of inflation.

future inflation rate
From 1960 onwards there has been a drastic rise in 
the rate of inflation. The histogram in Figure 11.2 
emphasises this deficit in the event of death, early 
retirement for medical reasons, and retirement at the 
ages of 55 and 60. The current standard of living of 
each individual is set at 100% (of the standard after 
retirement). The histogram and the far-reaching 
financial implications of inflation after retirement 
will be different for each individual.

For those who do not have sufficient investments 
for retirement, inflation will increase the income 
shortfall in each of the four instances. If a person 
lives for a very long time, inflation will eventually 
reduce the buying power of his money to below the 
breadline. Retirement then becomes a race between 
inflation and death.
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The only answer is to make investments that will 
offer capital growth over the longest possible period. 
Retired people, or those who invest packages when 
they are near retirement age, must allow their invest-

ments with capital growth to grow, and postpone 
using the income from these investments for as long 
as possible. By doing this they let compound interest 
(ie interest on interest) work for them.

incoME AfTEr rETirEMEnT AS A PErcEnTAGE of incoME durinG yEArS of EMPloyMEnT

0%       25%      40%    50%  75%                 100%

Income

Retirement – 55 75%

Retirement – 60 60%

Death 50%

Deficit

0%

25%

50%

75%

100%

Early retirement  –  Medical reasons 25%

Present standard of living

figure 11.2: Shortfall in income after retirement

11.4.4 Pitfall 4: having insufficient 
 knowledge of investment 
 principles

Usually, investors have little or no knowledge of 
investment principles. A basic investment principle 
is that investments with a higher return are more 
risky than investments with a lower return. Good 
fund managers have an immense influence on this 
principle. As a result, we find that in the case of unit 
trusts:
•	 A higher return could accompany a lower risk
•	 A lower return could accompany a higher risk.

11.4.5 Pitfall 5: Being uninformed about  
 the investment criteria
Another pitfall is that investors are not informed 
about the various investment criteria. Compare these 
criteria with your financial objectives and resources 
before you choose an investment. Choosing a specific 
investment will be determined by a combination of 
some of the following investment criteria:
•	 Income (do you need it?)
•	 Capital growth (do you need it?)
•	 Whether the investment is safe (do you want a 

guarantee that your investment amount will be 

paid out, or do you want to speculate with it and 
risk losing it or receiving only part of it back?)

•	 Flexibility (are you looking for the possibility 
of switching to another investment because of 
certain other needs you may have in the future?)

•	 Liquidity (do you perhaps need the investment 
within a week or a day?)

•	 Taxability of the investment (do you already pay 
the maximum tax and want to make a tax-free 
investment?)

•	 Ease of management (do you want to manage 
your investment, or do you want to leave it in the 
hands of a fund manager?)

•	 Risk (do you like taking risks?)
•	 Amount (do you have a lump sum to invest, and 

what amount do you need for the investment you 
have in mind?)

•	 The term of the investment (for what period do 
you want to invest your money, and when will 
you need it?)

•	 Your marginal tax rate (have you already reached 
the maximum tax rate?)

•	 Transaction costs (what will it cost you to invest 
your money, do you have the necessary funds, or 
would you rather invest somewhere else because 
of the high costs?)
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•	 Timing (remember the economic cycle and its 
effect on specific industries)

•	 Diversification (spread your investments to lower 
your risk)

•	 Control (how much control do you want to have 
over your investment or its utilisation?)

•	 Knowledge/management requirements (an invest-
ment in shares or a holiday resort will require 
knowledge as well as certain managerial skills)

•	 Inflation (protect yourself against inflation 
when choosing an investment—invest for capital 
growth)

•	 Your investment objectives (the most important 
criterion of all).

11.4.6 More pitfalls
•	 Many people do not know the difference between 

investing and gambling. If you invest money for 
a very short period and there is a possibility that 
you may lose it, you are actually gambling. You 
have definitely not invested the money; nor have 
you speculated with it. The investment term also 
determines whether you are saving, gambling, 
speculating or investing. When you gamble with 
your investment, the term is usually very short. 
When you speculate (if you invest with a view to 
making money from fluctuations in the market, 
eg with shares) the term is longer. When you 
invest, the term will be longer still. This does 
not mean that you are gambling if you sell your 
unit trusts a month after investing in them. The 
most important factor is your objective when you 
make an investment.

•	 It is dangerous to make an investment before you 
have determined the following:

 – Your personal financial situation
 – Your household risks, and whether you have 

already made provision for them
 – Your risk profile
 – Your short-, medium- and long-term financial 

objectives.
•	 People often do not know how to choose a broker.
•	 Often, income tax planning, estate planning and 

retirement planning are not kept in mind when 
the investment decision is made.

•	 The investment decision is made without taking 
into account the stage of your life cycle, in other 
words, your present standard of living as well as 
your age and marital status (ie your lifestyle). A 

younger person (single, with no children) should 
choose an aggressive investment portfolio; a 
young family, a growth portfolio; a financially 
established person, a balanced portfolio; and a 
retiree, a conservative portfolio (ie a less aggres-
sive investment strategy).

•	 Often, people do not have proper investment 
strategies. You should use specific strategies 
to increase the return on your investment (to 
maximise the return in relation to your risk or 
to minimise your risk in relation to your return).

•	 People often go through life without empowering 
themselves in the field of personal finance.

•	 People often invest their money without 
consulting a financial specialist.

•	 People often decide about investments without 
being aware of the role of these investments in 
their personal financial planning. You should 
know why you are making the investment and 
where it is going to fit into the scheme of your 
personal financial planning.

•	 Many people want to make a specific investment 
because their rich friends or acquaintances have 
done so. You should never compare yourself with 
others. Your investment has nothing to do with 
them. Invest with your own objectives, limita-
tions and financial situation in mind.

•	 Never allow buzzwords such as ‘shares’ to confuse 
you and force you into making a hurried invest-
ment. There are lots of investment opportunities 
that will make you financially independent after 
retirement, and there are many ways of making 
provision for retirement.

•	 Remember, you must protect your income, fight 
inflation, protect your capital and weigh up the 
risk and returns against your personal risk profile.

•	 Many people make investments without any 
long-term objective in mind. Do strategic plan-
ning before you invest your funds.

•	 Never allow fear to determine the type of invest-
ment you make. For instance, do not blindly 
invest in shares with a high yield, if you are afraid 
that you have not made sufficient provision for 
retirement. And do not allow fear of losing your 
money on the Securities Exchange prevent you 
from ever investing in shares.

•	 Do not allow greed to influence your investment 
strategy. Rather plan purposefully and base your 
planning on professional advice.
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•	 Do not call up your investments because of mass 
hysteria in the market (caused by high interest 
rates, low share prices, and so on). An example is 
when you feel you should sell your shares when 
the market is weak (share prices are low). Rather 
keep your shares until the market recovers, or 
else you will convert your paper loss into a real 
financial loss.

11.5 chooSinG A BroKEr
‘Media brokers’ confuse me; what should I do? 
Some people in the media, and some brokers who 
have personal interests in publications on personal 
finance, are confusing the South African public. They 
are creating an erroneous impression about matters 
pertinent to the personal finances of investors. Some 
who earn a living by writing articles, and some who 
want to market their private businesses, often quote 
a few particular investments and investment yields 
(of 1% or less) out of context to prove their point. 
Self-interest has become so common to some that 
the interests of the public are no longer part of the 
agenda.

11.5.1 Beware of glossy brochures and 
 buzzwords
Buzzwords, catch-phrases, ‘golden rules’, ‘last 
warnings’, ‘ultimate wealth’, ‘golden opportunities’ 
and ‘golden schemes’ are all aimed at catching public 
attention. Some brokers use the media to tell the 
public that they need only make one more ultimate 
investment; as soon as they have invested money in 
this particular scheme, they will have ‘arrived’. The 

‘media broker’ who catches enough people with this 
strategy is actually the only person who ‘arrives’, with 
the millions they earn as commission.

11.5.2 The financial consequences of an 
 investment
Every investment has certain financial consequences. 
It is very important to remember that many aspects 
with respect to investment, income tax, estate and 
retirement planning should be kept in mind before 
and when an investment is made. An expert adviser 
with the necessary practical experience and a team of 
experts will be able to assist you with the many legal 
and unfamiliar financial aspects. The investment 
decision has far-reaching positive or negative 
financial consequences for you, depending on the 
thoroughness with which you did your homework. 

Remember to match your objectives regarding 
the investment to the properties of the particular 
type of investment.

investment consequences
1. Making the investment
 Your investment can be made either in your name 

(the name of a natural person/s) or in that of a 
juristic person. When either a person or a part-
nership is involved (with more than one person 
investing or buying jointly), the investment is 
made in the name of a natural person. A close 
corporation (which can still exist, although it can 
no longer be established from scratch), a company, 
or a trust is not a natural person. The close 
corporation and company are juristic persons.

•	 Patent (visible) defects in the residence you are buying but that you did not, or could not see—they were 
perhaps hidden behind something—the buyer/investor has no defence

•	 Latent (non-visible) defects (eg leaking roof)—the seller’s ‘voetstoots’ clause places all costs in your hands 
In court cases it is difficult to prove that the seller was aware of certain defects and hid or remained silent 
about them. 

➟

 An invESTMEnT in A fixEd ProPErTy— ExAMPlE 
 A rESidEncE (flAT, TownhouSE, houSE)  

1
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Request documentation on all repairs and maintenance from the buyer and have the property inspected 
before it is registered in your name.
•	 Include the inspection report as a precedent condition in your offer to purchase. A negative report should 

mean that there is no further purchase agreement or that the price should be re-negotiated.
•	 The consequences of your ownership of a property can change if you marry in community of property. 

You and your spouse now become equal owners, regardless of whether the property remains registered 
in your name.

•	 If you marry out of community of property, you can either allow the growth in the value of the property 
to take place in the names of both spouses by including the accrual system, or remain the sole owner by 
excluding the accrual in writing from the ANC. 

•	 In the event of a divorce, your property will either be divided equally, or the accrual/growth will be 
divided equally on the basis of your ANC, relevant legislation, and your deed of settlement.

•	 If you are declared insolvent, the ownership of the property is taken away from you and given to the 
trustee of your insolvent estate by the High Court to deal with in accordance with the law.

•	 In what legal form did you purchase your home? (Swart 2014:16–17)

in your own nAME A PArTnErShiP cloSE corPorATion 
(cc) or coMPAny (co)

A TruST

All the debt is yours All debt is your 
debt, or that of the 
partner who can 
pay

Debt of the CC is not that 
of the partners, unless 
the CC wants to obtain 
financing 

Debt is not that of the 
directors and shareholders, 
unless the CO wants to 
obtain financing

Debt of a trust is not 
that of the founder 
(donor), trustee/s or 
beneficiaries, unless 
the trust is liable for 
this

You lose the residence 
in the event of 
insolvency

One partner’s 
insolvency affects 
all the partners and 
the partnership

CC and CO continue, 
regardless of the 
insolvency of a member/
director(s) or shareholders 

Trust continues, 
regardless of 
insolvency of donor, 
trustee or beneficiary

You pay income tax 
according to the 
level of your taxable 
income—maximum 
40%

Partners pay income 
tax according to 
the level of their 
taxable income (as 
individual and as 
partner jointly)—
maximum rate = 
40%

Taxable on the basis 
of turnover up to and 
including R1m, R20m and 
more than R20m on the 
basis of taxable income 
and type of business 
(micro, small businesses, 
and CCs/COS)

Special trusts for sick 
or disabled persons 
and testamentary 
trusts for minor 
children—taxed 
according to level 
of the beneficiary’s 
individual taxable 
income

If you sell the property, 
you pay 13.3% in 
capital gains tax. There 
is also an exemption of 
R30 000. On personal 
residential property 
you are exempt up to a 
profit of R2m. 

The same as for an 
individual.

CCs/COs pay 18.6% on 
capital gains on the sale of 
the property.

Special trusts pay 
26.6% in capital gains 
tax and there is also an 
exemption of R30 000.

➟
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•	
•	 As soon as you buy/invest together with someone, you become joint owners, but you are also jointly 

responsible for the debt involved. If a co-owner does not pay their part of the costs, payment becomes 
the problem of the other owner.

•	 The relevant municipality will increase the value of your property every four to five years and value it at 
too high a price in order to ensure more money for themselves—a permanent phenomenon. In addition, 
they increase it by at least 10% per annum and assume that the bricks mean cash in your hand. In this 
way they can get their budgets to balance more easily.

•	 In the case of sectional title schemes relatively large amounts are spent on certain matters every few 
years, for example, on the replacement of power cables; repairing the swimming pool; new paving for 
common paths; painting 200 units; a new intercom system for the gate and all sectional title units, and so 
on. The contributions per residence unit can therefore increase dramatically as resolved and determined 
by the management at the meetings of the relevant sectional title complex. This is over and above the 
ordinary annual increases in levies for each unit.

•	 After purchasing property at a public auction you may be held liable for payment of overdue water and 
electricity, levies and rates and taxes, and hidden maintenance, particularly if you have not done your 
homework and had the property inspected.

•	 You do not pay transfer duty on a house that you have purchased from the bank and that was repossessed 
by them. The bank is already paying VAT. Normally one pays either transfer duty or VAT.

•	 The cooling-off period of five working days applies only to property with a value of up to R250 000. This 
means you have five working days to reconsider the offer to purchase from the date on which it was 
signed. 

•	 All risks and benefits with respect to the property pass to the new owner after the property has been 
registered (in the buyer’s name). Likewise, the new owner is entitled to all income from it. If you move 
into the property before the registration date, you are liable to pay occupational rent to the previous 
owner. If the seller lives in the property after it has been registered in your name, you are entitled to 
occupational rent. Both examples are subject to your purchase agreement.

•	 If the Reserve Bank increases interest rates, your mortgage will cost more, and your total debt will 
therefore increase. Buy (invest) within your budget right from the start and plan for the repayment of an 
increased bond instalment that you will be able to afford in the future. If you are struggling to repay the 
debt, discuss it with your bank timeously.

•	 You can transfer your mortgage to another bank if the interest rate is lower than that offered by your 
bank. This means that you can save thousands of rands over a period of 20 years. Discuss this with 
your bank beforehand and find out about clauses in your existing contract with respect to penalties, 
cancellation costs, and other cost aspects in respect of the existing mortgage. Likewise, the costs involved 
in obtaining the new mortgage must be well researched (registration and initiation costs).

•	 Think of your short-term, medium-term and also long-term retirement objectives when purchasing.

2. Maintaining the investment (protection conse-
quences)

 Nobody makes an investment and can forget 
about it—the investment/property must be 
managed. This means that you must deal with 
the maintenance; handle complaints; collect rent; 
and insure the property against risks with a short-
term insurer. I suggest you use a letting agent. 
Their costs amount to about 10% of the gross 
rent. They save you a lot of trouble, particularly 

if the lessee has to be confronted regularly about 
certain matters.

3. Transferring the investment (estate consequences)
 The transfer of the property after your death must 

be considered carefully, even before you make the 
investment. Otherwise you will have large estate 
transfer costs after your death, for which you have 
to make provision in the form of life assurance. 
You must take out this cover in any case as soon 
as you invest in fixed property in your own name, 
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particularly if you are still young and healthy, as 
it will attract a very low premium and you will be 
able to get a very large cover amount.

  You can also link the policy benefits to a 
partner, director, trustee, or other reliable person.

  Your will must be valid and current in order 
to accomplish the meaningful transfer (in accor-
dance with your wishes) of your property in your 
estate.

11.5.3 investors need more information
The time has come for people to be more assertive 
and to demand objective personal financial 
information, so that they can make informed 
decisions and assume responsibility for their own 
personal finances.

For example, certain advisers compare owning a 
house with the yield of unit trusts over a period of 20 
years. You may wonder where these people are going 
to stay during this period (in unit trusts?). And 
then there are second properties. Here, the advisers 
concentrate on the selling price of the second prop-
erty after a certain period. What about all the tax 
deductions, the fact that it is a business opportu-
nity, and the financial discipline it has established? 
Your return is increased, because much more is tax-
deductible.

People certainly do not need to make a new 
investment every week to replace their existing 
investments (Swart 1999: 11).

11.5.4 Solid financial principles are the 
 keywords
The driving forces behind your personal finances are 
the economic and social realities of your country, as 
well as financial principles.

You should not be guided by what the richest 
people in the world have done (these are only stories 
and pipe dreams). Use your own personal financial 
situation, based on your own financial resources, 
as the starting point, and keep your household 
budget constantly in mind. Only then should you 
start investing for prosperity before and after retire-
ment. Purposeful personal financial planning is the 
answer, not mass planning for own profit, based on 
buzzwords and fear.

11.5.5 how do you choose a broker?
Of course, you expect that:
•	 You will realise your investment objectives
•	 You will have peace of mind
•	 The broker will have the necessary knowledge, 

qualifications and resources (computer system, 
research team)

•	 You will receive transparent advice
•	 The fees will be reasonable
•	 You will be part of the eventual investment deci-

sion
•	 Investment planning will be proactive
•	 Investment strategies will be based on your risk 

profile as well as your expected return
•	 The broker will look after your interests
•	 You will continue to receive dedicated advice and 

after-sales service for the duration (life) of the 
investment.

11.5.6 what do you expect of your 
 broker?
If you take up a broker’s time and pay for it (which 
is the right thing to do) you are entitled to expect 
a lot from them. If you only want advice, you 
should expect less than when you want to make 
an investment, in which case you would expect a 
proper after-sales service. If you expect a quarterly 
summary or report from your broker, you should 
ask for it and make sure that you receive it. Make 
sure that you get service for the fee (for advice only) 
or the fee and commission (if you invest money) that 
you pay your broker.

If you do not pay anything, you should not expect 
too much, as you will not be entitled to much. Nor 
can you expect much time or advice for R20 or R50. 
People often expect to pay a small one-off fee and 
then make use of the broker’s time and knowledge 
repeatedly. Remember, the broker’s time and money 
are just as valuable as your own.

According to Ingram (2015:2), not all brokers 
sell the right products to clients. Your broker should 
supply you with the following information:
•	 The allocation of your money to shares, fixed 

property, bonds and cash
•	 The allocation should include all your invest-

ments and assets, not only the new product
•	 The actual total cost of the investment
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•	 The amount of money you could lose in case of a 
market crash from your investment in shares and 
listed property

•	 Brokers are scared to provide the latter, because 
they may lose your investment.

Cairns (2015:1–2) adds the following question to 
the adviser: ‘Do you have professional indemnity 
insurance?’ The latter covers the adviser if they are 
found liable for losing the money of a client through 
professional negligence or omissions. Fidelity cover 
insures the advisers against money they manage is 
stolen due to fraud, according to Cairns.

Lamprecht (2016:1) adds that the major role of 
your adviser is the following:
•	 To define your goal(s)
•	 To make sure that you can reach the goal(s) by 

means of your investment
•	 To start with your goal and do the required calcu-

lations, in a similar way to actuaries
•	 To scan the financial markets and identify the 

correct investment for obtaining this goal.

11.5.7 what does your broker expect of 
 you?
Brokers naturally expect to get money from you. 
This is what the occupation is all about. There is 
nothing wrong with this principle, as long as they 
earn the money. Do not allow a broker simply to 
take your money — they must deserve it.

A broker will expect the investor to be serious 
and not to shop around for ten or 15 quotations 
(investment options) from different brokers in a 
short period.

Show that you are serious as soon as you have 
decided on a course of action, particularly if you 
have decided to use the services of a specific broker. 
This broker also expects you, the client, to enter into 
a long-term relationship based on honesty, openness 
and good communication.

Inform your broker of any changes in your finan-
cial situation, so that you can discuss the effects on 
your financial plans. These include changes in your 
income, expenses, assets, liabilities, the composition 
of your family and the standard of living you intend 
to maintain after retirement. Allow your broker to 
become an integral part of your life.

11.5.8 incorrect perceptions
Before we have a closer look at a few types of financial 
adviser, we should discuss some misconceptions 
that are prevalent among the investment public. 
Some people think all financial advisers are ‘policy 
hawkers’; others think all financial advisers are brokers 
or stockbrokers. The person in the street often feels 
that all ‘policy hawkers’ want to make money quickly 
and easily, without fully informing the policy owner 
or providing proper after-sales service. Another 
misconception is that legal advice should be obtained 
only when people are getting married, divorced or want 
to draw up contracts of purchase and sale. Some people 
think that tax matters crop up only when drawing up 
financial statements (income statements and balance 
sheets), while others let people in the industry work 
hard (provide a lot of advice and waste a lot of time) 
and then buy a policy from or invest money with 
someone else.

Other obstacles to choosing a financial adviser 
are conflicting financial advice, advertisements in 
the media, people’s attitudes to risk, their financial 
position and the political and economic situation in 
the country.

Potential investors should know that an invest-
ment portfolio should include various types of 
investment, and that these make provision for 
different needs over differing periods of time. For 
instance, people’s needs may increase (cost of living), 
decrease (debts that are paid off), remain constant, 
or be permanent, temporary or unpredictable. It 
is therefore only logical that an individual should 
make different types of investment. (Note at this 
stage that most needs and risks are covered by insur-
ance products.)

So if we do not like ‘policy hawkers’, we should 
find a way of distinguishing between the good 
and the ‘others’ (we should establish criteria). Our 
discussion is aimed specifically at helping the invest-
ment public to choose a financial adviser.

It is certainly not our intention to offend any type 
of broker or group of people. We also accept that any 
group or type of broker will have its specialists in the 
field of personal financial management.

11.5.9 Types of broker
Traditionally, brokers have been divided into four 
main categories: insurance agents, bank brokers, 
independent brokers and stockbrokers.
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We can differentiate between financial advisers 
in insurance companies (employees of insurance 
companies) and those outside insurance companies 
(individuals who work for themselves or a financial 
institution).

11.5.10 your relationship with your broker
Eventually, you will have a certain relationship with 
your broker and this relationship should last for 
many years. As this is no simple matter, you should 
choose your broker with a long-term financial 
relationship in mind.

Will the broker manage your relationship properly? 
In other words, can you trust the broker with your 
financial needs, objectives, time and money over 
a long period of time? You should not only make 
good investments but also appropriate investments. 
Managing this process involves, among others, the 
following:
•	 Understanding and respecting your financial 

situation
•	 Providing continuous financial advice in line 

with your financial objectives
•	 Following up and controlling your investment 

portfolio continuously
•	 Communicating regularly (over the telephone 

and in writing)
•	 Reporting opportunities and dangers regarding 

your investment(s) immediately
•	 Managing aspects other than your account
•	 Understanding your risk profile, the time horizon 

of investments, and the expected returns (invest-
ment performance).

Guidelines for evaluating brokers
The criteria for choosing a broker may be divided 
into three main categories:
•	 Academic qualifications, professional qualifica-

tions and training
•	 The specific firm for which the broker is working
•	 The person (broker) who is sitting in front of you.

Academic qualifications, professional 
qualifications and training
In theory, you should consult publications (positive 
and negative) about the broker and by the broker. 
Are there indications of media involvement, and 
does he for some reason enjoy high esteem? Ask 
for a CV (curriculum vitae) based on the broker’s 

achievements in the field of personal finance. Follow 
up personal references supplied by the broker and 
contact existing and potential clients for references 
as well. Consider the reasons given by satisfied, 
as well as dissatisfied, clients. Does the broker 
have adequate knowledge and/or the applicable 
professional qualifications? Does he perform well 
and can this performance be substantiated (eg by 
awards)?

Fourie in Lamprecht (2016:1) explains the 
current debate in the FSB regarding the definition of 
an independent advisor. It is still uncertain which of 
the following will constitute the definition, namely:
•	 ‘an independent advisor has to be clear of any 

control or enforcement from product suppliers’ 
or 

•	 ‘an independent advisor should not be owned by 
the product supplier’

•	 A non-independent advisor would endorse their 
own company’s products and services

•	 Independent financial advisors will in future be 
represented by the South African Independent 
Financial Advisors Association (SAIFAA).

Lamprecht (2016:1) discusses some aspects of the 
pressure experienced by the smaller independent 
financial advisors, namely: the regulatory compli-
ance burden; and the Retail Distribution Review 
(RDR). The RDR aims to change the way:
•	 Financial advice is given
•	 Financial products are sold.

According to Fourie in Lamprecht (2016:1–2) the 
following comparison is possible between inde-
pendent advisors in South Africa and in Australia:

SouTh AfricA AuSTrAliA

Number = 30 000, but 
definition being debated

Number = 27

Independent firms Many independent 
firms bought by 
larger companies 
because of all 
the regulation 
and compliance 
requirements 

➟
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Only a few networks of 
advisors, sharing resources 
for administrative work, 
risk and regulatory 
assessment, allowing 
advisors on servicing of 
clients

Several networks 
exist

The market for robo-advice 
is still very small

Several networks 
use robo-advice and 
developed robo-
advice sites

The specific firm
Make enquiries about the broker’s business (either 
as employer or employee). What is the history 
of the business (positive or negative)? Does the 
business enjoy positive media coverage? Remember, 
however, that some ‘media brokers’ will invariably 
put other businesses in a bad light because of the 
financial benefits this will hold for them. Does the 
firm employ other brokers as well? Does it have a 
competent research team?

The person (broker) sitting in front of you
•	 Note how your negotiations with the broker are 

going. Do you like what he is saying?
•	 Is the broker interested in a long-term rela-

tionship, or do you get the idea that he is only 
interested in a quick commission?

•	 Try to determine the extent of the broker’s integrity. 
Beware of an attitude of ‘give me all your money’.

•	 Does the broker have empathy with your finan-
cial situation and/or needs? Get away as soon 
as possible from a broker who immediate starts 
criticising other brokers and their investment 
proposals. Remember that there are various ways 
of attaining your investment objectives.

•	 Be wary of a broker (any broker) who immedi-
ately wants to call up all your policies and invest 
this money as well.

•	 The same is true of a broker whose investment 
proposals are limited to offshore investments or 
shares. Is he or she really a good broker?

•	 What type of client does the broker usually have?
•	 Are the broker’s financial or investment proposals 

clear enough for you to understand?
•	 Be wary of a broker who puts return first, without 

making sure that the financial product will satisfy 
your investment needs and objectives.

•	 What after-sales service can you expect?
•	 Does the broker have someone who can take over 

if necessary, or could your long-term relationship 
come to a sudden end?

11.5.11 can i be my own broker?
Many people would like to make their own decisions 
about their personal finances and would prefer to 
invest their own packages, for example. Can you 
do it on your own? Evaluate yourself and circle the 
mark for each criterion on the left in Table 11.1.

Table 11.1: Can I be my own broker?

criTErion MArK

low MEdiuM hiGh

Knowledge 
(investments)

1 2 3 4 5

Training 1 2 3 4 5

Experience 1 2 3 4 5

Time 
(information, 
research)

1 2 3 4 5

Managerial 
abilities

1 2 3 4 5

Now add up your marks:
•	 20–25: You will definitely be able to handle your 

own financial matters.
•	 15–19: You will be able to make most decisions 

on your own, but you need the assistance of a 
financial adviser/broker.

•	 1–14: You will not be able to make any decisions 
about your financial matters on your own; you 
will need a financial adviser/broker.

This is only a rough indication to help you deter-
mine how much financial advice you might need. 
Whether you decide to be your own broker or not, it 
is important to consult as many sources of financial 
information as possible, such as:
•	 Scientific books on personal finances
•	 Academic books on personal financial manage-

ment. (These books cover the whole area of 
personal financial planning. These are the only 
books that explain the structure underlying 
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personal financial planning. They do not need 
to be updated every year because they contain 
pure financial principles that have been tested 
through the years. The authors are not trying to 
sell certain products to the readers.)

•	 Financial articles in magazines and newspa-
pers (make sure that you place the contents in 
perspective — do not be prompted into changing 
your investments every week).

11.5.12 what are the costs of investing?
Traditionally, brokers earn commission, a fee or both. 
Because the investment has to be managed over a 
long term, a management fee is levied as well. When 
you are investing in a single financial product (eg an 
endowment policy, a lump sum endowment policy 
or a voluntary annuity) the cost of the investment 
usually amounts to 1.75% of the total amount of the 
investment.

If an investment is made with a stockbroker, the 
broker’s fees may vary depending on the services that 
will be rendered in future. However, the following cost 
items will be involved in buying and selling shares:
•	 Buying: x number of shares at x cents each 

Plus: broker’s fees at x% of the amount invested 
Plus: marketable securities tax (MST) at x%

•	 Selling: only broker’s fees (no MST).

With unit trusts, the following costs will be involved 
(an example):
•	 Initial fee. The unit trust management company 

will charge initial fees of up to 0.25% on funds. 
Compulsory fees for MST at 0.25%, broker’s fees 
and VAT at 14% will also be levied.

•	 Annual management fees. An annual manage-
ment fee, as determined by the trust deed, will be 
levied. These costs are negotiable. The manage-
ment fee will be deducted from the income before 
it is declared and paid out.

•	 Be careful. It could be expensive to transfer a 
certain unit trust investment to another fund. 
Timing is very important here, because you may 
incur a loss. The conversion entails selling units 
in the old fund and then buying units in the new 
fund. The new costs will amount to under 1% 
if the same broker handles the conversion. The 
actual costs will be determined by the differ-
ence in the market value of the initial investment 
(buying) and the market value at the time of sale.

The cost of an investment in a product that is linked 
to unit trusts is made up of the following cost 
elements:
•	 Initial costs (administration fees of 5%–7%). 

These include annual management fees (1% for 
the unit trust company plus 0.5–1% as a manage-
ment fee for companies with linked products, 
plus VAT).

•	 Total costs. These will depend on the amount that 
is invested, the product to which the unit trust is 
linked and the broker’s commission.

•	 Broker’s fees. Besides the initial fees already 
included in the costs, brokers receive a further 
0.5% per year. 

•	 Statutory or compulsory costs. 0.75–0.25% market-
able securities tax, plus a broker’s fee of 0.5%.

When money is invested in fixed property, the 
initial costs comprise transfer duty; conveyancing 
fees; interim interest; occupational rent; the costs 
involved when the property is unoccupied; and the 
agent’s commission.

When investing a lump sum in a ‘package 
product’ (an investment product in which a number 
of types of financial product are found and in which 
you may constantly switch between products at 
virtually no cost), the costs will be 5% of the amount 
invested (consisting of 2.5% commission and 2.5% 
administration fees). Remember that this commis-
sion is negotiable. The 5% does not include the 
management fee. Suppose you invest R500 000 in 
such a product. The costs may be as follows:
•	 Financial adviser’s initial fee. Can be negotiated 

— between 0% and 5%.
•	 Financial adviser’s annual administration service 

fee. Can be negotiated — between 0% and 1%.
•	 Annual administration fee. Will be recovered 

monthly from the investor’s plan according to a 
sliding scale.

Ingram (2015:1–2) declares that no investor should 
pay more than 3% annually for an investment. The 
cost should include charges for the following: advice; 
administration (platform) fee; and fund manage-
ment fee.

conversion fees
•	 Within the same management company. No 

fees except compulsory costs are levied on 
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conversions between investment funds that are 
managed by the same management company.

•	 Between different management companies . 
Compulsory costs and a levy of 0.25% on 
conversions between funds that are managed by 
different management companies.

11.5.13 choosing a fund manager
Cairns (2016:1–2) discusses the global regulation of 
the financial services industry. In order to protect 
consumers, regulation scrutinises product providers 
and product managers’ costs, disclosure to clients, 
and relationships with intermediaries. Global 
regulators are sharing ideas and are copying each 
other. South Africa follows the trends in Europe and 
the United Kingdom. A lot of new regulation will be 
required related to cyber security and robo-advice.

When choosing a fund manager, Cairns (2016:1) 
explains that the question should be: ‘how should 
investors be selecting the appropriate investments for 
their personal goals and circumstances?’ Govender 
in Cairns (2016:1) concludes by saying that what 
matters is ‘whether the manager is outperforming 
the risks they are taking’.

Armitage in Cairns (2016:1) argues that it is 
important to understand the following:
•	 What each active manager is trying to achieve
•	 Their philosophy
•	 How they approach their investments
•	 Their resources and teams to analyse shares and 

investments.

Choose a fund manager that will assist you in 
reaching your investment goals. Cairns (2016:1) lists 
the following fund managers in the collective scheme 
industry in order of size—assets under management 
(31 March 2016):
•	 Coronation   R 240 807 (millions)
•	 Allan Gray  R 237 604
•	 Stanlib   R 203 690
•	 Investec  R 170 489
•	 Old Mutual  R 159 530

•	 Nedgroup Investments R 139 846
•	 Sanlam  R 110 355
•	 Absa   R 94 343
•	 Prudential  R 91 556
•	 Foord   R 81 336

robo-advice – the ‘new’ broker
‘Robo-advisors are online platforms where investors 
are guided towards a suitable set of investment 
products by assessing their investment goals, risk 
tolerance and investment horizon through various 
questions without the use of a human financial 
advisor’ (Lamprecht 2016: 1). Ziady (2016:1) refers 
to robo-advisors as ‘online financial advice tools’.

Robo-advisors must be licensed by the Financial 
Services Board (FSB) in order to be able to give 
financial advice. According to Da Silva in Ziady 
(2016:1), robo-advisors are faced with two options 
related to the services of an intermediary, namely:
•	 To register as finance services providers (FSPs) 

themselves
•	 To operate off an existing FSP licence, where there 

are key individuals behind the product respon-
sible for ensuring that the advice is appropriate 
for customers in order to be registered under the 
Financial Advisory and Intermediary Services Act 
37 of 2002 (FAIS).

Hurwitz in Lamprecht (2016:1) calls robo-advisors ‘a 
sign of revolution in the financial services industry’.

Currently only a few of these online invest-
ment tools have been made available to consumers, 
according to Ziady. While the FSB will concentrate 
on the competency of the individuals behind the 
robo-advice platforms, the United States is focusing 
on the algorithms behind the digital advice tools.

Ziady (2016:1–2) summarises the issues in the 
debate between Warren Ingram and Craig Gradidge 
about the pros and cons of robo-advice at the recent 
Money Expo (2016). The following advantages and 
disadvantages of robo-advice in comparison with an 
individual advisor can be listed:

AdvAnTAGES of roBo-AdvicE diSAdvAnTAGES of roBo-AdvicE

•	 Can provide more information on a wider range 
of topics 

•	 Provides better advice than the average 
commission-driven advisor

•	 Can’t provide the same quality of advice
•	 Can’t provide better advice than a real 

professional advisor

➟
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AdvAnTAGES of roBo-AdvicE diSAdvAnTAGES of roBo-AdvicE

•	 Provides helpful advice for the average 
individual

•	 Advice will improve over time

Lamprecht (2016:1) added:

•	 Speed and convenience
•	 Identify risk.

•	 Can’t provide advice on complex financial 
planning

•	 Can’t assist with the behaviour problems of 
investors after the investment has been made

•	 Can’t find hidden information from clients—
have to rely on provided information

•	 Can’t identify hidden financial problems
•	 Too risky to trust yet
•	 No ‘family doctor’ advice
•	 Can’t communicate with clients—clients want 

the combination of advisor and robo-advisor
•	 Can’t discuss very personal and serious matters 

with clients
•	 Can’t project warmth and security
•	 Can’t provide emotional support.

The future of advisors
Hurwitz in Lamprecht (2016:2) lists his 4-point plan 
for ‘human financial advisors in the new digital age’:
•	 Put social media at the heart of your strategy
•	 Peel the orange (be transparent)
•	 Content is king
•	 Educate yourself.

Du Preez (2016:1) provides advice on picking a good 
robo-advisor:
•	 Its questions and risk profiling (good questions 

acknowledge that science and psychology are 
behind the answers of clients)

•	 Does it recommend an investment or just match 
your risk profile (a lot of information should be 
obtained in order to get to a specific risk profile 
and investment strategy)

•	 The underlying investments and investment 
mix (the range of investments should not be too 
limited)

•	 The range of products (should not be too limited)
•	 What it can’t advise you on or can’t do for you 

(it cannot advise on debt repayment rather than 
investment, cannot analyse your current invest-
ments, and diversify your investment portfolio)

•	 Rebalancing (investments should be rebalanced 
with your chosen asset allocation)

•	 Advice and investment costs (you must know 
the cost of the advice, fees for underlying invest-
ments, and the cost for the investment platform).

11.6 invESTMEnT STrATEGiES for 
 diffErEnT AGES
People often find it difficult to start investing 
early in their working lives and to continue with 
different investments throughout life. Unfortunately, 
investment strategies are a prerequisite for financial 
independence and even survival after retirement. 
Retirement can last 30 to 50 years, during which 
time inflation will decrease the purchasing power 
of your investments, and the different kinds of taxes 
will eat away at the remainder of your hard-earned 
assets.

Every person needs an investment strategy for 
his goals in life, for the many needs that demand 
particular provision and for protection against 
possible and certain financial risks. Your unique 
situation, and especially your age and place in the 
life cycle, will determine the particular investment 
strategy. The key term for financial independence is 
financial discipline. If possible, you should invest as 
long as you live. Then, too, the correct investments 
should be made at the right time. You do not want 
to start (at the age of 30) buying a car for R180 000, 
while renting a flat and not contributing to any other 
investments.

Investment strategies over a period of 60 years, 
starting in the working years, are recommended. 
For the purposes of this section, we assume that 
education will continue to the age of 20, although it 
could be closer to 30 years. Investment strategies are 
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required for the following life stages: the young years, 
the family years, the career years, the pre-retirement 
years and the retirement years. It is important to 
know that throughout the five life stages, continuous 
and diverse investments should be made.

11.6.1 The young years (20–30)
Financial discipline ought to be formed during this 
period. An investment with capital growth over 
the long term, such as an endowment policy, is a 
necessity. It is important to accumulate a deposit for 
a dwelling (flat, townhouse or house) or to finance 
the purchase with a 100% bond.

Use your employer’s 100% housing scheme, if 
possible, and do not forget the housing subsidy (or 

allowance) in your calculations, if applicable. Take 
out a life policy to cover your bond (an access-type 
bond), from the same financial institution, with the 
option to use the lump sum after 20 years.

Make use of the tax benefits of a retirement 
annuity by investing in one. If possible, invest 
monthly in a specialist unit trust fund. Cover your 
household risks by means of short-term insurance 
and take out disability and dread disease cover. 
If you change jobs, transfer the money from the 
pension fund or provident fund to that of the new 
employer. Start making investments to cover the 
needs of young children. You could also start a 
family business.

Initial fees
Single investment (R500 000)

 Amount (%) VAT excl. Amount (%) VAT incl.
Financial adviser R12 500 (2.50%) R14 250 (2.85%)

Administration R5 500 (1.10%) R6 270 (1.25%)

TOTAL R18 000 (3.60%) R20 520 (4.10%)

Recurring investment (eg monthly)

   % (VAT excl.) % (VAT incl.)
Financial adviser   0.00% 0.00%

 From To % (VAT excl.) % (VAT incl.)
Administration R0,00 R2 500 2.50% 2.85%

 R2 500 Plus 1.50% 1.71%

Annual fees   % pa payable % pa payable 
   monthly  monthly 
   (VAT excl.) (VAT incl.)
   0.50% 0.57%

Financial adviser: service fee   % pa payable  % pa payable 
   monthly monthly 
   (VAT excl.) (VAT incl.)

Administration: service fee R0,00 R2 500 000 0.50% 0.57%

 R2 500 000 R5 000 000 0.40% 0.46%

 R5 000 000 Plus 0.30% 0.34%

 ExAMPlE 2

➟
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note: Annual fees will be recovered as a percentage of the investment fund.

The tables below indicate that the costs of your investment will decrease as the investment amount 
increases.

Initial fee on single investment Rate (VAT excl.)
On the first R100 000 1.75%

On the next R100 000 1.25%

On the next R100 000 1.00%

On the next R200 000 0.75%

On the next R500 000 0.50%

On the next R4 000 000 0.25%

R5 000 000 and more 0.00%

Initial fee on recurring investments Rate (VAT excl.)
R0–R2 500 2.50%

R2 500 and more 1.50%

Administration service fee (yearly) Rate (VAT excl.)
R0–R2 500 000 0.50%

R2 500 000–R5 000 000 0.40%

R5 000 000 and more 0.30%

11.6.2 The family years (30–40)
Although the needs of children will be a priority for 
households in this group, parents should maintain 
current investments. Try to increase your life 
coverage and make sure that you and your spouse 
make use of the maximum tax advantages when 
it comes to contributions to retirement annuities. 
Take out endowment policies for the children and 
invest all additional funds in your mortgage bond. 
This will ensure a high tax-free return on your 
money and, at the same time, create an emergency 
fund through your access bond. Investing in shares 
though a professional broker is also recommended.

11.6.3 The career years (40–50)
At this stage, the children will start moving out of 
the house and, as a result (hopefully), more funds 
will be available for investment. More attention 
should be given to investments with capital growth, 
with a view to retirement. You can move to a smaller 
dwelling, if necessary. Your bond should be paid 
during this period and a second property can be 
bought in the name of a child or trust. Children can 
stay in the dwelling or it can be let.

11.6.4 The pre-retirement years (50–60)
Serious attention should be given to retirement 
and all possible funds ought to be put into 
investments with capital growth, such as property 
or endowment policies. Contributions to pension 
or provident funds, retirement annuities or deferred 
compensation schemes should be increased. It is 
important to diversify your investments in order to 
spread your risk.

11.6.5 The retirement years (60 and over)
Avoid risky investments and concentrate on capital 
growth. Concentrate on the protection of your hard-
earned investments (for your retirement and for your 
children’s inheritances). Put some of your money 
into fixed deposits to earn interest. Guaranteed 
income and capital plans (obtainable from insurers) 
are recommended investments. An investment in 
a second-hand endowment policy is also possible. 
Remember that all existing investments should be 
maintained. Get rid of all debt.
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11.7 invESTMEnT criTEriA
Before a person invests money (buys financial 
assets) he must be aware of the various criteria for 
evaluating investments. Various aspects affect the 
choice of investment options, of which the following 
are the most important.

11.7.1 income
Not all investors are interested in capital growth. 
Some prefer a regular, fixed income, even though 
the value of the investment decreases as a result of 
inflation. For a 20-year-old person, such a decision 
could be disastrous over the long term, but for a 
70-year-old person, it could be a good decision.

People who are not interested in capital growth 
will therefore make use of some type of savings plan. 
They will invest money saved in a savings plan in 
order to earn a monthly income from it.

Potential investors who want a fixed income 
can also invest in participation bonds. The capital 
is still safe (repayment of funds is guaranteed), but 
the money must be invested on a fixed basis for five 
years.

If a potential investor who wants a regular income 
is prepared to accept a greater risk, a much higher 
return can be obtained. Capital growth may also 
occur to a certain extent, which means that inflation 
will not absorb the investor’s money.

Fixed-interest-bearing securities or trusts offer a 
fixed income while repayment of the principal sum 
is guaranteed. This type of investment is not ideal for 
the ‘small’ investor.

Unit trusts, however, offer the small investor an 
investment opportunity aimed at income. Income 
trusts are a good example. Unit trusts are a long-
term investment, and people who want their money 
within three years are advised to invest in the right 
types of unit trust. The same applies to property 
trusts and money market funds.

11.7.2 Growth
By growth we mean capital growth; in other words, 
a rise in the value of the investment, for example, a 
home. It is important that an investment should show 
capital growth in order to improve the investor’s cash 
position after the sale of the investment. Investments 
in shares or long-term unit trust investments are 
further examples. With capital growth, we mean that 

the value of the investment should increase annually 
by at least as much as inflation. If the annual increase 
in value is less than the inflation rate, we call it a 
negative growth or negative real growth.

11.7.3 Safety of capital
The safety of an investment means that the 
investment must survive for as long as it pleases the 
investor. If an amount of R100 000 is invested, the 
investor must be sure that the money is safe and that 
he will receive not less than R100 000. (This is apart 
from the fact that the investor will receive less in 
real terms, as a result of inflation and tax on interest 
income, for example.)

When young people lose their investment, they 
may be able to recoup the loss over the years from 
other income sources. Older people, particularly 
retired investors, will not be able to regain a lost 
investment over the years. The result is that older 
people usually prefer less risky investments, where 
the safety of the capital amount (invested amount) 
is guaranteed.

11.7.4 flexibility
Potential investors must find out whether it will be 
possible to make adjustments to their investment at 
a later stage. An example is where the contents of 
a policy can be adjusted to provide for changing 
circumstances. Note should also be taken, for 
example, of the possibility of converting one kind of 
share to another kind.

11.7.5 liquidity
It is particularly important to certain investors that 
their investment can be converted to cash fairly 
easily and at short notice. Even with short-term 
securities, the more liquid securities will be chosen. 
If investors urgently need their cash (investment), it 
must be available.

11.7.6 Taxability
Certain types of investment are preferred above 
others, as a result of the taxability of the return on 
investments. People with a high taxable income will 
prefer investments that are partially taxable or that 
yield tax-free returns. High returns are therefore 
played down against tax-free income.
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11.7.7 Ease of management
Potential investors have to decide for themselves 
whether they have sufficient expertise to manage an 
investment or investments. Where a share portfolio 
requires specialised knowledge, for example, the 
management should preferably be left to an expert 
(a stockbroker). From a management point of view, 
it is advisable to evaluate investments continuously 
and to decide whether they should be replaced 
with other or similar investments. The obligatory 
investment term will determine when an investment 
can be altered.

The average investor does not possess the neces-
sary expertise to manage investments himself. It is 
recommended that investments are discussed with 
an expert (according to the kind of investment) 
at least once a year. Older people (especially after 
retirement) sometimes have enough time to spare, 
but do not always have the energy to undertake their 
own share transactions.

11.7.8 risk
Risk refers to the possibility of suffering a loss. A 
person’s attitude towards risk determines which 
investments he will prefer. The risk involved in 
investment in shares, for example, is higher than for 
unit trusts. In turn, unit trusts are more risky than 
property trusts.

11.7.9 return
Earlier, we referred to the fact that risk and return 
are positively correlated; in other words, when 
risk rises the anticipated return will also rise and 
vice versa. A lower risk is associated with a lower 
anticipated return.

11.7.10 Amount
The amount of money a potential investor has at 
his disposal will determine which investments are 
possible and which are not. Small amounts of money 
can be deposited in a savings account. Fairly small 
amounts can also be invested monthly in unit trusts. 
An investment in listed shares, however, requires a 
larger investment amount, which is generally out of 
the reach of the average investor.

11.7.11 Term of investment
The specific term of an investment is very important 
to a potential investor. If the investor may need his 

money in a year’s time, he should not consider an 
investment with a longer term. An investment in 
shares requires funds to be invested over a longer 
term, unless the shares are sold. Listed shares are 
fairly easily negotiable.

The term is therefore particularly important 
where money is invested for a fixed term (for 
example, five years) and where negotiability is not 
an issue. Where a decline in interest rates is antici-
pated, it is better to make a fixed investment over a 
longer period. Where interest rates are about to rise, 
the investor loses by making a fixed investment over 
a long term at a specific interest rate. The need for 
money and the anticipated interest rates therefore 
play an important role in the desirability of a specific 
investment term for the potential investor.

Furthermore, it is important to realise over what 
term a specific investment will benefit the investor. 
Unit trusts, for example, are a long-term investment. 
For terms that are shorter than three to five years, 
the investor may suffer a loss, particularly if he or 
she wishes to sell within that period. Over the long 
term, the possibility of a loss is smaller if the inves-
tor’s motive was capital growth.

11.7.12 investor’s tax rate
An investor’s marginal tax rate will largely deter- 
mine the kind of investment he or she chooses. If an 
investor falls into a relatively high income category, 
with the associated high tax liabilities, a tax-free 
investment or an investment with capital growth rather 
than a regular income is preferable. Certain institutions 
still offer tax-free and partially tax-free investments.

11.7.13 Transaction costs
The purchase and sale of assets is usually accompanied 
by some form of transaction costs. Financial assets 
(the area of investment during this discussion) have 
to do with stockbrokerage. In certain cases (certain 
kinds of investments), transaction costs are paid for 
both the purchase and the sale of financial assets.

For example, transaction costs can be lower 
where shares or unit trusts are bought regularly (for 
example, monthly). The reason for this is that the 
average price per share or unit trust is lower.

11.7.14 Timing
Earlier, we explained how an anticipated rise or fall in 
interest rates affects the fixed investment of money. 

Personal Finance Management 5e.indb   332 12/12/2016   2:50:14 PM



333Chapter 11 Investment planning

A fixed investment at the right time (when interest 
rates are going to rise) can generate considerably 
more income in the form of higher interest for the 
investor.

In the case of shares, timing is almost as important 
as the choice of the right shares in the right industry. 
For those who want to speculate with shares, the 
timing of buying and selling is crucial. Shares should 
therefore be bought at the time the investor (or 
stockbroker) regards them as undervalued and sold 
at a time when they are regarded as overvalued. To 
avoid buying shares at the wrong time, a method 
can be followed that is called ‘rand cost averaging’. 
This means that an amount is invested on a regular 
basis (for example monthly). Even if prices vary, the 
average costs paid over time (for example a year) are 
lower than they would have been in the case of once 
only purchases (investments).

11.7.15 diversification
It is important that a potential investor is aware of 
this aspect, particularly during the evaluation of 
potential investments. Diversification means the 
spreading of risk over a number of investments 
with the purpose of lowering the total level of risk. 
If the risk of an investor’s portfolio is already very 
high, they should rather choose an investment with 
a lower risk in order to lower the total risk of their 
portfolio. Again, the investor’s attitude towards risk 
plays an important role during investment and, 
consequently, during diversification.

11.7.16 control
Potential investors must decide whether they want 
to exercise control over the investments, and how 
much control they desire. This will depend on their 
personality type. In the case of financial assets, 
investors can manage the share portfolio themselves, 
and undertake the buying and selling of shares 
without the assistance of a stockbroker.

Savings accounts or fixed deposits do not require 
any control on the part of the investor. An investor 
may, however, require a stockbroker to manage a 
share portfolio. A stockbroker may be asked to take 
complete control of the portfolio and make all the 
decisions for buying and selling, or the investor may 
retain a measure of control. In the latter case, the 
stockbroker will ask the investor’s permission to buy 

and/or sell, in which case transactions will take place 
only with the permission of the investor.

11.7.17 Knowledge/management 
  requirements
Certain financial assets (investments) require a large 
amount of knowledge and expertise. Very few people 
possess the necessary knowledge, time or skill to 
manage their own share portfolio. A stockbroker 
may therefore be appointed to manage the portfolio. 
Saving money in a savings account or fixed deposit 
does not, however, require much knowledge or 
expertise. Even an illiterate person can make such 
investments.

11.7.18 Protection against inflation
The pre-tax return on an investment should be 
higher than the inflation rate (the South African 
inflation rate was about 5% in 2016). An investment 
may also have a higher capital growth than the 
inflation rate. Protection against inflation means 
the retention of the buying power of the investor’s 
money. Investments seldom offer a positive (real) 
after-tax rate of return, in other words, higher than 
the inflation rate.

The current inflation rate makes investment on 
the share market essential. Earlier, when the infla-
tion rate was 3 to 4% and the return on a fixed 
deposit was about 8%, an investor (with a marginal 
tax rate of 25%) could expect an after-tax return of 
6%. Today, an after-tax return that is higher than 
the inflation rate is unthinkable. Potential inves-
tors are therefore referred to the importance of the 
before-tax investment rate, the inflation rate, and 
particularly the investor’s marginal tax rate.

Posel (1990:15) points out that each household 
has its own inflation rate, depending on bond loans 
and/or number of children. The investment plan for 
each household is therefore based on this unique 
inflation rate. The investment techniques they adopt 
will also be determined by this factor. The purpose 
of an investment or investment plan is, after all, to 
obtain a positive (in real terms) after-tax return. 
Real in this context means after-tax return minus 
the inflation rate.

Posel (1990: 29) comes to the conclusion that the 
consumer expenditure index and not the consumer 
price index should be used to calculate the actual 
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inflation rate. Individual households should there-
fore take note of this real fact during their personal 
financial planning.

11.7.19 The investor’s objectives
The investors’ investment objectives will largely 
determine which investment criteria are the most 
important personally. These investment objectives 
will determine which investments (in financial 
assets) they will consider and which they will avoid. 
A potential investor’s investment objectives will be 
determined by the following personal factors:
•	 Current financial situation (wealth or financial 

independence)
•	 Age
•	 Physical abilities
•	 Educational level
•	 Present career
•	 Single or married with a family
•	 Attitude towards risks
•	 Management ability
•	 Nature of income (regular or on a commission 

basis)
•	 Source of funds and purpose of investment.

Existing investments will therefore be assessed 
differently by different people, based on their own 
personal situations. However, both existing and 
potential investors should be aware of the different 
investment criteria. This will equip them with the 
necessary knowledge to make sensible investments 
that will meet their investment objectives.

11.8 TyPES of finAnciAl invESTMEnT
Potential  investors have several  f inancial 
investments from which to choose. They will accept 
or reject investments on the basis of their investment 
objectives by using certain investment criteria. 
These types of financial investment form part of the 
investor’s portfolio and may include:
•	 Money market investments
•	 Capital market investments.

Now we will discuss some investment options in the 
money and capital markets.

11.8.1 The money market
In the money market, the potential investor may 
invest in the following financial assets:

•	 Bank acceptances
•	 Treasury bills
•	 Negotiable certificates of deposit
•	 Participation bonds
•	 Deposits
•	 Project bills
•	 Trade bills
•	 Money market funds.

Bank acceptances
Bank acceptances are the oldest form of credit 
in the world, and can be traced back to the 4th 
century BC (Falkena et al. 1989: 209). At present, 
bank acceptances are the most traded securities 
in the money market. A bank acceptance is a bill 
of exchange issued by a business enterprise (after 
borrowing money) in which it undertakes to pay 
a stated sum of money after a stated period. This 
period is usually three months (90 days). The bill 
of exchange is usually accepted by the bank, which 
means that the bank guarantees the payment of the 
sum of the bill of exchange on maturity.

Bank acceptances are usually issued in the 
following amounts: R5 000 000, R1 000 000, 
R500 000,  R200 000,  R150 000,  R100 000, 
R50 000, R20 000, R10 000 and R5 000.

The primary market
Bank acceptances are issued by banks.

The holders of bank acceptances
The holder of a bank acceptance is that institution or 
individual who is entitled to a certain sum of money on 
a certain date. Holders may be individual people, state 
institutions, pension funds and insurance companies.

The secondary market
An active secondary market exists for bank 
acceptances. Investors may sell bank acceptances 
of high quality in the market at any time. Bank 
acceptances are bought for terms of three years, but 
they may be sold within this period, although the 
holder will usually lose out, because the return over 
the short term is lower than over the long term, or 
because the rate of return has fallen.

Treasury bills
A treasury bill is issued by the bank and is proof 
that the estate has borrowed money from a person 
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or institution. The loan term is three months. The 
bill itself does not provide much information, but 
the following does appear on it: date of issue, date of 
maturity (on which the debt must be paid) and the 
sight value (nominal value) that must be paid to the 
holder of the treasury bill on the date of maturity.

Treasury bills are issued in the following amounts: 
R5 000 000, R2 000 000, R1 000 000, R500 000, 
R200 000, R100 000, R50 000 and R10 000. The 
minimum amount borrowed, however, is R100 000. 
Individuals or institutions may issue (request) 
tenders for treasury bills on Fridays.

The primary market
The South African Reserve Bank issues treasury bills 
on behalf of the state. Loan amounts are incurred in 
descending order until all loan amounts (according 
to the state’s need of funds) are exhausted. Two 
types of treasury bill are distinguished: those issued 
weekly, with a tenure of 91 days, and special issues, 
with a tenure of 92 to 365 days. On the maturity 
dates, the treasury bills are offered at the Reserve 
Bank, which redeems the outstanding debt.

Holders of treasury bills
Banks, building societies, insurance companies, 
pension funds, mining houses, discount houses and 
individuals may be holders of treasury bills.

The secondary market
A treasury bill is transferred merely by tendering it 
(handing it over), unless the name of the original 
supplier of funds appears on it. In that case, the 
investor must endorse (sign) the treasury bill at the 
back on tendering it.

negotiable certificates of deposit
These certificates are issued (by banks, for example) 
as an indication that funds (capital plus interest) 
will be paid on a stated date to the holder of the 
certificates. A negotiable certificate of deposit 
contains the following information: name of issuer 
(bank or building society), date of issue, date of 
maturity, amount of deposit, value on date of 
maturity and interest rate per year.

Negotiable certificates of deposit are issued for 
periods of up to five years. If issued for a period 
shorter than a year, interest is paid at the end of the 
period. For periods of one to five years, interest is 

paid at the end of the period or every six months. 
These certificates are usually issued for large 
amounts: R1 000 000, R500 000 and, in exceptional 
cases, in multiples of R100 000.

The primary market
Banks and building societies issue such certificates.

Holders of certificates
Discount houses, mining houses, pension funds, 
companies, government institutions, municipalities 
and individual people may be holders of certificates.

The secondary market
Certificates are transferable merely by tendering, 
unless the depositor’s name appears on them. In this 
case, the depositor must endorse the certificate on 
the back. The certificate is offered for payment on 
the date of maturity at the bank or building society. 
The issuer will then pay the sight value (deposit) plus 
interest to the holder of the certificate. The interest 
rate applies up to the date of maturity.

Assume that a certificate is issued on 31 June and 
matures on 31 December of the same year. At an 
interest rate of 12% per year, the buyer pays 100% 
for the certificate and six months later receives 106% 
(12/100 × 6/12). If the certificate is traded after three 
months, the price is the discounted value of 106%, 
that is 103.085% of the original purchase price 
(Laurie 1990: 15).

Participation bonds
Individuals can invest in participation bonds. The 
minimum investment amount is R1 000 and the 
term is five years. During this period, the funds may 
not be withdrawn, except in the case of the death 
or liquidation of the investor. After five years, the 
money may be withdrawn or reinvested. However, 
three months’ notice must be given.

The interest rate varies and is not fixed over the 
five-year period. Even though inflation may lower 
the value of the investment, the risk is low and this 
type of investment is suitable particularly for retired 
people. Interest is paid out in one of four ways: quar-
terly in advance, monthly in advance, quarterly in 
arrears and monthly in arrears. Some calculations 
are therefore necessary in order to determine which 
financial institution pays the highest interest on the 
basis of the method of interest payments used.
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deposits
Deposits may be made at a bank or building society 
(deposit receiving intermediaries). Smaller deposits 
are placed in savings deposits. Deposits for fairly 
large amounts (for example, R50 000) are called 
deposits on demand. The ‘small investor’ will 
therefore make use of a savings account (savings 
deposit). A minimum amount usually has to be left 
in a savings account, in order to ensure a higher 
rate of return for the investor. The number of 
withdrawals per month is also limited. Fixed-term 
and notice deposits have a higher interest rate than a 
pure savings account (for example, accounts used to 
deposit monthly income).

However, inflation is the enemy of savings 
account investors, because the purchasing power 
of money decreases over time. Nevertheless, such 
funds are necessary for unforeseen events. Each 
household and individual should have some money 
in a savings account (in spite of the decline in value) 
as a safety measure.

Trade bills, project bills, promissory notes, 
government stock, municipal stock and Land Bank 
bills are all part of the money market. Investments in 
these instruments require very large sums of money 
and are not suitable for small investors. We will not 
discuss money market instruments any further.

It is not always easy to distinguish between the 
money market and the capital market. Normally, 
investments for terms of up to three years are 
regarded as part of the money market, while longer- 
term investments are regarded as part of the capital 
market. When a capital market instrument, with a 
normal tenure or term of five years, is sold after two 
years, it becomes part of the money market.

11.8.2 The capital market
The capital market offers individuals the opportunity 
of investing their savings over the long term. The 
various investment options in the capital market are 
called capital market instruments. Opportunities 
are created in the capital market for investing, as 
well as trading in, such investments (long-term 
investments). The capital market consists of a large 
number of financial institutions or intermediaries, 
who offer a large variety of financial instruments 
(capital market instruments), each with different 
risk/return features.

Financial instruments in which potential inves-
tors can invest in the capital market are:
•	 Ordinary shares
•	 Preference shares
•	 Fixed-interest-bearing securities
•	 Unit trusts
•	 ETFs—exchange-traded funds
•	 Property unit trusts (PUTs)
•	 Listed property companies
•	 Derivatives.

Although there are similar instruments, they are not 
relevant to our discussion, since we are primarily 
interested in the small, individual investor. We will 
now discuss each of the above instruments.

ordinary shares
Companies with a limited liability usually issue 
ordinary shares. Individuals and institutions may 
invest in these shares. An investor would have 
limited liability if the company were liquidated, 
which means that they cannot lose more than 100% 
of their investment. The names of people who buy 
shares appear in the company’s member register 
and they receive share certificates as proof of their 
investment. This is the case of an investment in a 
public company.

An investment in ordinary shares implies that 
investors put their money at the disposal of the 
company for an unlimited period. Should investors 
need this money (for whatever reason), they may not 
withdraw it from the company. Shares are transfer-
able, however, and can be traded.

Ordinary shareholders may receive dividends 
after all fixed interest obligations and preference 
dividends (payable to preference shareholders) 
have been paid. Dividends are not always paid out 
to shareholders; sometimes they are retained to 
finance further projects. Depending on the needs 
(preferences) of ordinary shareholders, they would 
choose companies for investment, which either 
pay regular dividends or which reinvest dividends. 
Consequently, there is a choice between income 
(distribution of dividends) and capital growth (rein-
vestment of dividends).

The risk is great for ordinary shareholders for the 
following reasons, among others:
•	 There is no certainty that an ordinary share- 

holder will, in fact, receive dividends.
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•	 There is no judicial (legal) obligation on the 
company to pay back the borrowed money (the 
capital invested in ordinary shares by the share- 
holders).

•	 The legal obligation is to first pay interest and 
preference dividends from the profits.

•	 Industrial results and company policy determine 
the payment of dividends and the repayment of 
capital.

•	 During liquidation of the company, ordinary 
shareholders will be compensated last if sufficient 
funds remain after the payment of creditors and 
preference shareholders.

Ordinary shareholders have a say, since they have 
voting rights in accordance with their shareholding 
on important matters at annual general meetings.

They decide on the following, among others: who 
should serve on the board of directors, the approval 
of the financial annual statements, the dividend 
policy and the investment policy of the company.

The high risk associated with ordinary shares 
implies that a high return on such investments may 
be expected. The return is received in the form of 
dividends, capital growth and a rise in share prices. 
The return should also be higher than an investor 
would receive for an investment with a similar risk 
elsewhere.

Ordinary shareholders are regarded as owners of 
the company, because they carry most of the risk of 
all the suppliers of capital.

Preference shares
Preference shares have features of both ordinary 
shares and debentures. They are also called mixed 
forms. Normally, preference shares are created for 
special circumstances.

The risk of preference shares is lower than for 
ordinary shares, for the following reasons, among 
others:
•	 Preference dividends are paid before dividends 

are paid on ordinary shares
•	 Preference shares enjoy preference above ordi-

nary shares, in the case of the company being 
liquidated.

•	 Preference shareholders do not possess voting 
rights. Preference dividends are paid out after 
interest on capital, because preference dividends 

are paid out of net profit after tax, whereas 
interest is paid from before-tax income.

The following income statement illustrates the posi-
tion of holders of debentures, preference shares and 
ordinary shares in terms of their income demands 
and profit-sharing in the event of liquidation:

Profit before interest and tax Rx 
Less: Interest obligations  ___ 
Profit after interest before tax Rx 
Less: Tax ___ 
Profit after interest and tax  Rx 
Less: Preference dividends  ___ 
Profit available for distribution
among ordinary shareholders
(or reinvestment in the company)  Rx 

We see that interest must be paid first (to creditors), 
secondly, preference dividends (to preference share-
holders) and, thirdly, dividends on ordinary shares (to 
ordinary shareholders). The same sequence is retained 
if funds or assets remain after a company’s liquidation. 
Preference shareholders receive a lower return than 
ordinary shareholders, with a lower risk attached to 
their investment because of the fixed obligation to pay 
out dividends (except for cumulative preference shares).

Preference shareholders do not have voting rights 
and are not regarded as owners of the company. In 
cases where dividend payments are in arrears (have 
accumulated), preference shareholders may have 
voting rights.

The following types of preference shares are 
distinguished:
•	 Fixed-interest shares. A fixed rate of return is paid 

on the coupon rate of the preference share.
•	 Variable interest preference shares. Rates of return 

are linked either to money market or to capital 
market rates.

•	 Cumulative preference shares. There are not 
always sufficient funds (profits) in a specific year 
to pay out dividends. The dividends are therefore 
accumulated for a year when there are sufficient 
profits for the payment of dividends.

•	 Participation preference shares. Here, preference 
shareholders receive dividends and share in the 
surplus profit (after dividend payments).

•	 Redeemable preference shares. In this case, the 
company may buy back preference shares at a 
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fixed date or over a fixed period. Investors are 
usually wary of the latter.

•	 Convertible preference shares. Preference shares 
may be converted (changed) to ordinary shares 
with a higher return but also with a higher risk. 
Convertible preference shares are more expensive 
than other types of preference shares.

fixed-interest-bearing securities
The concept ‘fixed-interest-bearing securities’ 
includes a wide variety of investment alternatives:
•	 Gilt-edged stock — IOUs issued by the govern-

ment
•	 Semi-gilt-edged stock — IOUs issued by govern-

ment subsidised institutions (for example 
Eskom), as well as the larger municipalities

•	 Debentures — IOUs issued by companies.

Each of these will now be briefly discussed.

Gilt-edged stock
The government offers a 100% guarantee that all 
capital plus interest will be paid to the investor in 
gilt-edged stocks. Investors know beforehand how 
much interest they are going to receive. Interest 
payments are usually made every six months. Gilt- 
edged stocks are not without any risk, though, as will 
be seen in the discussion on debentures.

Semi-gilt-edged stock
These stocks are similar to gild-edged stocks but the 
risk is slightly higher.

Because of the higher risk, a higher interest rate is 
paid to investors. The risk and return can be linked 
directly to the financial situation of the institution 
(eg Eskom, the South African Transport Services) or 
municipality concerned.

Debentures
A debenture is a written IOU that a person or an 
institution receives as proof of money lent to the 
person or institution. A debenture-holder is actually 
a creditor who is entitled to his borrowed capital 
plus interest. The exact manner and period of 
payment is set out in the IOU. Normally, interest is 
paid annually, while the borrowed amount is paid at 
the end of the borrowing period.

Gilt-edged and semi-gilt-edged stocks are issued 
by the government, government institutions and 

municipalities in order to obtain funds. Companies, 
on the other hand, issue IOUs to obtain funds, over 
and above issuing shares. Fixed-interest-bearing 
stocks represent long-term loans to (or long-term 
investments in) these institutions.

There is always a possibility that a company may 
be liquidated (for whatever reason). Consequently, 
the risk of IOUs is higher than in the case of gilt-
edged or semi-gilt-edged stocks. A higher interest 
rate is therefore paid to holders of debentures. 
As mentioned earlier, holders of debentures have 
a preference demand above ordinary preference 
shareholders in the event of the liquidation of the 
company. Holders of debentures have no voting 
rights, except where interest payments are in arrears. 
The following types of debentures are distinguished:
•	 Secured debentures. These debentures are issued 

with assets (moving or non-moving) as security 
(in the event of the liquidation of the company).

•	 Unsecured debentures. Here, no security is offered 
and no preference is obtained above other credi-
tors in the event of liquidation.

•	 Guaranteed debentures. A holding company guar-
antees the debentures of a subsidiary company.

•	 Participating debentures. Holders of debentures 
receive annual interest payments and also partici-
pate in surplus profits.

•	 Convertible debentures. Holders of debentures 
may convert their debentures to ordinary shares. 
The number of shares as well as the stated date of 
conversion are agreed to beforehand.

•	 Redeemable debentures. The company may redeem 
the loan before the maturity date agreed upon. The 
investor may be stuck with a large amount of cash 
while interest rates are low and there are no similar 
investments (with the same returns as the redeem-
able debentures) in the market.

unit trusts (collective investments)
An investment in unit trusts is a method whereby 
the fairly small investor can form part of the share 
market without being directly involved. Professionals 
are responsible for the management of such 
investments and they have the necessary time and 
expertise. People who buy unit trusts generally do 
not want the responsibility of analysing the market.

Unit trusts are large investment portfolios 
that may include a wide variety of shares and 
fixed-interest-bearing trusts. These portfolios are 
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diversified, with the result that the risk for the 
investor or potential buyer is lower, since the law 
requires each unit trust to keep at least 20 different 
investments. The return consists of interest and divi-
dends. Capital profit earned when the unit trusts are 
sold is taxable (capital gains tax is payable).

Investors can claim repayment on their units at 
any stage. The price received for the units will be 
determined by their price at the time of repayment 
and not when they were bought. Investors also have 
the right to request that dividends be reinstated. 
Various kinds of unit trust exist, which gives inves-
tors the opportunity to choose their own investment 
area. Laurie (1990:12) points out that this conflicts 
with the idea that investment decisions are left to the 
managing company.

Specialists regard regular investments over fairly 
long periods as the only way of investing in unit trusts. 
Unit trusts are an ideal investment for the person in the 
street who uses a monthly income to invest. Investors 
who possess large amounts of capital would most prob-
ably invest in shares. The functioning of a unit trust is 
illustrated in Figure 11.3.

Advantages of unit trusts
•	 Liquidity. Unit trusts are 100% liquid and may be 

called up at any time, because legislation compels 
the fund to buy back units.
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figure 11.3: The functioning of a unit trust

•	 Well-diversified. Risk is spread over a large 
number of different investments.

•	 Flexibility. Contributions to unit trusts may be 
altered or even stopped.

•	 Hedge against inflation. Like investments in 
fixed property and shares, an investment in 
unit trusts offers a hedge against inflation. The 
return is therefore higher than the inflation rate. 
An average rate of return of +20% is generally 
obtained in the five best unit trusts over a term 
of five to 20 years.

•	 Purchase unit. Units may even be divided into 
fractions. Laurie (1990:117) points out that unit 
trusts may be bought in smaller units than shares. 
For example, shares may be bought in litres, like 
milk. Unit trusts, on the other hand, may be 
bought even in cents, like petrol.

•	 Rate of return against insurance. An investment 
in unit trusts will beat the return on an endow-
ment policy and even a retirement annuity over 
the long term.

•	 Lower costs. The costs involved in an investment 
in a unit trust are lower than for insurance.

Disadvantages of unit trusts
•	 No guarantees. Unit trusts offer no guarantees 

for the safety of the investments. Over the short-
term they are risky investments.

•	 Rates of return, or growth rates, of the various unit 
trusts vary from year to year. If a specific unit 
trust provides the highest return in 2010, it may 
provide the fifth or sixth highest rate of return 
the following year.

Types of unit trust
There are three main groups of unit trusts in 
which the individual investor may choose to invest: 
general, specialised and income trusts. Each of these 
will now be discussed briefly.

General unit trusts
These unit trusts invest in shares over a wide 
spectrum of sectors on the Johannesburg Securities 
Exchange. This ensures diversification; in other 
words, the risk is spread over a large number of 
investments. Potential investors who prefer spreading 
their risk will usually invest in general unit trusts. 
Stable medium- and long-term growth is obtained, 
even though the dividend income is fairly low.
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Specialised unit trusts
These trusts invest in specific sectors, such as gold 
mines, because of their faith in the sector or sectors. 
The risk and return of these trusts are higher than 
for general trusts. Individuals who have confidence 
in a specific sector should choose a trust that invests 
in that sector.

income unit trusts
Income unit trusts invest only in fixed-interest- 
bearing assets such as gilt-edged securities (issued 
by the government), semi-gilt-edged securities 
(stocks issued by government institutions and 
municipalities) and debentures. The safety of 
the investment amount, plus interest is ensured. 
Individual investors who will invest in these unit 
trusts are usually those who want a high income 
(rather than capital growth). These unit trusts are 
particularly suitable for retired people, as well as for 
people who want a short-term investment. It is not 
an investment that beats inflation or that provides 
capital growth over the long term.

The choice of unit trusts
Just as you would face certain choices when buying 
a home, you also have certain choices when buying 
unit trusts. The following steps may be taken:
•	 Choose an industry or business sector
•	 Decide on the type of trust
•	 Determine the investment term
•	 Decide whether to reinvest dividends or not
•	 Choose a broker.

Potential investors should be aware of the fact that 
an investment in a certain type of unit trust does 
not mean that funds need to be kept in that trust 
indefinitely. The investment may be switched to 
another kind of trust at minimal cost. If financial 
risks increase, funds may be transferred from a 
general trust to an income trust. In this way, inves-
tors guarantee that their capital investment amount, 
plus interest will be paid back to them.

Unit trusts may be bought from a broker, as well 
as an insurance broker or agent. Because of the low 
commission they receive, insurance agents do not try 
to sell unit trusts to the public. They prefer marketing 
insurance, for which they receive sufficient commis-
sion. People who already have insurance are advised 
to buy their unit trusts through their insurance 

agent. These agents do this as an additional service 
to their clients. However, unit trusts may be bought 
from a bank.

A broker has more knowledge than an insurance 
agent about investments in unit trusts. It can there- 
fore be left to the discretion of the stockbroker to 
buy unit trusts in line with the investor’s invest-
ment purposes and needs. An insurance agent will 
certainly not be able to render this service, mainly 
because his attention is focused on insurance products.

Charges involved in purchasing unit trusts
Even an investment in unit trusts involves costs for 
the investor. There are no charges involved in the 
selling of the trusts. The following cost-items are 
distinguished:
•	 An initial charge. When unit trusts are bought, 

an initial charge of 5% of the purchase amount 
(investment amount) is levied.

•	 A service charge. Service charges are calculated at 
1/16 of 1% of the market value of the investor’s 
portfolio at the end of each month.

Property unit trusts (PuTs)
Property unit trusts were originally created to offer 
investors the opportunity of investing in fixed 
property.

The following are some of the advantages of an 
investment in property trusts:
•	 A small amount of money may be invested 

(unlike an investment in shares)
•	 Units are bought back relatively quickly if poten-

tial investors exist
•	 The investment is liquid
•	 The investor’s risk is spread
•	 Investment expertise and management are 

obtained at relatively low charges
•	 Management and administration problems are 

dealt with by the company’s management.

Disadvantages of property trusts are the following:
•	 The income from dividends is fully taxable in the 

hands of the investor (the holder of units)
•	 The normal dividend release is not applicable
•	 It is not an attractive investment for individual 

investors with a high marginal tax rate.

It is recommended that units in property trusts be 
bought through a stockbroker. Even though the 
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prices of property trusts (units) are published daily, 
an investment requires knowledge of the market and 
requires a lot of time. Stockbrokers have a research 
team at their disposal, who supply them with infor-
mation, which enables them to make professional 
investment decisions.

For more detail, refer to Section 13.3.20 in 
Chapter 13 on buying fixed property.

ETfs – exchange-traded funds
ETFs are listed unit trusts comprising of a collection 
or ‘basket’ of securities that tracks, and is intended to 
represent, the performance of the ‘basket’ or ‘index’ 
(Lamprecht 2015:1). According to her, a single 
share set aside direct ownership in a company and 
a claim on its assets. An investor in the Top 40 ETFs 
will not own shares in the companies (eg Naspers/
SABMiller), ‘but will rather participate in the 
performance of those shares’. ETFs expose investors 
to market investment strategies overseas, according 
to Solms in Lamprecht (2015:1).

As a form of passive investing ETFs have gain 
popularity in South Africa. According to Solms, 
‘active funds do not outperform passive funds all 
the time and passive funds do not outperform active 
funds all the time’. ETFs are riskier than unit trusts. 
ETFs are listed on the JSE.

real estate investment trusts (rEiTs)
See Chapter 13 for more information.

Property loan stock
For more information, consult Section 13.3.20 in 
Chapter 13.

derivatives: options
Bernstein (1995:7) defines a derivative as follows: ‘A 
derivative is simply a financial instrument derived 
from an underlying asset or stock’.

Du Plessis (1997) defines a derivative as ‘a 
contract designed to provide for the future delivery 
of assets’. He points out that derivatives are used to 
manage risk, so the risk/return calculation must be 

done extremely accurately for every financial trans-
action. Morris and Siegel (1993:124) point out that 
derivatives are used mainly for one of two reasons, 
namely:
•	 To reduce risk (hedging by hedgers)
•	 To trade them (speculating by speculators).

Derivatives have become increasingly important in 
the financial world, and are actively traded on many 
exchanges. They are also regularly traded outside 
exchanges by financial institutions, fund managers 
and corporations in the ‘over-the-counter’ market. 
The prices of derivatives can depend on almost 
any underlying variable, for example stock, cattle, 
shares, rainfall, and the movement in oil prices (Hull 
2000: 1). The ownership of oil stocks is not the issue, 
but rather a bet on the upward or downward move-
ment in oil prices (or the price of oil stocks).

Figure 11.4 illustrates the nature of derivatives. 
You will note that the main group of derivatives, 
the manner of trading and the underlying assets are 
indicated.

Furthermore, Du Plessis et al. (1997:328) distin-
guish between an option, a future and a forward as 
follows:
•	 An option is the right to buy or sell a standard 

amount of a specified asset on a future date at a 
price agreed to by the parties on drawing up the 
contract.

•	 A future is an obligation to buy or sell a standard 
amount of a specified asset on a future date at a 
price agreed to by the parties on drawing up the 
contract.

•	 A call option gives the holder (purchaser) the 
right to buy the underlying asset from the writer 
at the exercise price.

•	 A put option gives the holder (purchaser) the 
right to sell the underlying asset to the writer at 
the exercise price.

•	 A forward is an obligation to buy or sell a speci-
fied amount of a specified asset on a future date 
at a price agreed to by the parties on drawing up 
the contract.
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Derivative instruments

consist of

Options on futures 
Over-the-counter options 

Traded options

Underlying securities
•	 Currencies
•	 Bonds (gilts)
•	 Equities
•	 Money market instruments
•	 Commodities
•	 Precious metals
•	 Indices

Options ForwardsFutures

figure 11.4: The nature of derivatives
(Source: Du Plessis et al. 1997: 313)

Note the main difference between a right and an 
obligation.

In the following discussion on derivatives, we 
will look briefly at options, futures and some other 
types of derivatives. Because of the vast scope of this 
subject, we will be able to touch on it only superfi-
cially. Not a great deal is said about forwards in this 
brief discussion, apart from the following:
•	 Forward contracts have been known as futures 

contracts for some time.

According to Alexander (1996:16), a futures 
contract is merely a standardised, exchange-traded 
forward contract. The major difference between the 
two instruments is that a future is a ‘standardised 
package’ and is traded through an exchange, whereas 
a forward contract may apply to any quantity of an 
asset, and with any delivery date.

As you can deduce, there are two parties to the 
options contract, namely the purchaser and the 
writer. Options therefore give people (hedgers and 
speculators) the opportunity to make buy-and-sell 
decisions on the basis of the state of the market 

and market trends. The market price of an option 
will rise or fall according to the performance of the 
underlying investment on which the option is based.

call option
Those buying a call option believe that the value of 
the underlying asset will rise. Let us explain this by 
using an example. Assume that someone believes the 
value of a building will rise in the next three months. 
However, the owner of the building believes the 
exact opposite, namely that the value of the building 
will decline or remain the same. The potential buyer 
of the building is prepared to buy a call option at 
a premium. This gives them the right to buy the 
building within the three-month period at the strike 
or exercise price. The owner is prepared to sell such 
an option at a premium.

Increase in value to R550 000:

Profit: =  R550 000

Market value   = Strike plus premium 
 = R500 000 + R20 000)

 –  R500 000 breakeven

 = R30 000

 ExAMPlE 3

By exercising the call option and buying the 
property, the holder will make a profit of R30 000. 
The purchaser profile can also be called a long call, 
and the writer profile a short call.

Decrease in value to R480 000:

Loss: = R520 000 breakeven

Market value = (R500 000 – R20 000 = R480 000)

   – R480 000

 = R40 000

 ExAMPlE 4

Types of option
There are mainly two types of option, namely a 
call option and a put option. Alexander (1996:52) 
explains them as follows:
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If the building were bought while its value was 
declining (ie, the call option is exercised), it would 
result in a loss of R40 000. By exercising the option 
and not buying the building at R520 000 (while its 
market value is only R480 000), only the premium of 
R20 000 will be lost. 

Put option
Assume that the owner of a building expects the value 
of his property to decrease within the following three 
months. He may now buy a put option at a premium, 
which gives him the choice of exercising the option 
(or not) and selling the building at a particular price. 
However, someone else believes that the price of 
the building will rise or stay the same in the three-
month period. Furthermore, he is prepared to write 
a sell or put option at a premium.

Market value declines to r350 000

Strike price = R400 000

Less: Premium  = R20 000

 = R380 000

Less: Market value = R350 000

Profit = R30 000

Profit if the option is exercised (the building is sold 
at R400 000).

   ExAMPlE 5

Market value increases to r420 000

The option will not be exercised, and the option 
holder’s loss is equal to the amount of the 
premium, namely R20 000. Remember that an 
option is a right owned by the option holder, and 
not an obligation. The owner of the building will 
not sell it, because it has not increased in value. 
The rise in value (R20 000) equals the premium of 
R20 000.

   ExAMPlE 6

Option trading occurs on the Securities Exchange, 
in the over-the-counter (OTC) market, and on the 
South African Futures Exchange (SAFEX).

Table 11.2 provides a comparison between call 
options and put options from the viewpoint of both 
the owner of the options (or owners-in-waiting 
—‘named callers’) and the writers (sellers) of the 
options. We may also call them hedgers and specula-
tors.

Morris and Siegel (1993:142) also provide the 
following proven guidelines in regard to options:
•	 The greater the difference between the exer-

cise price and the actual price, the cheaper the 
premium, because there is less chance of the 
option being exercised.

•	 The closer the expiration date of an ‘out-of- 
money option’ (actual price below strike price for 
a call and above for a put), the cheaper the price.

•	 The more time there is until expiration, the larger 
the premiums, because the chance of reaching the 
strike price is greater.

•	 Call and put options move in position. Call 
options rise in value as the underlying market 
prices go up. Put options rise in value as market 
prices go down.

other types of option
Morris and Siegel (1993:146) distinguish between 
the following further types of option, which are used 
as protection for investments or for the purposes of 
speculation:
•	 Options on stock indexes
•	 Options on currency
•	 Options on interest rates
•	 Trading options
•	 Options on future contracts.

Call and put options can be bought and sold on all 
of these.

derivatives: futures
As indicated earlier, futures are obligations to buy or 
sell a specific commodity, share or even a stock index. 
Alexander (1996:15) defines a futures contract as: 
‘an agreement to buy or sell a standard quantity and 
type of commodity/financial asset/ national asset on 
a specified future date at a price predetermined at 
the time of entering into the contract’.
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Futures contracts are available through SAFEX 
(South African Futures Exchange) and consist 
mainly of commodity futures or financial futures.

Risk
In the case of futures, you can lose much more than 
your initial investment. Comparing futures, shares 
and options, the risk position is as follows:
•	 Futures: more than investment
•	 Shares: total investment
•	 Options: premium.

Underlying assets
Futures contracts are based on underlying assets, 
such as commodities, equities, gilts and money 
market instruments. The value of these underlying 
assets determines the value of the futures contract. 
Futures contracts include the following: All Share 
Index, Gold Index, Financial and Industrial Index, 
Krugerrand, Long Bond (1) and (2) as well as Short- 
term Interest Rate (Du Plessis et al. 1997: 345).

Unlike the case with options, futures are obliga-
tions to buy or sell at a specified date, no matter the 
extent of the loss.

In the case of a futures contract, the buyer takes 
a long position and the seller a short position. The 
buyer profits if the market moves up and loses if the 
market moves down. The seller’s position is the exact 
opposite (Jordan 2000: 239).

Bernstein (1995:23) explains the functioning of 
a futures contract as follows; Assume that a farmer 
produces 10 000 tons of wheat. The production costs 
are R10 per ton and the end sale price is R12 per 
ton – a profit of R2 per ton. Harvesting will occur 
only in two months’ time, and there could be any 
number of disasters that could push the price down 
to R7 per ton, which would mean a loss of R3 per 
ton. The answer is to buy a futures contract.

You would buy a futures contract that will guar-
antee the future delivery of the wheat at a price of 
R12 per ton. The price of the futures contract will 
reduce your profit (R2 per ton), but will protect you 
against a possible loss.

Table 11.2: A comparison between call and put options

cAll PuT

Buy (hedger) The right to buy the underlying item at the 
strike price until the expiration date.

The right to sell the underlying item at the 
strike price until the expiration date.

Sell 
(speculator)

Selling the right to buy the underlying 
item from you at the strike price until the 
expiration date. Known as writing a call.

Selling the right to sell the underlying item 
to you until the expiration date. Known as 
writing a put.

(Source: Adapted from Morris & Siegel 1993:141)

11.9 invESTMEnT APProAchES
Individual investors who wish to handle their own 
transactions on the Securities Exchange should 
be aware of the various investment approaches. 
Stockbrokers use these approaches through their 
professional research teams. As will be seen in a 
later discussion, shares are bought when they are 
undervalued and sold when they are overvalued.

An undervalued share has a higher value than 
perceived in the market. Investors will buy this share 
because they believe that it is worth more than the 
value the owner of the share (shareholder) attaches 
to it. In turn, the owner believes that the share is 
worth less than the value the buyer attaches to it and, 
consequently, wishes to sell.

Buyers, whether they are private investors or 
institutions, have their own personal approaches to 
the buying and selling of listed shares. Numerous 
factors influence the decisions buyers and sellers 
make in respect of the share market. There are three 
principal approaches towards securities exchange 
analysis and investment decisions: the fundamental, 
the technical, and the modern portfolio approach. 
Each of these will now be discussed briefly.

11.9.1 The fundamental approach
This approach consists of three main steps:
•	 A macro-economic analysis, which attempts to 

determine and explain the state of the economy 
in general
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•	 A business sector analysis
•	 An analysis of the individual company.

Macroeconomic analysis
This approach requires knowledge about numerous 
economic variables, such as the money supply, 
interest rates, consumer spending and production. 
The purpose is to determine turning points 
in trends, in other words, when trends swing 
downwards and when upwards. Because of the 
huge amount of information required, which has 
to be collected and processed, this analysis is out of 
the reach of individual investors (the person in the 
street). Stockbrokers are in a position to undertake 
such analyses on an ongoing basis.

Business sector analysis
Business sector analysis is aimed largely at 
determining growth potential within a business 
sector. This growth potential determines the 
investment potential of a certain business sector, for 
example, electronics. The analyst therefore attempts 
to identify a business sector which offers profitable 
investment opportunities. The following factors 
must be considered during the analysis of a certain 
business sector:
•	 Historical trends for sale and profits
•	 The permanent nature of the business sector
•	 The type of product within the business sector
•	 Competition and competitors
•	 Labour activities
•	 Extent of government interference.

Business sector analysis must be undertaken in 
conjunction with the current status of the economy, 
as well as future economic trends. On the basis of 
the investment principles and the preferences of 
the investor, industrial sectors, which exhibit rapid 
growth, must be chosen. These business sectors 
should perform better than the general economy, 
especially in times of economic growth.

Analysis of the individual company
Just as the business sector with the best growth 
prospects must be chosen, so individual business 
enterprises with the best growth prospects within 
the sector, and thus investment potential, must be 
sought. A business enterprise’s future dividend and 
capital return must be determined and weighed 

against the risk involved in the investment in a 
specific enterprise.

Financial analyses, in particular, are used in 
this case. A financial analysis establishes a business 
enterprise’s present and future position by analysing 
its annual financial statements. Possible present and 
future problems, and the causes thereof, are identi-
fied. Various ratios are used for further analysis.

The business enterprise’s shares are valued by 
means of various valuation models, in order to 
determine the value of the business enterprise from 
the viewpoint of the individual investor.

11.9.2 The technical approach
With this approach, the historical movements of 
share prices are analysed. Trends and patterns are 
investigated, in order to find guidelines on possible 
trends in share prices in the future. Technical 
analysts work from the viewpoint that patterns in 
share prices are recurrent by nature, because they 
reflect recurrent changes in investment sentiment 
(emotional actions by buyers and sellers on the 
market).

Actions by buyers and sellers repeat themselves 
as soon as similar market conditions prevail. It is 
therefore merely logical, according to this approach, 
that trends in share prices will repeat themselves. 
These trends repeat themselves, not only in terms of 
the share market as a whole, but also as far as indi-
vidual shares are concerned.

The Dow Theory is aimed exclusively at fore- 
casting trends in the share market as a whole. This 
theory compares the share market with an ocean 
in which tides (larger trends) cause waves (average 
trends) and ripples (smaller trends). It is very diffi-
cult, and even impossible, to forecast the direction, 
size and frequency of waves and ripples. A graphic 
representation of the abovementioned trends enables 
you to determine the tide (larger trends) in the share 
market as a whole.

Analysts who use the technical approach attempt 
to understand the ‘psychology of the market’. They 
try to determine the emotional trends of thinking 
(investment sentiment) on the share market. In this 
way, opportunities and threats can be identified, 
with a view to the selling and/or buying of shares.

This approach can never be used in isola-
tion for investments in the share market. It is not 
a proven method which provides reliable results. 
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Furthermore, the ability to make forecasts has never 
been properly proved. However, it is a useful tool.

Examples of technical analysis
There is a wide variety of graphs that may be 
used for technical analysis, most of which may be 
generated by computer programs. The following 
are a few examples of charts used for technical 
analysis: moving average; on balance volume (OBV); 
overbought/oversold (OBI/OS); relative strength 
index (RSI); momentum; and relative strength.

Comparison: the fundamental versus the 
technical approach
The technical approach is more of a guideline for 
short-term investment. Here we have to do with 
speculation, where the investor utilises a surplus of 
supply and demand to his own advantage.

The fundamental approach is more suitable for 
long-term investment. This is the reason why the 
future growth potential (earning ability) of certain 
industries and individual business enterprises must 
be determined.

Individual (small) investors do not have the 
ability to use the technical approach to investment 
in shares. It is possible for individual investors to 
analyse certain business sectors and business enter-
prises on a small scale.

The technical approach gives an indication of 
a possible swing or revolution in share prices. The 
fundamental approach cannot identify turning 
points but it can identify under and/or overvalued 
shares.

11.9.3 The modern portfolio approach
The previous approaches to investment analysis are 
also called traditional approaches. The emphasis is 
mainly on the price of shares and earnings per share. 
Return on investment is the most important factor. 
However, it is an error to focus only on return when 
investing in shares.

The modern approach does not look at return 
only, but at the combination of risk and return. Risk 
is the chance of suffering a loss or a variation in 
anticipated return (for whatever reason). Investors 
should consider both the risk and the return 
involved in shares before deciding on investing in a 
certain business sector, business enterprise or share. 

Furthermore, investors should keep in mind the 
risk of their total investment portfolio. They should 
attempt to put together an effective portfolio. An 
effective portfolio can be described as a selection of 
a variety of investments that:
•	 Maximise the return for a certain risk level, or
•	 Minimise the risk involved for a specific return.

11.10 coMPuTEr ProGrAMS 
  AvAilABlE
Some people prefer to manage their own share 
portfolios and not use a broker. Several computer 
programs are available to such investors to facilitate 
their task. Although they do not have a research 
team with expertise at their disposal, they do have 
motivation (interest in the success of their own 
portfolio) with which a broker cannot compete.

Computer programs are generally based on the 
technical approach towards share market analysis. 
The motive is usually to speculate and not to invest 
over the long term. Trends have to be assessed on a 
daily basis in order to judge whether shares should 
be bought or sold. Although numerous techniques 
exist which supporters of the technical approach can 
use, computer programs are generally based on only 
five or six techniques.

Basic techniques are also included in these 
programs, which enable investors to keep an eye on 
their long-term investments as well.

Individual investors who wish to handle their 
own share investments are advised to complete one 
of the several courses offered to prepare specula-
tors for share transactions and equip them with 
knowledge of the share market as a whole. Courses 
are offered by several institutions.

11.10.1 Software
Several software programs are available. People who 
are relatively unfamiliar with the share market could 
buy a fairly simple package.

Before buying a program, find out whether the 
supplier also provides historical data. Suppliers of 
programs provide updated information on a daily 
basis to buyers. Beginners should also complete a 
short computer course to make them more familiar 
with the program they choose. There are also 
advanced courses in computer training for investors.
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11.10.2 hardware
A simple and fairly inexpensive computer can be 
used for the purposes of share investment. All soft- 
ware can be used on a basic personal computer. As 
with buying a computer for general use, it is often 
necessary to progress to a computer with a bigger 
memory, because of the large amount of information 
to be stored.

11.11 ThE JohAnnESBurG 
  SEcuriTiES ExchAnGE (JSE)
The Johannesburg Securities Exchange (JSE) 
(formerly the Johannesburg Stock Exchange and 
referred to as ‘the Exchange’) is the place where 
shareholders gather to buy and sell securities 
(financial assets). The Exchange is regarded as a 
perfect market because:
•	 There are many buyers and sellers
•	 It has an effective communications system, which 

enables buyers and sellers to remain in close 
contact with one another

•	 Each individual investor can act at his own 
discretion (there is no collusion between buyers 
and sellers).

The Exchange itself does not buy and sell securities; 
that is done by members of the Exchange. The main 
functions of the Exchange are as follows:
•	 It provides a place where securities can be marketed
•	 It decides who may become members and who 

may make use of its facilities
•	 It establishes rules to be adhered to during trans-

actions
•	 It assists with the settlement of disputes about 

transactions
•	 It distributes information on prices and transac-

tions involving securities.

The Johannesburg Securities Exchange is a national 
exchange. A national exchange is one where transac-
tions are restricted to the securities of the country 
in which the exchange is situated. Fewer securities 
are traded than on an international market. An 
international market is one where securities are not 
restricted to those of a specific country. Securities 
also include those issued by other countries. The 
stock exchanges in London and New York are exam-
ples of international markets.

A great variety of transactions take place on the 
Exchange. Two main groups may be distinguished: 
investment transactions and speculative transac-
tions. The main purpose of investment transactions 
is not to make speculative profit, but to invest money 
in securities in order to earn income in the form of 
dividends or interest on capital.

Speculative transactions are aimed at making 
capital profit. These transactions have given rise to 
two types of speculator: the rising price speculator 
(bull) and the falling price speculator (bear). 

The rising price speculator buys shares with a 
view to selling them at a profit. For example, he will 
buy shares at a price of R1 each in the hope of selling 
them at a higher price, say R1,25 each.

The falling price speculator sells shares he does 
not own at the time of the sale. For example, he will 
sell shares at R1 each, hoping to buy them at 75 cents 
before the time of delivery.

Various other markets have established them-
selves on the Exchange, such as the development 
capital market, the options market and the futures 
markets. However, we will not discuss these here.

11.12 vAluATion METhodS

11.12.1 The valuation of ordinary shares
Valuation is the process whereby risk and reward 
factors are attributed to a share in order to determine 
its value.

Gitman (1988:266) mentions four methods of 
determining the value of shares:
•	 The basic valuation model
•	 The book value method
•	 The liquidation value method
•	 The price–earnings multiplier.

The basic valuation model
The basic valuation model may be used to deter- 
mine the value of an investment, such as ordinary 
shares. This model calculates the present value of the 
sum of all net cash inflow (dividends) anticipated 
over the investment term. The basic valuation model 
is as follows:

Value (V) = Income (I)
Cost (C)

where:
Income  = anticipated future dividends
Cost  = the discounted rate of return to the investor
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The anticipated future dividends of a share are 
discounted by the investor at a certain rate in order 
to determine its present value. In this way, the value 
of an ordinary share is determined. It is not easy to 
determine anticipated dividends in the case of ordi-
nary shares, mainly for the following reasons:
•	 There is no certainty that a dividend will be 

received in a certain year
•	 The size (amount) of the anticipated dividend is 

difficult to determine
•	 Circumstances could compel the company to rein-

vest all retained profit (undistributed dividends).

Since the company is not obligated to repay the 
capital invested to an ordinary shareholder on a 
declared future date, only the anticipated future 
dividends are relevant during valuation. In fact, 
investors who sell shares relinquish their right to 
receive future dividends. Conversely, investors in 
ordinary shares buy in anticipation of future divi-
dends. So it is only right that the present value of 
these anticipated dividends should determine the 
value of an ordinary share.

The intrinsic value of ordinary shares may be 
calculated by means of three models:
•	 The zero growth model (when no growth is fore-

cast for anticipated dividends)
•	 The constant growth model (eg, that dividends 

will grow annually at a constant rate of 5%)
•	 The variable growth model (where the dividend 

growth rate changes annually).

For the purpose of calculation, it is recommended 
that you accept that the anticipated future divi-
dends will grow at a constant rate. This makes the 
calculation easier, and a more realistic present value 
is achieved. The basic valuation model is recom-
mended for the valuation of ordinary shares.

The book value method
With this method, the value of a share is the value 
indicated in the financial statements. Because of its 
historical nature, this value can never be regarded as 
the actual market value of a share. This method is 
not recommended for the purposes of valuation.

The liquidation value method
The liquidation value of a share is the actual amount 
each ordinary shareholder will receive:

•	 If the assets of the company are sold
•	 After creditors and preference shareholders have 

been paid
•	 When the remaining money is distributed among 

the ordinary shareholders.

This method is more realistic for determining 
market value, but does not take the earning capacity 
of the company’s assets into consideration.

The price-earnings multiplier
This method is used to value a share by multiplying 
the anticipated earnings per share by the average 
price-earnings ratio of the relevant business sector. 
Assume that a share has an earning of R2.60 and the 
price-earnings ratio for the business sector is 7. The 
value of the share will be 7 times its current earning 
of R2.60, namely R18.20. This method is preferred 
above the book value and the liquidation method, 
because it is based on future earnings. Like the basic 
valuation model, it is commonly used in practice by 
investors and brokers.

There are various valuation methods that all aim 
at identifying under- and overvalued shares. The 
investors’ funds, objectives, knowledge, time and 
attitude towards risk will largely determine whether 
they wish to buy shares for the purpose of specula-
tion or as a long-term investment.

11.12.2 The valuation of preference shares
The same calculation (the basic valuation model) is 
used to determine the present value of a preference 
share. The calculation is simplified by the following:
•	 A preference dividend is paid annually, except in 

the case of cumulative preference shares.
•	 This dividend is paid even if ordinary share- 

holders do not receive any dividends.

The zero growth model is recommended for the 
valuation of preference shares. The time value of 
money principle applies here as well, since future 
income (anticipated dividends) is discounted to a 
present value.

11.12.3 The valuation of debentures
The value of a debenture is the present value of all 
annual income (interest) that the investor is entitled 
to receive from the borrower in terms of the contract. 
An investor receives a debenture from a company as 
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proof that the company has borrowed funds from 
him. It is indicated on the debenture when (that is, 
over how many years) the borrowed amount will 
be repaid to the investor. This borrowed amount is 
called the face value or issue value of the debenture.

The company pays annual interest to the holders 
of debentures according to a declared rate, the 
coupon rate. The investor receives an annual interest 
income on his investment, and at the end of the 
investment term (the date of maturity of the deben-
ture), he receives the original investment amount 
(face value or issue value).

Debentures, like shares, are negotiable. A buyer will 
want to buy a debenture in order to obtain the interest 
income for a number of years (the tenure of the deben-
ture). Before buying, however, the investor will first 
want to value the debenture, in order to determine 
what price he is prepared to pay. Since both repayment 
of the loan amount and the interest are guaranteed, 
both must be discounted over the tenure, in order to 
determine the present value of the debenture.

The basic valuation model for debentures is as 
follows:

Bo = I(PVIFAk,n) + M(PVIFk,n)
where:
Bo  =  the value of the debenture (market value)
I = the annual interest payment (coupon 
  rate)
PVIFA = the present value interest factor for an 
  annuity
M = the face or issue value of the debenture
PVIF = the present value interest factor for a 
  lump sum
k = the discount rate
Some aspects of the above-mentioned concepts will 
now be explained.

The face value or issue value (par value)
The face value is the value that the borrower promises 
to pay on the redemption date, and is independent of 
market value. Market value here refers to the price 
at which the debenture will be traded. The market 
value fluctuates constantly because of market factors, 
whereas the face value remains constant.

The coupon rate
The interest amount is expressed as a percentage of 
the face value (par value). This percentage is called 
the coupon rate.

The rate of return
The rate of return and the coupon rate are often 
confused. The rate of return is the rate earned 
on the current market price, which varies as the 
market fluctuates. If the market price or market 
value is lower than the face value (par value), the 
debenture trades at a discount and the rate of return 
is higher than the coupon rate. If the market value is 
higher than the face value, the debenture trades at 
a premium and the rate of return is lower than the 
coupon rate.

A change in the market price may result in capital 
profits or capital losses, as well as fluctuations in the 
interest income and rates of return. If an investor 
buys a debenture at a low market price, he can 
expect an interest income that is considerably higher 
than the coupon rate.

A change in market interest rates may lead to 
considerable capital profits or losses, and may affect 
the market price of debentures. The influence that 
market interest rates exercise varies according to the 
following:
•	 The redemption term (period to maturity date)
•	 Rates of return
•	 Coupon rates.

Investors are advised to pay attention to the following 
guidelines and the associated strategies in respect of 
debentures.

Guideline 1
For a given change in interest rate, the price of a 
debenture with a longer period before maturity 
date (redemption period) varies more than that 
of a debenture with a shorter redemption period 
(Malkiel 1962:197–218).

investment strategy
Mittra and Goosen (1981:191) recommend that a 
debenture with a long redemption period should be 
bought when a decline in interest rates is anticipated. 
If a rise in interest rates is anticipated, a debenture 
with a short redemption time should be bought.

Guideline 2
As the redemption date becomes longer, the 
decline in the market price of a debenture becomes 
progressively less as a result of an increase in interest 
rates.
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investment strategy
When market interest rates decline, a debenture 
should be sold as quickly as possible, because the 
largest price increases occur within a short period. 
When interest rates rise, debentures should be 
retained in order to minimise losses.

Guideline 3
The market prices of debentures with lower coupon 
rates vary to a greater extent when changes take place 
in market interest rates than do those of debentures 
with high coupon rates.

investment strategy
When a rise in market interest rates is anticipated, 
debentures with a high coupon rate should be 
bought. When a decline in market interest rates 
is anticipated, debentures with a low coupon rate 
should be bought. The important factor is the market 
price and not the interest that will be received.

Guideline 4
The higher the market interest rates, the greater 
the change in the market prices of debentures for a 
specific change in market interest rates.

investment strategy
Buy debentures when a decline from a high level in 
market interest rates is anticipated, since this will 
result in a large increase in the market price.

11.12.4 risk
Earlier, we said that the valuation process involves 
the consideration of both risk and return. Until 
now we have been discussing the anticipated return 
and the methods used to calculate this return. Our 
discussion will now focus on determining the risk 
when evaluating ordinary shares, preference shares 
and debentures. To begin with, some concepts must 
be defined.

Probability (P) and anticipated return (r)
Probabilities may be used to determine the risk 
attached to a share. The probability of a particular 
return is the percentage probability the return has 
of being realised. For example, if the probability of 
a return is 80%, it means that the return will occur 
eight out of ten times. The weighted average return 
is the sum of the probabilities that can be allocated 
to the various anticipated returns.

The anticipated returns of a share may be 
calculated as shown in Table 11.3, by means of prob-
abilities:

Table 11.3: A probability distribution

 P x R = P.R

 (a) x (b) = (c)

 0.10 x 76% = 7.6

 0.15 x 63% = 9.5

 0.30 x 46% = 13.8

 0.25 x 32% = 8.0

 0.20 x 16% = 3.2

 0.10 x 3.6% = 0.3

 Anticipated value (R) = 42.4%

where:

P =  probability that a certain return will be 
realised

R = the rate of return

P.R = P x R = (R) – anticipated rate of return

(Source: Kruger 1990:52) 

From the probability distribution, it appears that the 
anticipated return (R) for the share is 42.4%. Returns 
consist of the dividends anticipated (DIV) and the 
selling price of the share at the end of the term (PI), 
expressed as a percentage of the original investment 
(PO). The anticipated return (R) may be represented 
as follows:

R = PI + DIV ÷ PO × 100

The anticipated value (R) is calculated by adding 
together the various possible rates of return.

Standard deviation (σ)
The most common criterion for risk is the standard 
deviation. The larger the share’s standard deviation, 
the greater the risk. The standard deviation 
measures the average deviation (of all returns – R) 
of the anticipated return (R). The equation for the 
calculation of the standard deviation is as follows:

σ	 = 
R R P−( ) 

==
∑

2

0 i ti

n ¥

Σ = 502.16
σ = 502.16
 = 22.4
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where:
σ	 = standard deviation
R = rate of return
(R) = anticipated rate of return
P  = probability linked to a certain return

From the probability distribution, the standard devi-
ation may be calculated as follows:

CV  = 
22 2
42 4

.

.
 

 = 0.53

(76 – 42.4)2 × 0.10 = 112.9
(63 – 42.4)2 × 1.15 = 63.7
(46 – 42.4)2 × 0.30 = 3.88
(32 – 42.4)2 × 0.25 = 27.04
(16 – 42.4)2 × 0.20 = 139.40
(3 – 42.4)2 × 0.10 = 155.24

coefficient of variation (cv)
This criterion of risk is calculated by dividing the 
standard deviation of the share by the anticipated 
return. The following formula may be used:

CV = 
σ
(R) 

where:
CV  = coefficient of variation
σ	 = standard deviation
(R)  = anticipated return

The larger the coefficient of variation of a share, the 
greater the risk involved. The coefficient of variation 
is calculated below:

CV  = 
22 2
42 4

.

.
 

 = 0.53

σ	versus cv
The standard deviation is an absolute criterion of risk. 
Hence, it is used only to calculate the risk involved 
in a share without taking the anticipated return into 
account. Conversely, the coefficient of variation is a 
relative criterion of risk; in other words, it is used to 
calculate risk relative to the anticipated return. The 
following illustration serves as an example:

 Share A  Share B
 (our (another
 example) example)
(1) Anticipated return 42.4 30 
(2) Standard deviation 22.4 20 
(3) Coefficient of variation 0.53 0.67 
      [(2) ÷ (1)] 

Where an investor has to choose the share with the 
lowest risk, based only on the standard deviation of 
two shares, he will choose share B (the smaller the 
standard deviation, the smaller the risk). However, 
where the coefficient of variation is calculated 
(which takes anticipated return into account), the 
investor will find that share A holds a smaller risk 
(smaller coefficient of variation). Share A will now 
be chosen instead of share B.

Several shares may be evaluated in this manner, 
based on their risk–return characteristics. Brokers 
make use of such calculations, but individual inves-
tors do not. It is essential, however, because a share 
cannot be valued in any other way. Investors should 
standardise the risk and return of shares they value, 
in order to make meaningful investment decisions.

During a valuation process, the investor should 
determine the following:
•	 The anticipated return (dividends or interest)
•	 The risk attached to the investment
•	 Whether the return is sufficient to compensate 

for the risk.

11.13 BuyinG ShArES
Just as it is said, ‘marry in haste, repent at leisure’, it 
is necessary to proceed with caution before buying 
shares. Firstly, you need a large amount of money; 
secondly, you need a lot of time; thirdly, you need 
sufficient knowledge of, and experience in, the global 
share market. Several factors should be considered 
before deciding to buy:
•	 Your investment objective
•	 The type of business sector
•	 The type of business enterprise
•	 The type of share
•	 The right time to buy
•	 The costs involved
•	 The composition of your share portfolio
•	 An annual revision of your portfolio
•	 Your choice of broker.
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11.13.1 The motive for an investment in 
  shares
Individual investors have different motives for 
buying property, of whatever nature. The following 
are some of the most important motives for buying 
shares:
•	 An investor can sell his shares in a fairly short 

period and convert such investments into cash.
•	 The value of shares rises at a faster rate than the 

inflation rate, because the value of the property in 
which a company invests rises rapidly.

•	 A regular income may be received in the form of 
dividends.

•	 Dividends in the hands of the investor are 
currently tax free.

•	 Investors interested in capital growth can reinvest 
their dividends, in other words, request that the 
company retain them to invest in further projects.

11.13.2 The method of investment in 
  shares
Firstly, a potential investor in shares may invest 
directly or indirectly. A direct investment means 
buying shares that are traded on the Johannesburg 
Securities Exchange. An indirect investment implies 
that unit trusts or property trusts are bought; in 
other words, the investor invests in the shares of 
other companies.

Secondly, individual investors may make this 
direct or indirect investment in shares themselves 
or do so through a broker (stockbroker or insurance 
broker/insurance agent).

We discussed unit trusts earlier in this chapter 
and shall therefore concentrate on buying shares 
(a direct investment in shares) in this discussion. 
First, we give potential investors who wish to do the 
buying themselves some pointers, after which we 
shall discuss the broker’s role.

The investor who handles his or her own 
buying
Before making a decision to buy, an investor should 
first consider his or her investment objective. In 
terms of buying shares, this objective has a dual 
nature:
•	 To buy with the objective of investing
•	 To buy with the objective of speculating.

An investment
Where shares are bought in order to keep them, the 
investment will be a long-term one. The investor 
buys shares and holds them for a relatively long 
period, for example, ten to 50 years. Capital growth 
over the long term is the objective.

Speculation
In the case of speculation, shares are bought with the 
objective of making a profit from them. A speculator 
invests over the short term and is not interested in 
capital growth. For example, a share may be bought 
today and sold in two weeks’ time. This period may 
be shorter or longer. Investors will buy a share if they 
believe it is undervalued and will sell it as soon as 
they believe it is overvalued.

Some guidelines
•	 Do not invest because everybody else is investing. 
•	 The fact that you invest in a different manner 

does not guarantee your success.
•	 The big secret is usually the period in the 

market— the longer the better. 
•	 Utilise the rise as well as the decline phases. 
•	 The fact that your share prices have been falling 

for two years does not mean that you have to sell 
your shares quickly—particularly not if you have 
invested in value shares, and regardless of the 
shares in which you invested.

•	 Diversify your investments (products, industries 
and countries).

•	 The declines (many short-term fluctuations) in 
the market are neutralised every ten years or so 
by a strong and rapid rise in the market.

•	 You do not buy shares only when the market 
rises, but also when it drops.

•	 The top investors select a certain company in a 
country or countries (even though the economy 
sometimes looks bad).

•	 It is easier to assess the investment potential of a 
business/company than to assess the economy of 
that country.

•	 Higher returns require better information, which 
leads to better decisions over time.

•	 Shares that people like and approve of have 
mostly finished growing, and there is a chance 
that their price can drop.

•	 The best shares in the long term are those that 
provide good growth/dividends and also protect 
you against drops—they retain their value better
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•	  The recommended investment period is between 
five and ten years (not less than that).

•	 Top investors will buy as soon as the value of a 
share is higher (it is worth more) than its price.

•	 The share market is a place where emotions and 
nerves (that can turn your stomach) often prevail.

•	 It can sometimes be profitable if a well informed 
investor/broker takes the opposite view from the 
market (buy when prices drop and everybody is 
selling, and sell when prices rise and everybody buys).

Sir John Templeton emphasised the following:
•	 The time of pessimism is the time to buy
•	 Buy value shares and bargains—buy a lot of 

future income at a good (the lowest) price
•	 Diversify your investments across several compa-

nies (if one performs poorly, another one can 
perform better)

•	 Do not look at short-term profits and losses.

 Buying and selling through a broker
A broker is a person who possesses specialist 
knowledge of, and experience in, certain products or 
services. He usually has a research team, comprising 
experts in specific areas, at his disposal.

Broker services
Brokers offer a variety of services. Van Rensburg 
(1989:117) distinguishes the following types of 
service that brokers offer their clients.

A direct agreement
With a direct agreement, the broker buys or sells 
shares on the instruction of the client (the investor 
or potential investor). The agreement between the 
investor and the broker is verbal; that is, in person or 
over the telephone. The client informs the broker of 
the maximum price they are prepared to pay, as well 
as the minimum price at which they are prepared to 
sell the shares concerned.

Once shares have been bought, the purchase 
sum must be paid within seven days of the purchase 
date. If such payment is not made within 14 days, 
the broker will sell these shares within 60 days. If 
the return on such shares does not cover the original 
purchase sum, the broker will sell some of the inves-
tor’s shares to cover the shortfall.

Where shares are bought, the client must deliver 
the transfer deed to the broker within seven days. 

The share certificate must also be included in the 
transfer deed.

Advantages:
•	 This method is fairly inexpensive in terms of 

brokerage and tax on marketable securities.

Disadvantages:
•	 Very little advice is given to the client on buying 

and selling opportunities
•	 Danger signs in the market are not always pointed 

out to the client
•	 All administration (buying, selling, dividends) is 

left to the client
•	 A lot of time is wasted trying to keep up with 

market activities
•	 The broker’s research team is not used to the 

advantage of the client
•	 Investors seldom have sufficient expertise 

(particularly small investors) to make their own 
buying and selling decisions or to manage their 
own share portfolio.

Agreement with broker and bank
The broker acts as an agent between investors and 
their bank. The bank safeguards all share certificates, 
as well as transfer deeds. When shares are bought, the 
bank takes possession of the new share certificates 
and transfer deeds, and pays the purchase sum 
to the broker within seven days. When shares are 
sold, the opposite occurs. Banks also receive the 
dividends.

Advantages:
•	 All problems associated with administration are 

carried over to the bank.

Disadvantages:
•	 Administration costs charged by the bank 

increase the total cost (administration costs and 
brokerage plus tax) borne by the investor.

Managed client agreement
Here, investors have two choices. Firstly, they may 
give the broker limited discretionary powers. The 
broker is given possession of the share portfolio, 
but cannot make decisions by himself. The expertise 
of the broker and the broker’s research team is not 
utilised, and investors make decisions based on their 
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own expertise. In this case, investors should have 
sufficient time at their disposal.

Secondly, the investor may give the broker full 
discretionary powers. The broker manages the share 
portfolio and makes all the investment decisions 
in respect of buying and selling shares. The broker 
employs the investor’s money at his own discretion. 
Investors who do not have sufficient expertise and 
time to manage their own portfolios are advised to 
choose this option.

non-discretionary client agreement
In this case, the broker is in possession of the client’s 
money, transfer deeds and share certificates. When 
shares are bought, they are registered in the name of 
the broker’s nominated company.

discretionary agreement
The client hands over his total portfolio to the 
broker to manage it. The broker is in full control 
of the share portfolio and makes all the buying and 
selling decisions. The broker regularly sends the 
client statements and dividends received.

The charge for such a service varies between 1/8 
of 1% to 1% of the market value of the portfolio. 
Further costs include brokerage, tax for trading and 
a fee for safeguarding the client’s documents.

Potential investors must decide what kind of 
agreement they wish to conclude with a broker. This 
decision will be based on the clients’ own expertise, 
time at their disposal for research and transactions, 
the costs they are prepared to incur, as well as their 
willingness to handle the administration.

Choice of broker
Not everybody can be a broker. A broker must be 
a member of the Johannesburg Securities Exchange. 
The Exchange requires a broker to have at least three 
rights to the exchange. Furthermore, a broker must 
provide the Exchange with certain guarantees, and 
must have a certain net value (asset value). Brokers 
are also required to pass an entry examination.

The general investor public is protected against 
fraudulent and dishonest brokers. The Exchange has 
established a guarantee fund for this purpose, and 
strict action is taken against those who do not keep 
to the Exchange’s motto: ‘Bound by my word’. It is 
particularly important that client and broker should 
have the same approach towards risks. Some brokers 

like buying risky shares and this may not be what the 
client has in mind. The choice of a broker is no easy 
task. However, it is a very important decision, since 
clients place large amounts of money in the hands 
of their brokers. The decision should therefore be 
made with care.

11.13.3 costs involved in buying and 
  selling
There are costs involved in buying and selling most 
investments, and shares are no exception. Both 
buying and selling shares are associated with certain 
costs.

costs involved in buying shares
•	 A basic charge of Rx per transaction is levied.
•	 Brokerage is based on the purchase sum.
•	 Marketable securities tax (MST) is payable imme-

diately when shares are sold. This tax is levied at a 
rate of ×% of the purchase sum.

costs involved in selling shares
As with buying shares, there are also basic charges 
and brokerage when selling shares. However, no tax 
is payable on marketable securities when shares are 
sold.

which shares to buy?
Probably the most difficult decision investors are 
faced with is what kind of shares to buy. Often the 
investor public is inspired by the growth performance 
of certain shares offered by some company or 
another. These shares are bought because investor 
sentiment perceives them as being the ‘right’ shares. 
De Lange (1991:14) gives the following tips on what 
to do to determine which shares are the best to buy:
•	 Examine the company’s growth performance 

over the past five years (the growth rate, particu-
larly the dividend growth rate, must exceed the 
inflation rate).

•	 The company management must be leaders in the 
market who set the pace for new developments 
(innovations).

•	 Those who seek winning shares (for example, 
the 100 top shares) must accept that this process 
requires hard work and is very time-consuming.

•	 Investors should attempt to buy shares that will 
limit possible losses by means of effective port-
folio management.
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11.13.4 The right time
Once investors have decided which shares to buy, 
they must choose the right time to buy them. Those 
who are interested in investing over the long-term 
should buy as quickly as possible. Even if they have 
to pay a higher price initially, the average price will 
fall if they buy on a regular basis (the average costs 
are lower).

Speculators, on the other hand, should buy shares 
on which they can make a profit when they sell 
them. The secret of successful speculation is to buy 
shares at the right time and to sell them at the right 
time. Timing is of much greater importance when 
investing in the short-term.

11.13.5 Setting up a share portfolio
When setting up a share portfolio, the same 
investment criteria apply as discussed earlier. A 
share portfolio refers to all the shares an investor 
owns. Probably the most difficult decision is the 
balance between a growing return, on the one hand, 
and an acceptable risk level, on the other hand.

Laurie (1989:40) mentions the success achieved 
by an investment portfolio, which is published 
annually in the British newspaper, The Investor’s 
Chronicle. He suggests the following type of invest-
ment portfolio, based on their rules:
•	 Choose shares on the basis of dividend growth 

rather than short-term capital appreciation.
•	 Choose a minimum of ten shares, in order to 

spread the risk.
•	 The amount invested in each of the ten shares 

should be more or less equal.
•	 The portfolio should remain unchanged for at 

least one year.
•	 From the second year, the portfolio should be 

revised annually.
•	 A minimum of transactions should take place.
•	 Profit should be taken only if the market value 

of a share is at least 50% higher than the average 
market value of the portfolio.

•	 Shares should be sold only in emergencies.
•	 Dividends and interest should be reinvested, pref-

erably in shares already included in the portfolio.
•	 The primary purpose of the portfolio should be 

never to sell a share if at all possible.
•	 During reinvestment, the share in the portfolio 

with the best prospects for long-term dividend 
growth should be chosen.

De Lange (1991:38) lists two additional factors that 
should be kept in mind when composing a portfolio:
•	 Access all investments and anticipated results 

over the long term
•	 Build up your own expertise in order to manage 

your share portfolio.

11.13.6 dos and don’ts
There is no blueprint on buying and selling shares. 
Nevertheless, certain guidelines, based on years 
of experience, can be valuable when investing in 
shares, whether over the long or the short term. The 
share market offers investment opportunities for all. 
There are also many pitfalls, especially for potential 
or inexperienced investors.

The following is a list of dos and don’ts in respect 
of investment in shares:
•	 Do not expect to become wealthy overnight.
•	 Do not try to manage your own share portfolio if 

you are a novice.
•	 Do not attempt to manage your own share port-

folio if you do not have sufficient time.
•	 Do not try to speculate if you do not have a 

computer (with a suitable program).
•	 Do not try to speculate if you do not receive 

up-to-date, daily information about the closing 
prices of shares.

•	 Do not buy shares blindly (without the necessary 
research).

•	 Do not borrow money to buy shares.
•	 Do not buy shares just because everybody (the 

investment public) is doing it.
•	 Do not sell shares because others are selling.
•	 Do not participate in panic selling — this is 

usually what inexperienced investors do.
•	 Do not become attached to a certain share.
•	 Do not try to ‘play’ broker.
•	 Do not overreact on the basis of so-called ‘hot 

tips’.
•	 Do analyse a company’s financial status before 

buying its shares.
•	 Do study your shares carefully.
•	 Do evaluate shares on the basis of their current 

performance, as well as their future potential.
•	 Do invest in the ‘stronger’ companies in growth 

sectors.
•	 Do try to buy only quality shares.
•	 Do keep abreast of economic and political events.
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•	 Do obtain your information from several sources 
(not only newspapers).

•	 Do remain on a good footing with other brokers.
•	 Do work hard and spend enough time on 

research.
•	 Do obtain information and knowledge from 

professional investors.
•	 Do revise your portfolio and be meticulous with 

your administrative tasks.

11.14 ShArE PricES in nEwSPAPErS
Newspapers are a source of a great deal of 
information on share prices. Because abbreviations 
are used, which uninformed readers may not 
understand, they are briefly discussed below.
High  1.30
Low  1.20
Share  De Beers
Last sale  1.25
Buy  1.22
Sell  1.28
Div%   20%
Dividend return  15.3
Price/Dist Incr  6.3
Rise/Fall   +3
Vol   300

•	 High: The highest share price for the year. This 
price can be compared with other prices (the 
same share) in order to determine abnormal 
rising and falling.

•	 Low: The lowest share price for the year.
•	 Last sale: The last sale price paid for a share the 

previous day (R1.25).
•	 Buy: The last offer made the previous day by 

buyers for a De Beers share, namely R1.22.
•	 Sell: The last price charged by a seller the previous 

day, namely R1.28.
•	 Div%: The dividend which shareholders were 

paid as a percentage of the nominal share value. 
For example, a company has 10 000 000 shares 
at a nominal value of R1 each. The dividend 
per share is 20c and the dividend percentage is 
20% (20/100 × 100). High dividends are usually 
preferred.

•	 Dividend return: The dividend return on the 
actual price the investor pays (not the nominal 
value). Assume that the purchase price is R2 per 

share, and the dividend remains 20c per share. 
The dividend return will be 10% (20/200 × 100).

•	 Price-earning ratio: If the dividend return 
amounts to 20c and the share price is R1.20, it 
means that the share is sold at six times its earn-
ings. The ratio is six.

•	 Rise/Fall: Here, it is shown whether the last selling 
price is higher or lower than the last selling price 
of the previous day.

•	 Vol: This shows the number of shares sold weekly 
or monthly.

The abbreviations in the Business Report will differ 
slightly from the above. However, investors get a 
good idea of what is happening with certain shares 
and transactions. Where a novice has difficulty 
understanding the tables in newspapers, profes-
sional investors and brokers have no problems.

11.15 EconoMic indicATorS on 
  TElEviSion
Economic indicators that appear on television 
every day have certain implications for investors in 
financial assets. The most important indicators are 
briefly discussed below.

11.15.1 The gold price
The gold price is indicated in American dollars and 
reflects the price of gold as at the afternoon fix in 
London. A rise in the gold price results in a rise 
in government revenue, as well as that of the gold 
mines. More money is consequently available for the 
economy. A fall in the gold price has the opposite 
result. The gold price affects the economic trend of 
a country.

11.15.2 The rand/dollar exchange rate 
(r/$ exchange rate)
This exchange rate indicates how many rands 
are needed to buy one dollar. Trade with foreign 
countries occurs in dollars and this rate is extremely 
important to business people.

11.15.3 The dollar/euro exchange rate 
  ($/€ exchange rate)
This exchange rate is of great importance to those 
who trade with Western Europe. Some prices are 

Personal Finance Management 5e.indb   356 12/12/2016   2:50:17 PM



357Chapter 11 Investment planning

indicated in euros, so they must first be converted 
to dollars.

11.15.4 The bank acceptance rate (BA rate)
Earlier, we referred to bank acceptances as money 
market instruments and discussed them briefly. The 
bank acceptance rate is a good indicator (forecaster) 
of short-term interest rates. When this rate drops 
and the trend continues, a drop in short-term rates 
can be expected. The opposite is also true.

11.15.5 capital market rates
This concept was explained earlier. A rise in capital 
market rates is an indicator (forecaster) of a rise in 
interest rates over the long term. A drop in these 
rates forecasts a drop in long-term interest rates.

11.15.6 The gold index
The gold index is calculated by adding the market price 
(value) of a number of selected gold shares together 
and determining the average value/price of the shares. 
This average value is called the gold index. If the gold 
index rises continually, it means that the value of gold 
shares rises in general. It may well happen that the 
prices of individual gold shares may drop. When the 
gold index drops, the opposite is true.

11.15.7 The industrial index
The industrial index is calculated in the same way 
as the gold index. Instead of gold shares, specific 
industrial shares are selected. The industrial sector 
is relevant here.

11.15.8 The consumer price index
We have already discussed this concept. The 
consumer price index is called the inflation rate and 
gives an indication of the annual rise in consumer 
prices.

11.16 SEvErAncE or rETirEMEnT 
  PAcKAGES: how To invEST?
The decision to invest the proceeds of a package 
involves a great many decisions and much homework 
regarding all aspects of personal finance. Experts 
need to be consulted about the investment of your 
package.

This section should be studied together with 
Chapter 17 on retirement planning.

11.16.1 what is the meaning of the 
  word ‘package’?
The concept of a ‘package’ is not new in South Africa. 
In fact, the only question is when will we be offered a 
package and how will it compensate us for the loss of 
years of service and retirement benefits. Nowadays, 
South Africans who decide to take packages (and 
there are many) are confronted with a large number 
of difficult decisions. Unfortunately they get very 
little assistance, if any, in the form of timely financial 
advice (Swart 1999:5).

People may be offered packages because of:
•	 The dissolution of the employer’s pension or 

provident fund
•	 Voluntary breach of service (resignation) by an 

employee
•	 Compulsory breach of service (dismissal)
•	 Staff retrenchments by an employer
•	 Retirement.

A package may be in the form of a severance 
package or a retirement package. Remember that 
any large lump sum should be invested in the same 
way as a package. The same investment principles, 
investment criteria and investment alternatives will 
be valid and should be applied when investing lump 
sums such as:
•	 Policies that are sold
•	 A policy that matures
•	 The one-third lump sum of an annuity
•	 Inheritances
•	 Group benefits received on the death of a spouse
•	 Money received when a couple divorce
•	 Any investment that has to be reinvested
•	 When fixed or moveable property is converted 

into cash.

how important is your package?
The capital amount of your package may be the 
sum total of your life at that moment – good or bad; 
in other words, a small or a large amount (Swart 
1999:6). This is what you own and you have to make 
decisions which will affect the rest of your life.

Your investment decision (the utilisation of your 
package) is of vital importance because it will largely 
determine:
•	 What the next few years of your life will be like
•	 What the rest of your life will be like.
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This decision is much more important than you 
could ever have imagined, in particular when you 
are an older person. A wrong decision or invest-
ment could mean that you will outlive your financial 
resources in your retirement years. Your retirement 
should not become a race between inflation and 
death (a race that is won by inflation in the lives of 
94% of retired people). Inflation can devour your 
investments long before you die. You have to make a 
decision about your life; rather give back the appli-
cation form unsigned than sign it while you are 
uncertain about the action you should take.

When a relatively young person receives a 
package, the investment decision means more than 
a decision about a career or an own business. Those 
who are 55 years and older will decide how to invest 
their packages with a view to retirement. Therefore, 
retirement planning is more important for older 
people than for those who still have to build a career. 
During their career years, people are also planning 
for retirement, even when they have established or 
bought their own businesses. Also keep in mind that 
your package represents your existing provision for 
retirement.

This does not mean that you should not use 
money from your package to pay for that long-
awaited overseas trip or new car; it depends on 
whether you can afford it at this stage. Remember, 
however, that the package is intended to make provi-
sion for your retirement and that this long-term 
objective must be pursued at all times. Unless you 
have sufficient money for retirement, your package 
should not be used in any other way. Someone who 
is still relatively young can begin to make provision 
for retirement from scratch, but the closer you are to 
retirement, the less your chances of doing this. You 
may not even have the chance. Be extra careful with 
your package in this situation; preserve its capital 
value for as long as possible.

Should i take my retirement package?
People often have a choice of whether to take their 
packages or not. It is difficult to provide simple 
guidelines for everybody, but a few facts will enable 
you to make a better-informed decision.

Should everybody take the package 
immediately?
The answer is an emphatic ‘no!’. The financial 
situations of individuals differ to a large extent, 
so almost all of their personal financial decisions 
will differ too. Do not allow people to confuse 
you. Those who do not see a future in the country 
will want to take the package and utilise it as they 
think best. Their decisions are usually politically or 
emotionally motivated, and have nothing to do with 
those who are not considering leaving the country. 
Many South Africans would have much less of a 
future in a foreign country, and have no choice but 
to make the best possible use of their possessions in 
South Africa.

Should i take my package five years before 
retirement?
If you want to establish your own business and 
intend to use a large part of the package for this 
purpose, you may feel that the business will generate 
more retirement benefits than the fund (if every- 
thing goes well). You may then leave the money in 
the fund or appoint a broker to manage the package 
on your behalf. Is it wise, however, to withdraw 
money from the fund in the last five years before 
retirement? Remember that the amount in the fund 
will more than double over the final five years, 
mainly because of the effect of compound interest.

Let us look at the example of two employees 
who invest R100 per month from the age of 40 until 
retirement. The annual growth rate is 15%. One of the 
employees retires at 60 while the other retires at 65. The 
term, amount, interest rate and end value are:
•	 A: 20 years R100 per month 15% R149 723.95
•	 B: 25 years R100 per month 15% R324 563.96

B will therefore, mainly because of compound 
interest, receive more than twice the amount that A 
does, because B is prepared to work five years longer.

As a further example, a person who takes a 
package three years before retirement will lose, 
among others, the following benefits:
•	 Three years’ salary
•	 Three years’ growth in his present fund
•	 Three years’ contributions by the employer
•	 Possible promotion over three years
•	 Salary adjustments
•	 Accumulated leave pay-outs.
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how will the new legislation affect me?
The amended legislation will affect whether you take 
a package or not. It is expected that higher tax will 
be levied on the lump sum, and this makes estimates 
and calculations even more difficult. These aspects 
should be weighed against what you may lose in the 
years until retirement (as mentioned above) as well 
as the capital growth of your investments if you do 
not take the package.

And the return in the fund?
In South Africa, investment funds are usually 
placed with pension and provident funds, insurance 
companies and deposit-taking financial institutions 
(banks and building societies). There will be more 
and more pressure on these institutions to provide 
for the never-ending needs of the new South Africa 
and its reconstruction programmes. It is only logical 
to assume that when the funds are utilised elsewhere, 
their eventual yield will be considerably lower. Only 
time will tell when this will happen.

what about future packages?
Funds will probably not be able to offer packages 
much longer, mainly because the level of funding will 
eventually become too low. This is one of the main 
reasons why fund members wish to lay their hands 
on their money while the money is still available and 
there is still money in the funds. To decide whether 
to take a package is therefore no easy task, and there 
are no answers that are correct or completely wrong.

where should i invest my package?
It is just as important to know what to do with a 
package as it is to decide whether to take a package. 
The personal situation or objectives of the individual 
or fund member will be crucial in both cases. 
Different investment instruments will have different 
tax implications. The SARS Commissioner expects 
people to use their packages to make provision for 
retirement. The package should be deposited in the 
retirement fund or with your new employer or in an 
annuity or preservation fund, otherwise you will be 
penalised by having to pay tax. Whether you start 
working for a new employer, or want to start your 
own business or choose to retire, will determine, 
to a large extent, how the package should be 
utilised.

11.16.2 Personal financial planning 
  models in South Africa: research 
  recommendations

Most people who have a lump sum or a package 
to invest have no idea of what to do with it. They 
are under the misapprehension that an investment 
in a particular product will provide the solution 
for their financial future. They consult a broker or 
brokers, who are expected to sell them a product, 
or a packaged product of some sort. Unfortunately, 
this investment has to be integrated with a personal 
financial plan, which has been adapted for the 
individual concerned. The problem is made worse 
by the fact that brokers do not always know what 
personal financial planning is and how it should be 
done. Moreover, there are hardly any proposals and 
programmes on offer from brokers that are designed 
to take care of the personal financial planning 
of individuals and potential investors. Brokers 
confuse personal financial planning with making an 
investment.

what happens when packages are offered?
When individuals receive an offer of a package, they 
are generally filled with confusion and uncertainty 
about their financial future. At this stage, they often 
blame their employer for a lifetime’s lack of personal 
financial planning. What choice do they have? After 
all, they left school so long ago that they can hardly 
blame the minister of education for the fact that the 
most important life skill of all (handling your own 
money – personal financial management) was not 
taught at school, or made compulsory for all studies 
undertaken at tertiary institutions. Of course, 
employers should be blamed for not helping their 
employees to acquire this indispensable life skill.

what happens when packages have to be 
invested?
There is even greater confusion and uncertainty at 
this stage. Many brokers have to be consulted as 
quickly as possible to obtain as many investment 
proposals as possible; but then, the investor has no 
idea as to which proposal to accept, because they 
cannot evaluate them. In addition, of course, they 
often still do not know what financial planning 
actually is. Some remain unwilling to put any real 
effort into deciding how to use or invest their 
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package, while others like to invest with a group of 
investors, because it makes them feel safer. They do 
not want to be the only one to lose some (or all) of 
their package. Brokers’ knowledge, proposals and 
past investment records are criticised by investors, 
and even by some brokers. Often those who bay 
most loudly for the blood of an innocent broker, are 
those who have suffered losses by their own doing 
(eg by selling off shares when the market was low, 
thus turning a loss on paper into a real financial 
loss).

Another mistake made by investors is to compare 
the long-term record for service of one broker with 
that of an independent group of brokers, even if 
the single broker represents a financial institution, 
which is very much larger than the independent 
group – they fail to realise the strength of the large 
institution. Moreover, these prospective investors 
like to keep an expert on hand to rubber stamp their 
investment proposals. 

Very few investors take the financial situa-
tion of their spouses into account in their package 
investment proposals. Consequently, the package 
is invested without taking account of the finan-
cial needs and future of the spouse, or of how the 
finances of the couple will react individually, or will 
interact, under the influence of the financial strategy 
adopted. This is not personal financial planning.

Many people who receive packages are already 
55 years or older, and have to take vital deci-
sions about their financial future (ie, invest their 
life savings, which account for their total financial 
accomplishment over their lifetime) at this ‘late’ 
stage of their lives, without the knowledge required 
to do so. Sound financial advice at this stage and 
the wise investment of a package could make an 
enormous difference in these cases. This lack of 
information at the right time is the reason why a 
package investment is seen merely as an investment, 
and not as part of the whole personal financial plan-
ning process.

People who receive a relatively small package still 
have to deal with the realities of income, capital and 
a particular lifestyle after retirement. Some, whose 
package may amount to as little as R200 000, still 
want to travel, although they do not have a spouse 
who can help them cope with the costs of subsist-
ence later.

Many package recipients can say only that they 
started with nothing 15 or 30 years before and that, 
regardless of the fact that they were employed over 
that entire period, they still have most of it left. This 
is a paltry achievement, compared to what it should 
have been in order to offer the individual the finan-
cial security they need.

Then there are those who are disinclined to take 
much trouble over the investment of their packages. 
They have been indolent all their lives and intend to 
continue like this, regardless of their ignorance about 
money matters. They are reluctant to disclose addi-
tional personal information to brokers and refuse to 
fill in forms that provide such information, with the 
result that brokers cannot factor the required infor-
mation into their usually limited models (you will 
see below why these models are regarded as limited 
or deficient).

Potential investors are always ready to give 
credence to a ‘story’, for example a rumour that 
someone has lost money placed with financial insti-
tution X, insurance company Y or broker Z. Of 
course, money has been lost all over the place with 
every broker, but this is not necessarily the fault of 
the place or the broker. Often, it is a matter of the 
economic cycle, interest rates, the stock exchange 
and, especially, the investor’s own fault. Uninformed 
investors are easily panicked into calling up their 
investments when rates of return decline. This is 
usually a mistake, but investors are reluctant to 
accept responsibility for their own actions. Instead, 
they look for a scapegoat.

Many investors are stubborn and it is clear why 
their financial situation is so unfortunate – they have 
stubbornly resisted expert advice throughout their 
lives.

Package investors seem to be irresistibly attracted 
to brokers, whose business cards have been given to 
them by someone in the organisation for which they 
work, who:
•	 Slanders other brokers
•	 Cites fictitious examples of invested amounts that 

have been lost
•	 Reserves praise exclusively for the broker whose 

business card they hand out (naturally at a shared 
commission), citing exorbitant rates of return 
without pointing out the higher attendant risks.

Personal Finance Management 5e.indb   360 12/12/2016   2:50:17 PM



361Chapter 11 Investment planning

Investors are also inclined to allow themselves to be 
led by what their colleagues do with their money. 
If you can learn from what your colleagues do so, 
but other people’s actions should have no bearing on 
your own or household planning.

An investment proposal which lacks substance 
is often compared to a thick, glossy brochure, and 
inferences are drawn from it concerning:
•	 The quality of service that will be received
•	 The rates of return that will be realised
•	 The size of the organisation concerned
•	 The organisation’s affectionate concern for the 

potential investor.

Remember, brokers do not want their proposals 
or detailed planning to become known to other 
brokers. Consequently, some brokers first make 
an insubstantial proposal, which is followed at a 
later stage (when they believe that the investment 
will actually materialise), by voluminous, glamor-
ously detailed planning documentation. Do not be 
seduced by an extensively detailed proposal, which 
often merely provides additional information about 
different types of investment.

A negative factor, which stands in the way of 
sound planning, is the fact that brokers are played 
off against one another in a sort of bidding war to 
save on commission. Well and good, but do not take 
it so far that after the broker has wasted three weeks 
on you, he has effectively paid you to invest your 
package. The benighted notion still exists that an 
insurance broker is a hack, compared to other inde-
pendent brokers. Remember, insurance brokers can 
also be independent and can market any product. A 
lack of information is always dangerous, regardless 
of whether personal financial planning, investments, 
offshore investments or package investments are at 
issue.

Mistakes in investment proposals
Investment proposals are exactly what the name 
indicates, namely a proposal to invest your package 
in one or several products. Some proposals ‘touch’ 
on financial planning by referring to it somewhere 
along the line, while others indicate the cash flow of 
the individual (package recipient) over a period of, 
say, ten to 20 years. Proposals are still aimed at the sale 
of products and do not take account of the following 
aspects of the individual’s financial position:

•	 The influence of the package on the spouse’s 
financial situation as regards income, taxation, 
standard of living, early retirement, deferred 
retirement and estate planning

•	 Interaction between the above factors
•	 Cash flow projections for the financial future of 

both spouses
•	 Linking the investment to trusts
•	 The introduction of annuities that may fall away 

in the future, and the resultant influence on the 
individual’s tax position.

In other words, most models are not concerned 
with the investor’s personal financial planning, 
but are merely aimed at marketing products for 
commission. This is why it should be stressed that 
personal financial planning must be separated from 
the exclusive marketing of products (up to a point); 
thereafter, products can be marketed with a view to 
the individual investor’s personal needs and aims, 
risks and risk profile.

what is personal financial planning?
Investment planning is an aspect of, and not 
synonymous with, personal financial planning.

After studying several hundred investment 
proposals, the conclusion is that there is one model 
that can accommodate total personal financial plan-
ning for the individual (Swart 1999). The most 
important considerations about the model are that it:
•	 Follows all the steps in the personal financial 

planning process (as defined in the theory and in 
academic books)

•	 Is budget driven
•	 Recognises the importance of cash flow as a 

prerequisite for a financial future and financial 
independence after retirement

•	 Integrates investment, estate, tax and retirement 
planning in the process of personal financial 
planning

•	 Indicates exactly how future cash flow shortages 
will be financed, and also how future surpluses 
will be invested or applied

•	 Furnishes the client with an event or activity 
report, and thereby assists the client with his 
personal financial planning at every step

•	 Does what many other ‘models’ (ie investment 
proposals) aimed at the sale of specific financial 
products fail to do
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•	 Indicates exactly when retirement should be 
brought forward, take place or be deferred

•	 Integrates the personal financial planning of 
spouses and indicates how the finances of spouses 
interact with each other

•	 Gives the good, as well as the bad, news 
concerning future cash flow patterns and needs

•	 Informs clients of possible courses of action in 
the case of inadequate, adequate or more than 
adequate provision for retirement

•	 Is not product driven, but is planning driven and 
based on the client’s needs and objectives

•	 Deals with total/comprehensive personal finan-
cial planning

•	 Does not take it as given that a further invest-
ment is the solution to the client’s needs

•	 Actively involves the client in the provision of 
personal information by asking them for an 
average of 10 to 13 pages of information

•	 Requires repeated interaction with the client
•	 Makes personal financial planning understand- 

able to the client
•	 Will prove very useful to financial institutions 

and the insurance industry
•	 Will help individuals to develop a realistic vision 

of the future and to take appropriate financial 
precautions in an early state

•	 Can help prevent retirement blues
•	 Points out possible compromises that individuals/

clients may have to make, in order to maintain a 
particular standard of living after retirement

•	 Gives the client a realistic projection of how short-, 
medium- and long-term goals can be achieved

•	 Combines the personal financial planning of two 
spouses with up to three trusts

•	 Provides objective advice, before selling any 
financial products.

Without the necessary cash flow projections, 
personal financial planning remains a pipe-dream. 
A budget is, in fact, the individual’s plan expressed 
in financial terms. (For more information, see Swart 
1999.) 

11.17 ThE EconoMic cyclE: your 
  invESTMEnT cyclE

11.17.1 industries and the economic 
  cycle
The state of the South African economy has a direct 
influence on the return you get on your investment. 
We are thinking, in particular, of the specific 
investment instrument in which you invest your 
money (eg property, shares or government stocks). 
Your investment decision may vary considerably 
depending on the specific phase (upswing, down- 
swing or recession) of the economic cycle (business 
cycle). A professional broker should be able to 
advise you when you have to decide how to invest 
your funds. Selecting the right time to invest is of 
paramount importance.

For example, if you know that the price of unit 
trusts has just begun to decline and that this decline 
is expected to continue for a few years, it would be 
foolish to invest all your money in unit trusts at 
that stage. The right time is even more important 
if you want to speculate with your money, in other 
words when you want to buy shares and sell them 
at a profit. For people who are investing in shares 
over the long term, the state of the economy is also 
important. Certain shares are very sensitive to the 
state of the economy, while others are scarcely influ-
enced at all.

You should know how a specific industry is 
related to the state of the economy (the economic 
cycle). Certain industries move with the economy, 
while others move in the opposite direction.

Let us look at a few industries, namely growth 
industries, defensive industries, cyclical industries, 
interest-rate-sensitive industries and rand-hedging 
industries (Swart 1999:136,137).

Growth industries
An investment in a growth industry, such as 
computers, the financial sector and electronics will 
usually perform well, irrespective of the state of 
the economy. It is important to determine which 
industries will grow in future.

defensive industries
The economic cycle has very little effect (almost 
none) on defensive industries. People eat, drink 
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and use financial services even in a recession. An 
investment in the food, beverage and financial 
services industries will therefore always offer a 
relatively good return, irrespective of the economic 
cycle.

cyclical industries
The economic cycle has the biggest influence on 
cyclical industries, which include durable goods such 
as, cars and furniture. For example, in a recession, 
people will be satisfied with their old cars and old 
furniture and will not attempt to replace them. You 
would be well advised to find out more about the 
state of the economy before you invest in a cyclical 
industry.

interest-rate-sensitive industries
These industries are largely affected by expectations 
of rising or declining interest rates. Examples are 
the building industry, the property industry and the 
financial sector (banks).

rand-hedging industries
You may also invest in an industry to protect your 
investment against the depreciation in the value of 
the rand (rand hedging). Income is usually received 
in a foreign currency such as dollars or pounds. The 
costs, however, are paid in rands. Shares such as 
Richemont and Minorco are good examples.

11.17.2 what does the economic cycle 
  look like?
In simple terms, the cycle consists of an economic 
recovery phase, an upswing, a downswing and then 
a recession.

11.17.3 how do i invest during the 
  economic cycle?
The returns you are going to earn on your investment 
will be determined mainly by the decision, during a 
specific cycle, to buy (to invest) or sell (to withdraw 
and reinvest money).
•	 Economic recovery. In a phase of economic recovery, 

short-term interest rates are at a low. You should 
now invest particularly in commodities (metals and 
minerals), because of increased demand during the 
next economic phase, the upswing.

•	 Economic upswing. In this phase, investors usually 
sell government securities, shares and property. 

Short-term interest rates rise, the inflation rate 
begins to rise too and company profits decrease. 
During an economic upswing, new businesses are 
established and more people are employed.

•	 Economic downswing. In this phase, commodi-
ties are sold because of an expected drop in 
demand. Short-term interest rates are very high 
and government securities are bought, because a 
drop in short-term interest rates and a recession 
are expected.

•	 Recession. A recession causes negative economic 
growth. Short-term interest rates drop and inves-
tors mostly buy shares and property.

The primary problems
First, you should know the state of the economy; 
in other words, the current state and which stage 
in the economic cycle is expected to follow. Then, 
you should know the different types of industry 
(remember there are five) and how they react to a 
specific stage in the economic cycle.

If you invest in fixed property as a speculator, the 
cycle will be of the utmost importance, even more 
important than the location of the property. The 
timing of your investment is therefore more impor-
tant than where you invest. Make sure that you 
invest in the right place at the right time, especially 
if you want to speculate. It takes the property cycle 
about 17 years to move from a low to a high. The 
return on your investment will be best if you can buy 
when the cycle is at a low and sell when it is at a high 
(after about 17 years). The term of a bond is usually 
20 years. This is particularly relevant if you have to 
borrow money (take out a bond) and rent out the 
property. If you buy when the property cycle is at a 
low, you will have the best protection against rising 
interest rates.

Of course, you should know your individual risk 
profile and the stage you have reached in your life 
cycle, in other words your investment profile. Let 
us look briefly again at investment decisions in the 
various life stages (see Section 11.6): youth, family 
years, career years, years before retirement and years 
after retirement.
•	 Youth (20–30). At this stage, you have to learn 

financial discipline. Any funds you receive in 
these years should be invested for capital growth. 
Risky investments are recommended because 
of your age and the number of years before 
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retirement. Invest in property (your own home), 
unit trusts and shares.

•	 The family years (30–40). You should still invest 
for capital growth with a view to your children’s 
future financial needs (as well as your own).

•	 The career years (40–50). The children leave 
home and you will probably have more money 
of your own to invest for retirement. Investments 
for capital growth are still recommended. If you 
are temporarily or permanently unemployed, you 
should also invest for a monthly income.

•	 The years before retirement (50–55). Investments 
for capital growth should now be less risky. 
Increase your annuities and diversify your invest-
ment (spread your investment risk – never put all 
your eggs in one basket).

•	 The years of retirement and afterwards (55 and 
older). Avoid risky investments, but concentrate 
on capital growth if your income needs permit 
it. Pay off your debts and manage your credit. 
Protect your investments (your provision for 
retirement) against inflation.

It is therefore very important to be well informed 
about:
•	 The economic cycle
•	 Investments in various products in various indus-

tries
•	 How different industries react in different 

economic cycles
•	 The stage of your life cycle
•	 Timing when you are making an investment 

decision.

If you think that the rand will continue to drop for 
many years to come, you should invest in products 
and industries that will protect the value of your 
rand. To repeat – first think of your needs, risks and 
objectives.

11.18 invESTor ProTEcTion
Questions to ask the broker before signing the 
investment mandate or policy:
•	 Are you registered with the Financial Services 

Board as a financial services provider (FSP)?
•	 Are you a FSP representative?
•	 Do you have indemnity insurance?

•	 Which company’s products are you licensed to 
sell?

•	 What products are you licensed to sell?
•	 What are your qualifications?
•	 Will you do a financial needs analysis for me?
•	 Will you provide me with my risk profile?
•	 How will you be paid and how much?
•	 What other incentives do you receive?
•	 How often will I see you?

Ask for a copy of the policyholder protection rules 
for long-term insurers. This will provide you with 
information about:
•	 The intermediary (broker)
•	 The impact of the decision you elect to make
•	 Your rights when being advised to replace an 

existing policy
•	 Your right to cancel the transaction
•	 The nature of your investment
•	 The code of conduct for intermediaries and fit 

and proper requirements according to the FAIS 
(Financial Advisory and Intermediary Services) 
Act 37 of 2002.

Brokers and protection
To protect clients (the investing public), the Financial 
Services Board has laid down guidelines to which 
brokers must adhere. You must know what they are, 
so that you will know which brokers may market 
which products to you, and what information you 
must be given.

These guidelines are being adapted and improved 
constantly to provide better protection for clients in 
their dealings with brokers.

One can but hope that the investing public will 
not only have rights, but will show certain respon-
sibilities towards brokers. This will create a sounder 
investment environment for the adviser/ broker and 
the client, based not only on the rights of the parties, 
but also on certain responsibilities. Furthermore, the 
public needs to be educated with regard to financial 
life skills, and be prepared to take responsibility for 
their personal finances and financial future them-
selves.

Sections 44 to 65 of the Long-term Insurance Act 
52 of 1998 stipulate many guidelines that protect 
policyholders. The guidelines urge advisers and 
brokers very strongly to offer clients a professional 
service.
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The Policyholder Protection Rules (PPR), issued 
under the Long-term Insurance Act became effective 
on 1 July 2001. These rules apply to all intermedi-
aries (advisers and brokers) as well as to insurers, 
and only apply to the insurance business. The rules 
demand transparency, which, in turn, promotes 
understanding and trust. This is an ideal foundation 
to build long-term and profitable relationships with 
your clients.

The rules place certain obligations on interme-
diaries during the sales process, and prescribe the 
following:

The contact stage — before business is 
discussed with the client
1. The Statutory Notice for Policyholders, without 

changes, must be handed to the client. This is a 
bill of clients’ rights, in terms of which a client has 
the right to the following information:
•	 The right to know who the intermediary is
•	 The right to be informed of the impact the 

decision to take out life assurance will have on 
them

•	 The right to be informed of the implications 
(eg costs) if a policy is replaced

•	 The right to know who the insurer is
•	 The right to cancel a transaction
•	 Detail regarding the complaints handling 

process, if a client is dissatisfied.
2. A personal information document, known as a 

permit, must be handed to the client. It contains 
the following:
•	 Your full names, title, address, and telephone 

number(s) and legal status
•	 Details of your relevant experience
•	 Details of the insurers who have mandated you 

to sell their products
•	 Details of product accreditation confirming 

that you have the necessary competency, 
knowledge and proficiency to sell specific 
insurers’ policies

•	 Detail of any professional indemnity cover you 
may or may not have

•	 Whether you hold more than 10% of shares 
directly or indirectly in any insurer whose 
products you are authorised to sell, or whether 
you have received more than 30% of total 
commission and remuneration from a partic-
ular insurer over the previous calendar year

•	 Any service fees (separately negotiated fees for 
services rendered) that you will be charging, if 
you are allowed to.

3. Keep records of all disclosures until at least three 
years after the termination of a policy (the burden 
of proof lies with you to prove that these disclo-
sures were made, should a complaint or dispute 
arise).

The quotation stage
•	 Do not allow a client to sign blank or incomplete 

forms. It is illegal to do so.
•	 If a replacement policy is involved, you must 

advise the client as to any costs and the implica-
tions of the replacement policy. A specific form 
(Advice Record for Policy Replacement) must be 
completed. It explains the financial implications 
of a policy replacement.

•	 Within six months from the effective date of the 
rules, monitoring systems must be in place to 
measure compliance, eg, keeping a register of 
client complaints.

•	 There should be a thorough analysis of each 
client’s financial situation.

•	 The client should be given a choice of three 
different products.

•	 The broker should take out liability insurance.

Investors are expected to fill in a declaration that 
indicates the following, among others: that the correct 
information was received, analysed and presented, 
and that it was understood. Spouses sign the decla-
ration as well if married in community of property. 
The intermediary also signs the declaration.

You are also referred to the Financial Advisory 
and Intermediaries Act. This Act regulates entry into 
the broking industry, the requirements that advisers 
and brokers must meet, and the rights and duties of 
brokers (and the investing public).

Money kept by attorneys
If, for some reason, you invest a lump sum via an 
attorney, you must make sure that your money will 
enjoy the same protection as trust money. If this is 
not the case, you should rather invest via another 
type of broker where your money will be protected. 
Find out whether the investment is protected by the 
Guarantee Fund of the Attorneys Act 53 of 1979 
(Swart 1999:132).
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A cooling-off period for homebuyers
Homebuyers are now given five days to ‘cool off ’ by 
the Estate Agents Act 112 of 1976, as amended. In 
this period they may decide whether they want to 
go through with the purchase. This period excludes 
the day on which the contract was signed, as well 
as Saturdays, Sundays and public holidays. The 
cooling-off period applies only to residences with a 
value of less than R250 000 and will therefore not 
apply in the following cases (Swart 1999:133,134):
•	 When a property is valued at more than R250 000.
•	 When the buyer had an option to buy the 

property.
•	 When a property is sold at a public auction that 

has been advertised.
•	 When a transaction is concluded where the buyer 

and the seller have previously been involved with 
the same property.

•	 Where the buyer is a legal entity.
•	 If the buyer reserves the right to appoint another 

person to act as buyer.
•	 If the buyer makes an offer on a second property 

before exercising his rights regarding the first 
property (in this case the cooling-off period for 
the first property will lapse).

This means that if you invest in a house, you will 
have five working days to reconsider your deci-
sion to purchase, as well as the terms of the deed of 
purchase (with the above provisos). If you are not 
satisfied with your purchase, you may cancel the 
contract and make an offer on another property (or 
invest or use your money elsewhere).

If you are selling your house, the buyer has this 
cooling-off period, so you should not take on any 
long-term obligations before you are sure that the 
transaction will go through. If not, you may have to 
pay the instalments on two houses or use all your 
funds to buy a new house (when you wanted to use 
the money from the sale of your old house, but now 
have to rent it out because you were not able to sell 
it).

Through its code of conduct for agents, the Estate 
Agents Act offers further protection for buyers 
during negotiations with agents. In terms of a new 
amendment, a fine can be imposed if an agent’s 
conduct is not in line with the code. The buyer will 
be entitled to receive up to 80% of this amount.

The cooling-off period also applies to a private 
sale, when buying from a plan, and when you are 
buying a house through an estate agent.

If you sell your own house the cooling-off period 
holds no advantages.

Because the buyer may still cancel the contract 
there will be a period of uncertainty, because you 
will not know whether your house has actually been 
sold. An unscrupulous buyer could waste the seller’s 
time and money, because the seller may lose other 
opportunities to sell the house during the five-day 
period.

The period may also be used (misused) to nego-
tiate a lower price. If a buyer has reserved the right 
to nominate a third party in the contract, he could 
also use your house to speculate. Sellers are defence-
less against this sort of protection. So remember that 
you as a buyer will sometimes also be the seller.

have you invested in sloppy work?
You can also invest in building a new house. Often, 
no written agreement is concluded with the building 
contractor and all the money is paid before the 
building work has been completed. You can imagine 
how many things could go wrong.

Currently, all home builders are forced by 
law to register with the National Home Builders 
Registration Council (NHBRC). The council has 
every house inspected before it issues a guarantee of 
approval, which stipulates that:
•	 Sloppy work must be rectified within three 

months of occupation.
•	 Leaking roofs must be repaired within 12 months.
•	 Major structural faults should be repaired within 

five years.
•	 The building material must comply with the 

minimum quality requirements.
•	 The foundations must be suitable for the type of 

soil.

Complaints about sloppy work should be directed 
to the National Home Builders Registration Council 
at: 011 886 3636. Assistance is free of charge. If 
your complaints are valid, the board will approach 
the builder and act as an intermediary until repairs 
have been completed, even if another builder has to 
be paid from the Guarantee Fund to do the repairs. 
The following information is also available from the 
council:
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•	 The names of all registered builders
•	 Registrations that have been cancelled
•	 The number of houses built
•	 Previous complaints about a builder.

You are strongly advised to find out more about a 
builder’s work, before you invest your money in a 
new building project.

11.18.1  Sources of information and 
  protection

Financial Services Board FSB
PO Box 35655
Menlo Park 0102 Pretoria

Chief Executive Officer of FSB & Registrar of 
Pensions
PO Box 35655
Menlo Park 0102
Tel: 012 428 8000
Fax: 012 347 0221

Deputy Executive Officer of FSB & Deputy 
Registrar of Pensions
P O Box 35655
Menlo Park 0102
Tel: 012 428 8000
Fax: 012 347 0221

Ombudsman for Short-term Insurance
PO Box 30619
Braamfontein 2017
Tel: 011 339 6525
Fax: 011 339 7063

Ombudsman for Life Assurance
PO Box 4967
Cape Town 8000
Tel: 021 674 0330
Fax: 021 674 0902

Ombudsman for Banking Services
PO Box 5728
Johannesburg 2000
Tel: 011 838 0035
Fax: 011 838 0043

Pension Fund Adjudicator
PO Box 23005
Claremont 7735
Cape Town 8000
Tel: 021 674 0209
Fax: 021 674 0185

The ombudsmen do not act as financial advisers. 
They deal only with specific disputes.

Pension funds
There are various important aspects regarding 
complaints that may arise about pension funds. We 
will discuss some of them.

Everyone who is a member of a pension fund 
that falls under the Pension Funds Act 24 of 1956, 
as amended by the Pension Funds Amendment Act 
22 of 1996, has three years to submit complaints to 
the Ombudsman for Pension Funds. Complaints 
may be submitted by any person and any institu-
tion that has an interest in a pension fund, including 
present and former members of the fund, benefi-
ciaries, employers, the Financial Services Board, 
the Registrar of Pensions and insurance companies. 
Complaints may deal with issues such as the admin-
istration of the fund, the investment of funds and the 
incorrect interpretation of the rules of the fund.

Certain steps must be followed when you submit 
a complaint:
•	 Submit a written complaint to your employer or 

pension fund.
•	 The employer or fund must react to this complaint 

within 30 days.
•	 Submit a written complaint to the Ombudsman 

for Pension Funds (include personal particu-
lars, as well as information about your work 
and pension fund, proof that the complaint has 
been submitted to your employer/pension fund, 
as well as the response you received from them, 
information about where your employer/ pension 
fund can be contacted, and your solution to the 
problem).

•	 After this, a meeting may be arranged with you 
and a representative of your pension fund.

•	 The Ombudsman makes a decision about the 
case and both parties have the right to appeal 
against this decision in the High Court.

•	 If no appeal is lodged the decision is accepted as 
binding.
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•	 If marketers (brokers) are found guilty, various 
sanctions may be implemented against them. 
Such sanctions may be:

 – Administrative (marketers are no longer 
allowed to sell certain products)

 – Civil (the courts become involved)
 – Criminal law cases (offences are made known 

to the public and the marketer will lose his or 
her good reputation).

11.19 SuMMAry
An investment in financial assets offers the investor 
numerous benefits. Probably the most important 
benefits are the fact that long-term investments 
exceed the inflation rate in terms of capital growth. 
The growth rate of some investments is as much as 
twice the inflation rate. In this way, an investment is 
obtained with a positive real return.

Individual investors should decide on the kind of 
investment they want to make on the basis of their 
own investment objectives.

Furthermore, they should decide whether they 
are going to manage their own investment portfolio 
or whether they are going to employ a broker to do 
it for them. The compensation the broker receives 
must be weighed up against the investor’s time and 
knowledge of the specific market.

Investment planning and participation in finan-
cial investments, however, is essential. A potential 
investor can begin by buying unit trusts on a monthly 
basis. The risk is relatively low in comparison with 
the long-term (five to 50 years) rate of return. The 
benefits involved in such an investment exceed the 
disadvantages by far.

It is important that investors should be aware of 
their current financial situation and attitude toward 
risk. Once they have compared and reconciled these 
aspects with their financial needs, the investor can 
proceed with their chosen financial investments.

11.20 SElf-ASSESSMEnT
•	 Explain the functioning of the different types of 

investment in both the money and the capital 
markets.

•	 Explain how you would go about choosing a 
broker.

•	 Identify the different investment approaches.
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371Chapter 12 Buying a residence

After studying this chapter, you will be able to:
•	 Explain the financial implications of buying a 

home
•	 Realise the importance of the decision to buy
•	 Demonstrate some aspects regarding the value 

and valuation of a house
•	 Identify and quantify the costs involved in 

buying a house
•	 Be aware of the board and the institute that 

regulate the conduct of estate agents
•	 Explain the position of trust that exists 

between estate agents and their principals (the 
buyer or seller)

•	 Identify what services estate agents offer in 
return for a commission

•	 Identify the situations when estate agents are 
entitled to receive a commission

•	 Define the various mandates that may arise 
between the seller of a house and an estate 
agent

•	 Explain under which circumstances you should 
make use of a particular type of mandate

•	 Explain which parties (natural persons and 
legal persons) may or may not be involved in 
the purchase and sale of a house

•	 Identify the financial implications that the 
Rent Control Act may have for buyers and 
sellers

•	 Identify some of the financing methods that 
may be used to buy a house

•	 Explain the various types of mortgage bond
•	 Explain the functioning of mortgage bonds 

and mortgage bond payments
•	 Identify the most important sources of long- 

term financing
•	 Identify possible sources of finance when 

financing is difficult to obtain
•	 Demonstrate the practical steps involved when 

buying or selling a house or when moving 
house

•	 Identify the financial implications that the 
following legislation may have for buyers and 
sellers:

 – the Consumer Protection Act 68 of 2008
 – the National Credit Act 34 of 2008 
 – the Rental Housing Act 50 of 1999
 – the Prevention of Illegal Eviction from and 

Unlawful Occupation of Land Act 19 of 
1998.

lEArninG ouTcoMES

I went to school with David Chisasa in the Eastern 
Cape. Unfortunately we met again in court. He told 
me that they had bought a house in Johannesburg 
eight years ago. Unfortunately he had just received 
a letter stating that he owes the government 
R230 000 for arrear rates and taxes. He could 
not believe his eyes. His attorney told him that 
according to the law he could be held accountable 
for the payment of the amount for a period of 
up to 30 years before he became the new owner. 
After paying someone else’s debt (because the 
government did not collect the amount(s) or did 
not send the previous owners(s) accounts and/or 
previous owners refused to pay their rates and 
taxes), David could sue these previous owners if: 

•	 He could afford the payment of R230 000 ➟

cASE STudy
•	 He could locate previous owners
•	 He could afford the legal costs.

Do you think the current legislation is just/fair, or 
should it be changed by the government?

12.1 inTroducTion
Investment in immovable property, more specifically 
a house, is generally the greatest single investment 
most people make. Before a potential investor or 
buyer decides to invest in a house, he should first 
compare the specific features of the property with 
his requirements or investment objectives. Investors 
have different investment objectives, such as:
•	 Investment for own use (the investor wishes to 

occupy the house)
•	 Investment in order to obtain a regular income 

(intends letting the house)
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•	 Investment for capital growth (intends selling the 
house at a profit in the future)

•	 Investment to build an estate (the house will form 
part of his estate as a bequest to his heirs).

First, we shall discuss investing in a house for your 
own use. Immovable property is, almost without 
exception, not a very liquid investment; in other 
words, it cannot readily be converted into cash. 
However, a house owner does not have to sell the 
house if he requires cash, as it is possible to negotiate 
a loan with the house as security.

Two main risks are involved in buying a house: 
operating risk and financial risk. Operating risk 
means that the factors affecting the value of the 
house are of such a nature that the value of the house 
may be lower than the investor paid for it. Factors 
that affect the value of a house are the site, the 
location, institutional factors, the property market 
and economic, social and political factors (Maritz 
1983: 295). Financial risk refers to the need to borrow 
money (obtain a mortgage bond) and the numerous 
obligations and costs involved in buying property. 
The larger the loan in relation to the market value of 
the property, the greater is the financial risk.

Africanisation

Michael Ngebulana (founder/executive chairman of 
Billion Group Limited and CEO of Rebosis Property 
Fund) built his personal wealth brick by brick. He 
built these companies from a very humble start.

Billion: he started with residential property and 
added commercial and retail property (shopping 
centers) as well.

Rebosis: a section of the property Billion owed was 
listed on the JSE in order to obtain financing for 
further property investments. A property company 
was bought and retail investments were made in 
the United Kingdom as well.

His advice to property investors: property and 
business education is very important; invest 
rather than spend; start small and grow your 
investments/business; invest for capital growth 
(Terrazas 2015:10-13).

12.2 MoTivATion for BuyinG A 
 houSE

Before we discuss the valuation and cost implications 
of buying a home, we shall take a brief look at the 
reasons for taking this step. People are motivated 
by various needs to buy a house or other type 
of dwelling, of which the following are the most 
important.

12.2.1 Self- and family-orientated needs
Underlying self- and family-orientated needs are 
psychological and economic motivations. The 
following are some psychological motivations for 
buying a house:
•	 A dwelling place (a place to live)
•	 The safety of the family (a safe place to live)
•	 Independence and freedom (your own home 

with a garden and space for a growing family)
•	 Creativity (the design and use of a house)
•	 Adventure (finding the right house)
•	 The expansion of knowledge (learning about 

contracts and financing)
•	 Peace of mind (no rent increase)
•	 Emotional factors (love in a home and living in 

a particular residential area) (Seldin 1980: 912).

12.2.2 Economic motivations
•	 Buyer’s credit position improves (better loan 

terms, improved credit terms)
•	 Amortisation (repayment of loan)
•	 Appreciation (value of property increases)
•	 Peace of mind (financial security) (Seldin 1980:  

912).

12.2.3 Group-orientated needs
Group-orientated needs associated with buying a 
house usually revolve around a person’s position 
in the community and his participation in politics. 
Having a ‘position in the community’ implies that 
a person:
•	 Is a respectable resident (an element of stability 

in the residential area)
•	 Shares in the interests of the community (the 

upholding of the community)
•	 Has a positive attitude about the area (an interest 

in the improvement of the residential area) 
(Seldin 1980: 913).
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Political participation by a homeowner may lead to:
•	 Participation in the interests of the country 

(interested in a stable government)
•	 Public support (contributes to national pros-

perity by investing in a house) (Seldin 1980:913).

Seldin (1980: 913) states that most first-home buyers 
are families consisting of a husband, a wife and 
preschool children. Home ownership usually begins 
at the age of 25 years and increases after the age of 
45. Under normal circumstances, a family’s assets or 
net value never reach a maximum until one reaches 
35 years of age.

Thousands of houses are bought and sold every 
month. Estate agents therefore have an important role 
to play in providing home buyers with financial advice.

Estate agents should structure their financial 
advice around their client’s motivation for buying or 
selling. Seldin (1980:481) points out that the seller 
should be motivated to sell a specific property and 
that they should be able to define this motivation. 
Estate agents, on the other hand, should be able 
to identify this motivation. If a seller is unable to 
define the motivation, he will most likely be wasting 
his own time, as well as that of the estate agent, 
the potential buyer, and the person or organisation 
providing the finance (bondholder).

Examples of motivations are illustrated below.

12.2.4 other motivations
People are motivated to sell their house and purchase 
another house for various reasons, such as:
•	 They are transferred to another town
•	 They need a larger house
•	 They have bought a new house before the old one 

has been sold
•	 Divorce
•	 The prospects of a more profitable investment
•	 The death of a spouse
•	 Insolvency (Seldin 1980:481).

Transfer to another town
Many large companies give their employees financial 
aid when they are transferred. An estate agent will 
want to establish whether this is the case, whether 
the company will pay the commission, transfer costs 
and valuation costs, whether the company intends 
buying the existing house and, if so, at what price. 
Furthermore, if the seller is forced to sell during an 

economic slump, the estate agent will want to know 
whether the company will compensate them for this.

The most important financial advice centres on 
the timing of the purchase of the new house and the 
selling of the existing house. This time difference 
could result in financial loss, since the person may 
have to pay two mortgage bonds until the existing 
house has been sold and registered.

A person may also be obliged to rent a house 
in the new city or town and repay the bond on the 
existing house until it is sold. Other scenarios are 
that occupational interest may have to be paid, or 
the person may have to secure a bridging loan at a 
time when his creditworthiness is exhausted. A levy 
or commission is payable on a bridging loan.

Further costs may arise from the need to move 
from a rented house to a new house; in other words, 
the person would have to pay removal costs twice. If 
a telephone is required, it would mean paying double 
installation fees. Estate agents should point out all 
these cost implications to buyers and sellers, who 
should take them into account before they move.

A larger house
The need for a larger house has several financial 
implications. It may lead to a larger or smaller 
mortgage instalment, higher rates and taxes, 
maintenance costs and, particularly, transfer fees. 
However, the sale of the previous house may 
contribute towards the payment of these additional 
costs, depending on the capital redeemed. 

Buying before selling
If a person has already bought another house, but 
still has to sell the previous house, he may have to 
secure another loan in order to meet the second 
(or new) obligation. He will have to pay interest on 
this second bridging loan until the previous house 
has been sold and one obligation has been met. 
The longer it takes to sell the house, the more his 
financial liability will increase. This often results in 
the person reducing the price of the first house and 
consequently suffering a considerable financial loss. 
Estate agents should (if possible) advise their clients 
about buying a second house before the first one is 
sold, and they should ensure that the selling price of 
the previous house remains realistic and in keeping 
with current market trends. Other estate agents may 
spread the word that the seller is in financial trouble 
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and buyers may consequently make lower offers 
for the house, hoping that the seller will be forced 
eventually to agree to a lower price.

divorce
A divorce may adversely affect a couple’s financial 
position, unless they agree to a period within which 
their house should be sold, as well as the price. 
An estate agent’s advice could be valuable in such 
a case. The husband may wish to sell the house as 
quickly as possible and may be willing to drop the 
price. The wife, on the other hand, may need some 
time to acquire a new house and be willing to wait 
for a better offer, or the wife may wish to live with 
her parents and be prepared to sell the house for 
less than her husband is asking. The estate agent 
should try to ensure that the husband and wife come 
to a reasonable agreement before a potential buyer 
makes an offer, thereby preventing a financial loss 
for one or both of them.

The estate agent must point out to them that they 
will invariably suffer a financial loss, as one or both 
will have to purchase or rent a new house. To mini-
mise this loss, they should agree on a realistic price 
for the house, as well as the period within which 
they want to sell. This will enable them to improve 
their financial planning, since neither of them will 
have to rent a house temporarily while the house is 
on the market. A sole mandate may be effective in 
this case, in order to ensure that the house is sold at a 
market-related price within the proposed time. If the 
house is in need of repairs, the estate agent should 
advise them to sell at a lower price rather than incur 
additional expenses.

investment purposes
People often decide to buy a house in another 
residential area as a result of their personal evaluation 
of current and future developments in that area. 
They believe that buying a house in a particular area 
would be a good investment. Estate agents should be 
up to date with developments in residential areas, 
which may reduce or increase the value of houses. 
Property values may drop as a result of the erection 
of factories, industries, mines, freeways, prisons, a 
school for problem children, or business concerns 
in, or close to, the residential area. A newspaper 
report on development in a particular area could, for 
example, result in property prices rising or falling.

Estate agents should be able to advise clients who 
wish to move to another residential area for invest-
ment purposes. If they are unable to do so, a property 
consultant may be approached. A hasty decision, 
without proper advice, could well lead to a lower 
selling price and a higher buying price than is neces-
sary, and unnecessary expenses may be incurred, 
thereby cancelling any investment benefits.

Estate agents should point out to clients that it is not 
advisable to buy a fairly inexpensive house in a partic-
ular area, unless it can be resold at a relatively good 
price. If the demand for houses in a particular resi-
dential area is low, buyers should be cautioned against 
buying there for investment purposes. In such areas, 
the market value of houses increases more slowly than 
in areas in which there is a greater demand. The general 
costs involved in buying a house are still payable in a 
fairly poor residential area, and the buyer will find 
it more difficult to recover these expenses from the 
sale of the house in the long term.

Falkena (1988:22) believes that the leverage effect 
of mortgage financing is the most important reason 
for investing in a house. Assume that you buy a 
house for R1 000 000 with a deposit of R100 000 and 
a 90% mortgage loan. You could recover this deposit 
within a year if property prices increase by 15% 
during that period.

death of a spouse
Seldin (1980:14) discusses the case of someone of 
mature age acquiring a house after the death of his 
or her spouse. Usually, such a person would find a 
smaller place to live, leaving the original house to 
fall into disrepair. Under these circumstances, an 
estate agent should advise the client to improve the 
house in order to sell it at a market-related price. 
Improvements to a house that has been on the 
market for some time may stimulate estate agents to 
renew their efforts to sell it.

insolvency
Insolvency may motivate a person to buy or sell a 
house. The meaning of the word ‘insolvent’ in terms 
of the law is:
•	 Someone whose estate is under sequestration in 

terms of the Insolvency Act 24 of 1936
•	 Any insolvent deceased estate, which is dealt with 

in terms of Section 34(5) of the Administration of 
Estates Act 66 of 1965

Personal Finance Management 5e.indb   374 12/12/2016   2:50:19 PM



375Chapter 12 Buying a residence

•	 A legal person under liquidation who cannot pay 
his debts

•	 A person whose estate is dealt with in terms of 
Section 28(5) of the Agricultural Credit Act 28 
of 1966 (now repeated) or Section 28(5) of the 
Alienation of Land Act 68 of 1981.

Once a person has been declared insolvent, he may 
not enter into property transactions involving the 
insolvent estate. An unrehabilitated insolvent may 
purchase movable (as well as immovable) prop-
erty with income earned in the form of a salary or 
through providing professional or other services 
(Delport 1982: 6). Any newly acquired property will 
be placed in his second estate. An attorney should 
be consulted before entering into any business with 
an insolvent. Normally, a certificate is obtained from 
the trustee of an insolvent estate, stating that the 
purchase price of any new property is to be financed 
by funds to which the trustee and/or the insolvent 
estate has no claim, and that the trustee therefore has 
no objection to the new acquisition.

It is particularly important that young buyers 
should buy a house they can afford. It is better to buy 
a smaller house and make additions at a later stage 
when your financial position improves. Look for a 
smaller site, better utilisation of space and cheaper 
construction methods.

Botha (1987:4) stresses the importance of 
advising potential young buyers, particularly as the 
future depends on them. They need to be advised to 
match their housing needs with their income. It was 
for exactly this reason that projects for basic or first 
homes were initiated at Albertville and Elandspoort. 
Estate agents should encourage young buyers to 
investigate similar projects before they take the 
plunge.

It is essential that potential home buyers should 
be fully aware of the factors that determine the value 
of a house. These factors are discussed below.

12.3 vAluATion of A houSE

12.3.1 factors that determine the value  
 of a house
The most important factors that determine the value 
of a house, apart from the property market and 
general economic conditions, are:

•	 Physical features (site and improvements)
•	 Location 
•	 Institutional factors (Maritz 1983: 301).

Physical features
When potential buyers view a house, they are given 
information on the site or plot and the house itself. 
The size and slope of the site should be viewed, and 
potential buyers should find out about the available 
municipal services (water, electricity, garbage 
removal). Note should be taken of important 
features of the house, such as size (square metres), 
finish, quality of construction and age.

location
As far as the location of the house is concerned, 
particular attention should be paid to the convenience 
and exposure network. The convenience network is 
related to aspects such as, the proximity of shopping 
centres, schools, churches, freeways and recreation 
grounds. The exposure network refers to sensory 
factors, which affect living in a house, such as a 
noisy factory across the road (sound), a chemical 
manufacturing concern close to the house (smell) or 
a refuse dump visible from the house (sight).

institutional factors
Institutional factors refer to private and public legal 
circumscriptions; in other words, what rights you 
have as the owner of the property or house.

Information on private legal circumscriptions 
may be obtained from the Deeds Office, and include 
factors such as: in whose name(s) the property has 
been registered, neighbour law (lateral support, 
infringement on the natural flow of water), rules of 
law apart from neighbour law, and limited real rights 
(real servitude, private servitude, public servitude, 
mineral rights, quitrent-tenure, tenancy, leasehold, 
real security rights) (Maritz 1983: 41).

Public legal circumscription refers to the control 
exercised by government in the interests of the 
public. Such information may be obtained from the 
local municipality and includes taxes, control meas-
ures and expropriation. Rates and taxes, as well as 
control factors, such as zoning and building by-laws 
(usage, density, floor area ratio, height, coverage 
and the regulation of space around buildings) are of 
particular importance to a potential buyer (Maritz 
1983: 83).
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Swart (1988:52, 53) mentions the following addi-
tional factors that increase the value of a house. Most 
buyers are more interested in the number rather 
than the size of the rooms. In order of preference, 
this includes a family room, kitchen, main bedroom, 
bathroom and finally a study. Something as simple 
as a veranda may be important to a buyer. The size 
of a covered veranda is regarded as part of the house, 
even if it is not enclosed at the sides.

Home improvements in a more expensive neigh-
bourhood produce a better return than in a cheaper 
neighbourhood. For this reason, it is better to buy 
a small house in a better suburb than to under- 
take extensive repairs to a larger house in a poorer 
suburb. Moving to a better suburb holds distinct 
advantages.

Employees who receive a good housing package 
can improve their financial position by moving more 
often, although not so frequently that the SARS  
Commissioner regards the profits made as a source 
of income. Banks and building society staff usually 
move to a better house on average every four years 
because of subsidised interest rates of four or five per 
cent. As a result, the fourth house may even be paid 
for in cash after 16 years.

Overcapitalisation usually occurs when home-
owners like their residential area and decide to build 
onto the house in view of retiring there. However, 
if they happen to be transferred shortly afterwards, 
they may find that the profit they made on selling 
the house does not cover the cost of the extensions. 
The owner of a house in a poorer residential area, 
who has already repaid R30 000, for example, could 
increase his personal wealth by selling the house and 
buying one in a better residential area, provided he 
can afford the additional instalment (on R30 000).

The value of the house would rise and he would 
be less likely to over-capitalise.

A homeowner may live in a good residential area, 
but spend about R2000 per month on petrol to get 
to work. In such a case, it may be better to look for 
a house in a similar area, closer to work. The R2000 
could then be used to pay off a higher mortgage 
loan. However, if they receive a petrol allowance, 
another set of rules would apply.

The marketability (and therefore the investment 
value) of a house could be increased by building 
a small bar, hanging mirrors in strategic places, 
building a braai or planting a beautiful garden. 

Potential buyers or investors should consider all 
these factors to improve the value of their house.

12.3.2 Assessing the price of a house
There are three main methods of assessing the value 
(price) of a property:
•	 The method of comparable selling prices
•	 The income method
•	 The cost method.

As most people are primarily interested in the value 
or price of a house (as far as immovable property is 
concerned), we shall discuss only the first method. It 
is assumed that the buyer or investor would occupy 
the property themselves.

The method of comparable selling prices
This method determines the value or price of a house 
according to the property market (consisting of 
buyers, sellers and estate agents). This market value 
reflects the price, which buyers and sellers would be 
prepared to pay for a house at any given time. The 
method of comparable selling prices is also referred 
to as the market approach.

The principle of substitution is applicable here. 
This means that a buyer or an investor would not 
be prepared to pay more for a property than the 
amount/price for which he could buy a similar prop-
erty. For this reason, it is essential to compare various 
properties (houses). In comparing the selling prices 
of two houses, particular attention should be paid to 
the following:
•	 The factors determining the value (as explained 

before)
•	 The bona fide status of the sales transaction (for 

example, a transaction between family members, 
a liquidation sale, a sale from an estate — in other 
words, whether an equal bargaining position 
existed between buyer and seller)

•	 The date of the sale (the market conditions 
should have been more or less similar before a 
comparison would be significant)

•	 The nature of the sales transaction (a cash sale or 
a bond being taken)

•	 What was purchased (what other items besides 
the house were included in the sales transaction).

Once the potential buyer has identified two houses 
of which the selling prices (on the basis of the 
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abovementioned criteria) can be compared with the 
house in which he is interested, he will see what its 
market value is. Next, the market value (according 
to the method of comparable selling prices) is 
compared with the investment value of the house.

Market value represents the maximum price that 
should be paid. If the market value is higher than the 
investment value (the specific value for the investor), 
the house must be bought at investment value or not 
at all. If the market value is considerably lower than 
the investment value, a buyer should not pay more 
than the market value.

The method of comparable selling prices is based 
on real sales and prices paid under comparable 
conditions. However, it is not that simple to compare 
houses. Maritz (1983:261) points out that recent 
sales can only give an indication of historic market 
value and not of current market value.

The income method
Consult Chapter 13 for more information.

The cost method
Consult Chapter 13 for more information.

To understand the origin of certain costs, it is 
necessary to take a brief look at the registration 
procedure of deeds of transfer and mortgage bonds. 
Estate agents should inform the parties concerned 
about the period of time involved in this process 
and the costs that may arise during this period (for 
example occupational interest until the house has 
been sold).

12.4 coST iMPlicATionS of ThE 
 rEGiSTrATion ProcEdurE of 
 dEEdS of TrAnSfEr And 
 MorTGAGE BondS
The registration of deeds is the legal process, which 
puts into effect the objectives of preceding legal 
actions regarding registrable immovable property 
(mainly the disposal of property) (Laurens 1984: 1). 
The South African system of registration of deeds 
is concerned only with the registration of real 
rights regarding immovable property (Laurens 
1984: 231). Section 16 of the Deeds Registries Act 
47 of 1937 provides that ownership of property may 

be transferred from one person to another only by 
means of a deed of transfer signed and attested by 
the Registrar.

Some concepts are explained below.

12.4.1 conceptual framework
A deed of transfer is a document that states the facts 
of a transaction in which property is sold and that the 
transferee is entitled to the property (Technikon RSA 
1985: 6). The person who transfers the property (the 
seller) is called the transferor, while the transferee is 
the person to whom the property is transferred (the 
buyer). The transfer of other real rights in property 
may take place only by means of a deed of transfer 
attested by a notary and registered by the Registrar. 
The basis of the registration of deeds in the Republic 
of South Africa is the Republic’s survey system. The 
primary aim of the registration system is to inform 
the public on property rights, as well as limited real 
rights over property (Laurens 1984: 24, 25).

The role of the conveyancer during the registra-
tion process of deeds of transfer will be explained 
next.

12.4.2 The role of the conveyancer
Once a contract for the sale of property (agreement 
of sale) has been concluded, the conveyancer is 
instructed to put the agreement into effect in 
terms of Section 16 of the Deeds Registries Act 
47 of 1937. Such instruction is normally given 
to the conveyancer nominated by the parties to 
the agreement. If no nomination has been made, 
the seller nominates a conveyancer. In KwaZulu-
Natal, the buyer nominates a conveyancer. The 
cancellation of an existing mortgage bond on a 
house and the registration of a new mortgage bond 
by a buyer are handled by a conveyancer of the 
financial institution(s) concerned. If the old and new 
mortgage bonds have been granted by two financial 
institutions, the conveyancer will take the following 
steps after receipt of the instruction:
•	 Request the financial institution to provide 

the title deed and details of guarantees that are 
required in order to cancel the seller’s mortgage 
bond

•	 Make an enquiry at the Deeds Office to ensure 
that no interdict has been registered against the 
property
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•	 Check the names and dates of birth of the parties 
to the contract, as well as the description of the 
property

•	 Apply to the local authority for a tax assessment 
and, if applicable, a water clearance certificate

•	 Inform the financial institution granting the 
mortgage bond to the buyer that he will handle 
the transfer (Delport 1982: 9).

Delport (1982:100) explains that the financial insti-
tution’s conveyancer will respond to the inquiries 
after completion of the tasks mentioned above. The 
requested information will then either be provided 
or certain information requested (for example, 
regarding the new mortgage bond).

The estate agent must advise the parties during 
the registration of mortgage bonds. The role of the 
estate agent as honest broker will be explained next.

12.4.3 The role of the estate agent
Estate agents must inform both the buyer and the 
seller of the financial implications of guarantees by 
the other party (buyer or seller), parties with whom 
these parties have already concluded contracts 
or are about to conclude contracts, and financial 
institutions that have granted, or are about to 
grant, mortgage bonds. All those involved in the 
transaction will want to be assured of their rights and 
obligations after the conclusion of the transaction. 
The assurance is provided by obtaining and/or 
providing certain guarantees—in other words, a 
guarantee that the money and/or property will be 
available on the registration date of the transaction. 
Usually, the guarantees, which the various parties 
must produce, appear in the agreement sale.

Among others, a financial institution will guar-
antee that, in the case of a cash sale, the purchase 
sum will be available in cash on the registration date. 
Otherwise, the institution will guarantee that either 
the cash deposit or mortgage bond amount (for 
example, 90% of the value of the property) or both 
(in the case of a covering bond from a bank) will be 
available on the registration date. Estate agents must 
ensure that their principals receive such guarantees 
by means of the inclusion of suspensive conditions 
in the agreement of sale in order to indemnify them 
against financial loss.

Sellers should be advised not to purchase a 
second house before they have received a guarantee 

from a financial institution regarding the sale of the 
first house, to avoid finding themselves financially 
liable for two houses. Buyers should also obtain a 
guarantee from the financial institution regarding 
the sale of the house they intend buying, before 
selling their own house. Otherwise, buyers may end 
up either with a second house (if they cannot sell the 
first house) or without a house (if they actually sell 
the first house and cannot purchase the other house, 
as the seller has not obtained guarantees to finalise 
the transaction). Clearly, financial advice regarding 
similar transactions can be of great value to both 
parties.

Delport (1982:90) points out the importance of 
the time these guarantees are issued. Guarantees 
are not issued when a financial institution grants 
a mortgage loan or when the financial institution’s 
conveyancer is instructed to undertake the registra-
tion of the mortgage bond. The guarantee is issued 
after the conveyancer has sent a copy of the new 
deed of transfer in the name of the buyer (draft 
deed) to the financial institution’s conveyancer and 
provided them with certain information.

A guarantee is also issued after the convey-
ancer has provided the financial institution with an 
authorisation (signed at the mortgage bond attor-
ney’s office) for the issuing of the guarantee, and 
after signing the power of attorney to pass the mort-
gage bond.

One or more conveyancers may be involved in a 
sales transaction:
•	 The transfer attorney (conveyancer appointed by 

the seller or buyer)
•	 The mortgage bond attorney(s) of one or more 

financial institutions (where the parties register 
or cancel mortgage bonds at different financial 
institutions).

Once all the transfer documents have been signed, 
the guarantees issued, the tax and water clearance 
certificates obtained, and the transfer duty indem-
nity certificate or transfer duty receipt obtained, 
these documents can be lodged at the Deeds Office 
for registration. Estate agents must point out to 
buyers and sellers that it may take two or three 
months before these documents are finalised, and 
that they should take this into account when plan-
ning their own transactions.
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Occupational interest is an important factor to 
take into account as well, since the longer the regis-
tration process takes, the longer occupational rent 
will have to be paid. The registration of transfer is 
very important, as property rights to immovable 
property are transferred to the buyer on the date of 
registration in the Deeds Office.

An estate agent can assist in preventing delays 
in the registration of property (which will be to 
the advantage of both the mortgagor and the 
conveyancer) by providing clear and well-prepared 
documents with regard to the sales transaction. This 
will also eliminate unnecessary telephone calls and 
correspondence. Estate agents should provide the 
conveyancer with the following:
•	 A signed copy of the sales transaction
•	 Information on where the deed of transfer for the 

property is kept
•	 The name of the mortgagee
•	 The telephone numbers of the parties and where 

they can be contacted
•	 Confirmation of compliance with all suspensive 

and resolutive conditions in the agreement of sale
•	 Any other information relevant to the agreement 

of sale (Reid 1987: 216).

We will now look at the identification and quantifi-
cation of the various costs related to buying a house. 
We shall not discuss buying a house from an estate 
(deceased or insolvent), at an auction, for invest-
ment purposes, for tax purposes or with the view to 
improvements. We are concerned only with buying 
a house in which to live and the role it plays in 
personal financial management.

12.5 coST-iTEMS rElATEd To 
 BuyinG A houSE
Swart (1988:160) points out how important it is that 
buyers should know exactly what they are letting 
themselves in for. In the discussion that follows, the 
cost factors related to buying a house are explained. 
Potential buyers should be aware of the role that 
estate agents play in such a transaction and of the 
importance in the long-term of a decision to buy a 
house.

A great many houses are bought and sold in 
South Africa every day. The majority of these houses 
are bought and sold through estate agents.

As a result of an upswing in the property market, 
many ambitious individuals, untrained salesper-
sons and opportunistic entrepreneurs entered the 
market as estate agents. Unfortunately, many of these 
people were unable to give sound professional finan-
cial advice to buyers and sellers. Buyers and sellers 
conclude transactions involving several hundreds of 
thousands of rands, and untrained estate agents form 
part of the negotiating team in these deals. Estate 
agents simply leave the industry if they do not earn 
sufficient commission, but the new homeowners 
are contractually bound to the financial contract for 
20 to 30 years, and therefore have much more to lose.

Buyers and sellers of houses need sound finan-
cial information before they can proceed to purchase 
and/or sell property. It is an open question whether 
parties to transactions always have adequate and 
relevant information at their disposal before 
entering into agreements. Prospective buyers often 
respond to misleading advertisements by developers 
and agents, who tend to emphasise the low monthly 
instalments as a prerequisite for home ownership. 
They neglect to mention the numerous hidden costs 
involved.

Estate agents are not always prepared to reveal 
these hidden costs to their clients, as such advice 
could cost them their commission. Furthermore, not 
all agents know how to quantify the capital needs of 
buyers, so that only a few cost factors are mentioned.

The purpose of this discussion is to identify and 
quantify the various costs relating to buying a house 
in order to design a form which potential buyers 
(and estate agents) can use. This form indicates the 
most important costs, and the information appli-
cable to the buyer in question is filled in on the form. 
In this way, the buyer can be fully informed about 
the total package of costs involved. However, this 
form will only be useful if used correctly.

Remember the parties involved in the registra-
tion and transfer of the property (Jay 2015: 130):
•	 The buyer (natural or legal person)
•	 The seller (natural or legal person)
•	 The estate agent (when applicable)
•	 The bank
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•	 The transferring attorney (appointed by the seller 
to transfer the property to the buyer’s name)

•	 The bond attorney (appointed by the bank 
granting the new loan)

•	 The bond cancellation attorney (appointed by the 
bank cancelling the bond of the seller).

Remember that the buyer(s) and seller(s) involved 
in the buying and selling of property may be the 
following, each with different cost items and tax 
implications:
•	 A natural person
•	 A partner in a partnership
•	 A close corporation or a company
•	 A trust.

12.5.1 General costs relating to buying 
 a house
The way in which a house is acquired determines the 
costs involved. However, certain costs are standard, 
whatever the method of purchase. An estate agent 
should point out to buyers how these costs will affect 
their capital needs at the time of purchase.

Transfer duty
Central government levies a tax, called transfer 
duty, on the sale of immovable property. When 
the buyer is a natural person, transfer duties are 
(2016) 0% up to R750 000; 3% on R750 001 to 
R1 250 000; R15 000 + 6% on R1 250 001 to 
R1  750 000; R45 000 + 8% on R1 750 001 to 
R2 250 000; R85 000 + 11%; on the value above 
R2 250 000. A legal person pays 10% of the purchase 
price. No transfer duty is payable if the transaction 
is subject to VAT.

conveyancing costs
Conveyancing costs are levied for the transfer of 
immovable property from one natural or legal person 
or persons to another. The amounts payable are 
prescribed by legislation and levied by the transfer 
attorney of the property. Conveyancing costs are 
calculated according to a table that is revised from 
time to time by the Law Society, and published in the 
Government Gazette.

Jay (2015:116)

PurchASE PricE convEyAncinG fEE

R 650 000 R 11 070.00 - VAT excluded

R 2 000 000 R 25 350.00 - VAT excluded

 ExAMPlE 1

occupational interest
The buyer pays occupational interest if he occupies 
the house before the transfer has been registered 
in his name. Similarly, a seller pays occupational 
interest if the seller remains in the house for a period 
after the transfer of the house. Occupational interest 
is normally calculated at the current bond interest 
rate on the full purchase price of the house (the 
seller’s mortgage payment on the loan or 1% of the 
purchase price) and is payable monthly in advance. 
The owner (seller) has to pay all municipal rates on 
the date of transfer, irrespective of who is occupying 
the property at that stage.

loss of interest on capital
Estate agents should notify buyers of a possible loss 
of interest on capital. Cash buyers’ money is usually 
invested with a financial institution where it earns 
interest. If they wish to pay the full purchase price 
to the seller, it is suggested that the buyer does not 
supply the cash before the date of registration, so 
that they earn interest on capital up to that date.

Estate agent’s commission
The seller is normally responsible for paying the 
estate agent’s commission, unless the buyer acts as 
principal for the estate agent. The relevant estate 
agency determines the percentage of commission. 
At the rate of 6%, the agent’s commission on 
R 1 000  000 will amount to R60 000. The estate 
agency receives the commission due after the seller 
has received the purchase price.

deeds office registration of the transfer of 
the property
You will pay an amount to the Deeds Office, based 
on the amount of loan. The amount is payable for: 
the title deed; the legal transfer; and the registration 
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of the property into your name. The amount is 
payable before the transfer of the property.

Jay (2015:116)

AMounT of hoME 
loAn

AMounT 
PAyABlE

R 150 000 and below R 70.00

R 600 001 – R 800 000 R 700.00

R 1 000 001 – R 2 000 000 R 900.00

R 4 000 001 – R 6 000 000 R 1500.00

   ExAMPlE 2

rates and taxes
A registered homeowner is responsible for paying 
rates and taxes (municipal rates). Municipalities 
differ in this regard, as a person who has sold his 
house and given transfer on the 15th of the month is 
often responsible for the payment of rates up to and 
including the 1st of the next month. The buyer will 
subsequently be liable for such payment from the 1st 
of the month, even if the buyer had already taken 
transfer on the 15th of the previous month. Rates 
and taxes have to be paid in advance. Jay (2015:117) 
proposes a provision of approximately R8 000.00 per 
property. The amount is payable before transfer to 
the local authority/municipality.

Arrear rates and taxes
Homeowners may also be liable for the payment of 
arrear rates and taxes on behalf of previous owners, 
who did not pay because of a number of reasons. 
This “arrear debt-period” may be a period of up to 
30 years ago. After payment by the current owner, 
the previous offender(s) may be prosecuted to regain 
the owner’s money. For more information consult 
the case: 

In City of Tshwane Metropolitan Munici-
pality v Mathabathe and Another 2013 (4) 
SA 319 (A) ,  the city owed the amount of 
R162 722.26. ‘The judge ruled in favor of Mathabathe 
and said the council could not claim any historic 
debt upon transfer of ownership. The judge contra-
dicted himself, according to Jay (2015:127), when he 

commented that this does not mean that the council 
lost its right to recover the debt after transferal of 
ownership’ in terms of Section 118 of the Local 
Government Municipal Systems Act 32 of 2000. 

Was this the result of maladministration, 
mismanagement, no administration, the absence of 
any debt collection, did they run out of paper/ink to 
print accounts, or was there no management at the 
council? Unfortunately, all new homeowners may 
encounter similar arrear-debt situations.

Jay (2015:127–128) provides and discusses the 
solution to the Judge’s ‘mistake’.

The previous Section 118 of the Local 
Government Municipal Systems Act has been substi-
tuted by the following Section: ‘Restraint on transfer 
of property’. Section 118(4) and (5) may assist with 
debt problems related to the previous owner.

clearance certificates
Rates clearance certificate
An amount is payable to get a certificate indicating 
that the rates and taxes have been paid to the 
local municipality. No transfer is possible until 
this has been paid by the buyer, the seller or both 
proportionally. The seller may be expected to pay the 
rates and taxes for three to four months in advance. 
This amount is refundable after the registration and 
the responsibility to obtain the money from the 
municipality rests with the seller. The latter may take 
months.

Levy clearance certificate
Levies are applicable to sectional title schemes. A 
levy clearance certificate has to be obtained by the 
transferring attorney to certify that all levies are paid 
up to the end of the transferring period. The seller 
and buyer have to determine after transfer who owes 
whom an amount for levy.

Electrical certificate of compliance
Every homeowner should be in possession of a valid 
electrical certificate of compliance, according to 
the Occupational Health and Safety Act 85 of 1993. 
This  provision came into effect in 2009. Whenever 
a property is sold the seller/owner has to present 
the certificate, which must not be older than two 
years. The seller has to repair all electrical faults. 
Every time that electrical work is being done, a new 
certificate has to be obtained from the electrician.
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Electric fence system compliance certificate
Whenever a property with an electrical fence is 
sold, a certificate of compliance has to be presented 
by the owner. The seller has to repair all electrical 
faults. Every time that electrical work/extensions/
adjustments is being done to the electric fence system, a 
new certificate has to be obtained from the electrician. 
A certificate is valid for a period of two years. 

Plumbing certificate of compliance
This is applicable to property owners in Cape Town. 
According to Jay (2015:133) a seller must provide 
the city council with a certificate from an electrical 
plumber, certifying that:
•	 The water installation conforms to Regulations 

and this bylaw
•	 There are no defects causing water to be lost 

because of leaks
•	 The water meter registers usage
•	 There is no discharge of stormwater into the 

sewer system.

Gas certificate of compliance
Since 2009 all homeowners installing a gas appliance 
have to be in possession of a valid certificate of 
compliance. The certificate is valid for five years 
and has to be obtained from an authorised person 
registered with the Liquified Petroleum Gas Safety 
Association of Southern Africa (LPGAS), according 
to Jay (2015:133).

Contact LPGAS at 011 886 9702/www.lpgas.co.za 
or contact SAQCC at: 011 285 0038/http://saqccgas.
co.za 

Beetle infestation clearance certificate
According to Jay (2015:133), banks and insurance 
companies may request a certificate for a property in 
a beetle-infested area. It is more applicable to coastal 
areas and will be a condition in the sale agreement.

Sundries, postage and petty expenses
The registering bond attorney charges about R1 000 
for small expenses related to the transfer of the 
property. This is payable to the transferring attorney 
before the transfer of the property.

Independent inspection costs
All the patent and latent defects in a property 
provide the need for an independent inspection 

by a knowledgeable person. This will save the 
potential buyer thousands (and possibly hundreds of 
thousands) over the term of the bond and the term 
of the homeowner’s insurance. See the case study in 
Chapter 13.

Valuation costs
A potential buyer may voluntarily have a house 
valued in order to determine its market price. These 
costs are compulsory, however, if a person makes 
use of bond financing (inspection fee). A motivated 
valuation report costs an extra Rx per hour. If 
a valuator is requested to perform valuations in 
another town, he receives a further Rx per kilometre 
for travelling expenses. As travelling expenses rise 
from time to time as a result of increases in vehicle 
and petrol prices, the valuation costs will rise 
accordingly.

Moving expenses
Moving expenses normally arise when a house is 
purchased. A well-known South African transport 
company’s tariffs for moving the contents of a three-
bedroom house are discussed below.

Tariffs differ on the basis of distance as well as the 
time of month. Transport costs of goods to be moved 
within a distance of a 100 km between the 7th and 
21st of the month will amount to R9 000. For the 
rest of the month, costs over the same distance will 
amount to R18 000.

Packaging costs are Rx per carton and Ry for a 
medium carton. These costs usually include the 
unpacking of cartons as well.

Insurance costs will amount to approximately 
1.75% (all risks; transit, 1%) of the replacement 
value of the goods for distances up to 150 km. For 
distances of more than 150 km costs are 2.85% (all 
risks) and 1% (transit) of the replacement value of 
the goods. Contact a removal company for one or 
more quotations.

Telephone/Internet installation costs (connection 
and deposit)
Telephone installation costs include rental 
(depending on the type of telephone). An additional 
telephone extension will cost extra per extension if 
only one telephone is used for all lines. If a second 
telephone is required for an extension, an additional 
rental is charged. When a second telephone has a 
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different number, each connection will cost extra. 
Contact a Telkom office.

Water and electricity deposit
Most city councils require a deposit of about twice 
the buyer’s previous (if applicable) electricity 
and water account. Consult/contact the local 
municipality to determine the amount payable. This 
is a once-off amount.

Miscellaneous expenses
Buyers often have numerous expenses such as the 
replacement costs of curtains that do not fit, carpets 
that do not match their furniture, or they need more 
furniture than they had anticipated. An estate agent 
can point out possible miscellaneous expenses to 
buyers, but will not be able to determine the specific 
expenses.

Additional improvements (optional)
The buyer should know whether or not the house is 
purchased with or without immediate improvements, 
for example, the replacement of carpets, locks/
keys and painting. If immediate improvements or 
repairs are necessary, the buyer must take the costs 
of these into account when quantifying his capital 
requirements.

12.5.2 costs relating to a bond
Those who are in a financial position to pay cash 
for a house need to pay only the general costs in 
addition to the purchase price. When the house is 
financed by a mortgage bond, there will be costs 
which are not applicable during a cash transaction. 
It should be borne in mind, however, that several 
costs are involved in both methods of purchase. The 
costs associated with a mortgage bond method of 
purchase will be dealt with briefly.

deposit
Once an offer to purchase has been accepted and 
signed by both parties, it becomes an agreement of 
sale. In 2016, the deposit is 20%–30% of the purchase 
price, but it may be less, depending on the lending 
criteria of the bank. The estate agency usually keeps 
the deposit in a trust account. The deposit is released 
from the trust or savings account once all suspensive 
conditions have been met. At this stage, the agent’s 

commission is deducted from the deposit and the 
balance is held in trust by the seller’s conveyancer 
until the transfer has been finalised. Only then does 
the seller receive the purchase sum.

Bank (home loan) initiation fee
The bank charges this fee for setting up the loan 
(the processing of the application). A natural person 
will pay a maximum of R 5 700 and a juristic person 
a maximum of R 10 900 in 2016 according to Jay 
(2015:116). The amount is payable to the bank on 
the registration of the bond. The amount will be 
added to your home loan amount.

Bank administration fee
The bank charges you a monthly loan administration 
fee. An amount of R40 – R60 is payable, depending 
on the inclusion of homeowners insurance. A juristic 
person may pay R200 per month (Jay: 2015: 116).

Bond instalments
A potential buyer who wishes to apply for a bond 
requires information on the monthly instalments.

Bond registration costs
Bond registration costs consist mainly of the amount 
paid to the attorney (bond attorney) of the financial 
institution (the mortgagee). The amount is based on 
the home loan amount. A notarial bond may also be 
registered over immovable property.

Jay (2015:114)

AMounT of 
Bond

coSTS 

R 650 000 R 9 620 VAT excluded

R 2 000 000 R 19 060 000 VAT excluded

 ExAMPlE 3

Sundries, postage and petty expenses
The registering bond attorney charges more or less R 
1000 for small expenses related to bond registration. 
This is payable to the bond attorney before the 
registration of the bond.
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deeds office registration fee
This amount is charged by the Deeds Office for the 
bond registration. The amount is fixed based on the 
amount of your home loan. This is payable before 
registration.

Jay (2015:115)

AMounT of hoME 
loAn

AMounT 
PAyABlE

R150 000 and below R70.00

R600 001–R800 000 R700.00

R1 000 001–R2 000 000 R900.00

R4 000 001–R6 000 000 R1500.00

   ExAMPlE 4

inspection fee
Inspection fees are payable to a financial institution 
that endeavours to determine whether the property 
provides sufficient security to grant a 100% 
mortgage bond, for example. The inspection fees 
(if the mortgage bond is approved after inspection) 
are normally debited against the mortgage bond. 
If a person applies for a bond of R400 000 over a 
townhouse valued at R450 000, an inspection fee is 
payable on the latter amount. This cost item differs 
considerably among financial institutions.

interim interest
Once a house has been registered in a buyer’s name, 
the financial institution from which the bond has 
been raised pays the bond amount to the seller. 
The buyer’s first instalment is often payable only in 
the following month. Consequently, the financial 
institution (mortgagee) charges interest on the 
money for the period between the date of registration 
and the date of payment of the first instalment. 
Thereafter, the normal monthly instalments are 
payable.

levy commission with regard to mortgage 
bonds and collateral security
In the 1970s, commission used to be levied on 
loans in order to be able to obtain mortgage bonds 

from building societies. Commission on a loan is a 
negotiated percentage of the loan amount charged by 
financial institutions when funds are in short supply. 
House buyers often approach family members and 
acquaintances for collateral investments in order to 
obtain financing.

homeowner’s insurance policy
A homeowner’s insurance policy provides protection 
to the security of the mortgagor. If a house burns 
down, for example, the mortgagor will lose the 
security on the mortgaged house. Consequently, 
mortgagees require that mortgagors take out a 
homeowner’s policy according to the replacement 
value of the house. Insurance premiums on houses 
with thatched roofs are higher than for other houses 
due to the greater risk. Estate agents should warn 
those who purchase a house without bond financing 
about the principle of averages. Assume that the 
replacement value of a townhouse is R900 000 
and the homeowner insures it for R600 000. If the 
house is completely destroyed by fire, the insured 
person will receive the amount of R600 000 from the 
insurer(s).

If the damage amounts to R300 000, the insured 
person will not receive the total amount of R300 000. 
The payment will be proportional, according to the 
ratio of under-insurance (the principle of averages). 
As this ratio is 2:3, the insured person will receive 
an amount of R200 000 (two thirds of R300 000). 
The principle of averages is usually included in the 
insurance contract as a condition of the policy. The 
insurance premium is payable on a monthly basis.

decreasing term life insurance policy/home 
loan protection assurance
A decreasing term life insurance policy is also called 
a mortgage protection policy. This policy ensures 
that, in the case of death or permanent disability, 
the amount owing on a mortgage loan is paid and 
that the next of kin of the deceased will own a house 
without a mortgage over it. The insurance premiums 
are paid together with the bond instalments.

An endowment policy may also be taken out 
instead of a term policy. Although the premium of 
an endowment policy is considerably higher, it has 
the following advantages:
•	 It provides capital at retirement
•	 It supplies pension at retirement
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•	 It provides cover for dependants during the 
policy term

•	 It has surrender value
•	 It may be used as security for a loan
•	 Payments may be stopped with the necessary 

approval and cover will continue at a lower 
premium

•	 If payments are stopped without notice, the 
surrender value of the policy is used to continue 
the payments of the premiums.

An existing life policy may be ceded to cover the 
bond in case of your death. Jay (2015:117) proposes 
either the latter or a home loan protection policy:
•	 Death only
•	 Disability only
•	 Retrenchment only
•	 Death and disability
•	 Death and retrenchment
•	 Disability and retrenchment
•	 Death, disability and retrenchment.

cancellation costs for an existing mortgage 
bond (where the buyer had a bond on the 
previous house)
The costs involved in the cancellation of a mortgage 
bond vary considerably among financial institutions 
– between R6 000 and R7 000 irrespective of the 
amount of the bond. Some institutions impose a 
further penalty if the mortgage bond (or bonds) 
is repaid within the first year. The penalty often 
depends on whether the buyer of a secured house has 
raised the mortgage bond from the same financial 
institution. The cancellation of every additional 
mortgage bond amounts to R1 000 per bond.

capital gains tax - cGT (where the seller 
makes a capital profit or loss on the sale of 
the previous house)
When selling your house the first R2 million gain 
or loss is exempt from capital gains tax. R30 000 is 
exempt for second or more properties. In the year of 
your death an amount of R300 000 is exempt on a 
second or more properties.

The rate for capital gains tax in 2016 is:
•	 Individuals and special trusts — 13.65%

•	 Companies — 18.65%
•	 Other trusts — 27.31%.
The CGT inclusion rates are the following:
•	 Individuals and special trusts — 33.35%
•	 Companies and other trusts — 66.65%.

These CGT inclusion rates are multiplied by the rate 
of your income tax, namely 41%, in order to calcu-
late your capital gains tax. 

Jay (2015:122–123)

Capital gain on own house when selling = 
R100 000

Gapital gain rate = 33.35%

Tax rate = 41%

Annual rebate = R30 000

Calculation: 100 000 – R30 000 = R70 000; 
33.35% x R70 000 = R23 331.00; 41% x R23 331 
= R9 565.71

 ExAMPlE 5

12.5.3 Summary
Estate agents should have a standard document 
containing all the probable costs involved in buying 
a house. When a buyer approaches an estate agent 
(as principal or otherwise) for an agreement of sale 
contract, the estate agent should analyse the buyer’s 
situation so that all the costs applicable to that buyer 
appear in the document. This will provide the buyer 
with an overall view of the financial implications of 
the agreement of sale.

It is suggested that estate agents inform their 
clients of the existence of this, or a similar form, and 
fill it in for them. Buyers are advised to insist that 
estate agents complete such a form for their specific 
situation. Buyers will be more satisfied and less likely 
to offer resistance to the payment of commission.

An estate agent’s financial advice should lead to 
a happy and satisfied buyer and seller. This will be 
achieved if they:
•	 Analyse the client’s financial position
•	 Use the form in Table 12.1 on pages 386–387 (or 

a similar form) to quantify the costs involved in 
order to provide the client with a package.
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12.6 ThE ESTATE AGEnT: A ProfilE
12.6.1 introduction
Until the 20th century most buying and selling 
transactions took place directly between buyers and 
sellers. Once two parties reached an agreement, an 
attorney was requested to draw up the agreement of 
sale contract and to finalise the transaction.

In the early 1890s the property business was 
highly disorganised and the general attitude was 
one of ‘let the buyer beware’. In the course of time, 
the property business became more organised and 
statutory boards took control over the conclusion of 
property transactions through estate agencies. In the 
USA, the National Association of Real Estate Boards 
(NAREB) was established in 1908. Legislation was 
passed in 1917 in California and Oregon, making 
it compulsory for property brokers and agents to 
obtain a licence before they were allowed to conclude 
property transactions (Ring & Dasso 1985: 36).

An estate agent is someone who represents buyers 
and sellers in order to serve their interests during 
the conclusion of buying and selling transactions. 
This service is not free of charge, as the estate agent 
receives a commission for the successful completion 
of a transaction. To become an estate agent, you have 
to meet the requirements set by the Estate Agency 
Affairs Board (EAAB).

The EAAB is a body corporate established and 
controlled in terms of the Estate Agents Act 112 of 
1976. This body has a code of conduct to which all 
estate agents must conform. The Institute of Realtors 

is incorporated as a non-profit making company and 
strives to improve the standing and knowledge of its 
members as a professional body.

12.6.2 conceptual framework
The Estate Agents Act 112 of 1976 defines an estate 
agent as any person who, for the acquisition of gain, 
on his or her own account or in partnership, in 
any manner holds him- or herself out as a person 
(including a legal person such as a company or 
a close corporation) who, directly or indirectly 
advertises that he or she, on the instruction or on 
behalf of any other person, performs the following 
acts in respect of immovable property, an interest in 
immovable property or business undertaking:
•	 Sells or purchases
•	 Negotiates to sell or purchase
•	 Canvasses sellers or purchasers
•	 Undertakes or offers to canvass sellers or 

purchasers
•	 Lets (rents) or hires
•	 Negotiates to let or hire
•	 Canvasses lessees or lessors
•	 Undertakes or offers to canvass lessees or lessors
•	 Collects or receives any moneys payable on 

account of a lease
•	 Renders any such other service specified by the 

Minister, on the recommendation of the EAAB, from 
time to time by notice in the Government Gazette 
(Delport 1987: 298; Maritz 1983: 25; Section 1(iii) of 
the Estate Agents Act, 1976).

Table 12.1: Checklist of costs involved in buying a house

GENERAL COSTS

Transfer duty

Conveyancing costs

Occupational interest

Loss of interest on capital

Agent’s commission

Deeds Office

Rates and taxes

Rates clearance certificates

Valuation costs

  Valuation

  Travelling costs

Moving expenses

  Distance 0–100km (7th–21st of month)

  Distance 0–100km (21st–7th of following month)
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  Distance further than 100km (7th–21st of month)

  Distance further than 100km (21st–7th of following month)

  Packing costs

  Insurance costs

  Storage costs

Telephone installation costs

  Installation of one line

  Rental for one line

    Type A

    Type B

    Type C

Installation of an extension

    The same telephone number

    Another telephone number

    Additional rental for an extension

Water and electricity

Miscellaneous expenses

  Carpets

  Curtains

  Furniture

  Appliances

  Garden services

Additional improvements

SUBTOTAL

ADDITIONAL COSTS INVOLVED WHEN THERE IS A BOND
Deposit

Cash (balance of purchase price not covered by mortgage bond)

Bank initiation fee

Bank administration fee
Bond repayment
  Subsidy
  Member’s contribution
Mortgage bond registration costs
Inspection fees (financial institution)
Interim interest
Commission tariff for first bond, second bond,  
collateral security (if applicable)
Homeowner’s insurance policy
Decreasing term life insurance policy
Endowment policy
Cancellation costs for existing bond
  Cancellation costs
  Penalty (if applicable)
  Additional bonds
TOTAL
(Source: Swart 1988: 203)
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In Rogut v Rogut 1982 (3) SA 928 (A) an estate agent 
was considered to be a person holding himself out 
as an estate agent or advertising that he operates as 
an estate agent. A distinction must always be made 
between estate agents who act lawfully and who are 
in possession of a fidelity fund certificate, and those 
who operate without such a certificate. The public 
is often unaware that a valid fidelity fund certifi-
cate is a prerequisite for an estate agent to earn a 
commission.

12.6.3 Estate Agency Affairs Board (EAAB)
In the following discussion, emphasis is placed 
on the objectives of the Board, the estate agents 
fidelity fund, fidelity insurance, as well as the several 
requirements estate agents and agents are obliged to 
meet.

The Board’s objectives
The aim of the Board is to promote and maintain the 
professional integrity of estate agents (Section 7 of 
the Estate Agents Act, 1976). Delport (1987:293) and 
Maritz (1983:29) mention two aspects connected 
with this aim:
•	 To protect the public in their dealings with estate 

agents by ensuring that persons subject to certain 
disqualifications do not practice as estate agents 
and to safeguard the money entrusted to estate 
agents by the public

•	 To regulate the affairs and activities of estate 
agents by defining their rights and responsibili-
ties clearly by means of a code of conduct.

Estate agents fidelity fund
An estate agents fidelity fund was established by the 
Estate Agents Act 112 of 1976 to reimburse persons 
who suffer pecuniary loss as a result of theft by an 
estate agent of certain money or property entrusted 
to them, or failure by an estate agent to open and 
keep a trust account (for example, when an estate 
agent keeps money in their car and this is later stolen 
by a thief).

All the annual contributions of estate agents, 
as well as income accrued to the fund from other 
sources, are paid into the estate agents fidelity fund. 
Claims by buyers and sellers against estate agents 
who fall under this law, not common law, are paid 
from this fund. The fund is controlled and managed 
by the EAAB, which keeps an account of the financial 

position of the fund in one of the official languages. 
A person wishing to claim against the fund must 
prove that the estate agent who was responsible for 
the financial loss, in fact complies with the defini-
tion of an estate agent (Section 1(iii) of the Estate 
Agents Act of 1976).

Full-time estate agents are committed to building 
good references and are aware of the long-term 
implications of the kind of service they render. Part- 
time estate agents sometimes do not have enough 
time to concentrate on good service, perhaps 
because they have other responsibilities and they do 
not intend operating as estate agents over the long- 
term. Unfortunately, there are many ‘fly-by-night’ 
estate agents.

Efficient estate agents normally have compara-
tive market analyses at their disposal and are able 
to handle negotiations in a professional manner. An 
estate agent, who has a proven record of successful 
sales in the past, can be strongly recommended. The 
mere fact that an estate agent mentions previous 
achievements is not always sufficient, unless they 
can provide statistics. It was pointed out, above, that 
an estate agent must have a fidelity fund certificate.

Estate agents fidelity fund certificate
Over and above contributions to the fidelity fund, 
an estate agency must take out fidelity insurance 
in respect of every person employed by the 
agency, irrespective of their capacity. By taking out 
fidelity insurance, an estate agency protects itself 
in its capacity as an employer against theft by its 
employees.

An estate agent has a special relationship with the 
persons who instruct them to buy or sell on their 
behalf. This relationship is based on trust between 
the estate agent and their principal(s).

The position of trust between an estate agent 
and their principal, resulting from the relationship 
between them, is dealt with below.

12.6.4 Position of trust: relationship 
 between estate agent and 
 principal

In this discussion, we examine the relationship that 
develops when an estate agent receives an instruction 
from a principal (person giving the instruction) to 
perform a specific task for remuneration. Maritz 
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(1983:209) points out that the estate agent is not 
employed by the principal when he enters into an 
agreement with the principal, the reason being that 
the estate agent, has no obligation to render any 
service to or perform any task for the principal. 
Furthermore, the estate agent may, with the full 
powers of his principal, enter into an agreement 
of sale or even appoint a subagent to act as the 
principal’s representative.

An estate agent may act as a principal’s represent-
ative even though the principal does not exist at the 
time of the conclusion of the contract, for example 
when a company is about to be established. Once 
the company has been established, the contract is 
effective retrospectively. It is possible for an estate 
agent to enter into an agreement with a buyer or 
seller without revealing the principal (undisclosed 
principal). If a third party (buyer or seller) finds 
out about this undisclosed principal, he may choose 
whether to enter into the agreement with the estate 
agent or the principal. The undisclosed principal 
may also reveal himself and act as if the estate agent 
has operated on his behalf from the beginning.

When a representative (the estate agent) 
claims that he has the necessary power of attorney 
(authority to do or act on behalf of another and to 
perform certain legal functions), or when a third 
party (buyer or seller) claims that the representa-
tive (estate agent) with whom he has negotiated has 
the necessary power of attorney, or when a principal 
claims that his representative (the estate agent) has 
the necessary power of attorney, the person who 
claims the power of attorney must prove it.

The power of attorney, which an estate agent 
receives from his principal, is circumscribed by 
express or tacit agreement between both parties. Van 
Jaarsveld (1983:195) points out that the principal is 
permitted to enter into an agreement with a third 
party even if the representative has not acted within 
the confines of his power of attorney.

Once an estate agent has carried out his instruc-
tions, this power of attorney is terminated. Similarly, 
the power of attorney may lapse after a specific 
period of time or if it is no longer possible for the 
estate agent to carry out the power of attorney. The 
latter applies when the status of either the estate 
agent or the principal changes, as in the following 
cases:

•	 In the event of the principal or representative 
becoming insane during their relationship

•	 In the event of the principal being declared 
insolvent

•	 In the event of the principal or representative 
dying (Van Jaarsveld 1983: 200).

An estate agent may, nevertheless, in the absence of 
a power of attorney, carry out certain instructions 
as representative of his principal; these include the 
following:
•	 Making suggestions
•	 Obtaining options
•	 Providing insurance (Maritz 1983: 209).

An estate agent is permitted to make suggestions to 
potential buyers and sellers with regard to numerous 
matters, such as the value of the property, methods of 
buying or selling a house and alternative methods of 
raising finance. Neither the estate agent nor the prin-
cipal can be held liable for suggestions made by an 
estate agent. Delport (1987:318) points out, however, 
that both the estate agent and principal could be held 
liable for damages in the case of misrepresentation.

An estate agent may obtain an option on behalf 
of his principal at any time, as the principal is not 
under an obligation to enter into the agreement. 
Similarly, an estate agent is not obliged to enter 
into the agreement in his own name. The relation-
ship between an estate agent and his principal is 
determined primarily by the agreement (contract) 
between them. A written agreement is recommended 
as it excludes misunderstandings. This agreement 
must indicate the respective duties of the parties, the 
remuneration payable, as well as when it is payable. 
Seldin (1980:127) suggests that an attempt should 
be made to provide solutions in the contract in the 
event of problems arising if certain things occur.

With regard to the agreement between the estate 
agent and his principal, Maritz (1983:209) points out 
that, in terms of the Act, unless otherwise agreed, an 
estate agent is under no obligation to:
•	 Conduct negotiations for the purchase
•	 Ensure that the agreement of sale is finalised and 

executed
•	 Establish a valid agreement of sale
•	 Canvass buyers
•	 Introduce a buyer when the opportunity presents 

itself.
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After appointing an estate agent to render a service, 
the principal may render this service or appoint 
another estate agent or more estate agents to sell his 
house. Such action by a principal is possible only in 
the absence of a sole mandate. Unless agreed other-
wise, the principal may enter into agreements with 
as many estate agents as he pleases. The principal 
does not have to enter into a contract with a third 
party (buyer or seller) introduced by an estate agent.

The obligation of good faith is based on the posi-
tion of trust existing between the estate agent and his 
principal. This obligation places the responsibility 
on estate agents:
•	 To serve the interest of their principal
•	 To ensure that their own interests are not in 

conflict with their obligations
•	 Not to make any secret profit
•	 Not to use secret or confidential information in 

an improper way
•	 Not to be negligent
•	 To carry out the power of attorney personally
•	 To maintain professional and ethical standards 

(Delport 1987: 318).

These points are discussed below.

The obligation to act in the interest of the 
principal
This obligation arises immediately. An estate agent 
has to make a choice between possible actions or 
has to refrain from doing something. If an estate 
agent discovers facts that may be damaging to the 
principal if the instruction is carried out, he must 
reveal these facts to the principal. Any action in 
the interest of the principal must always be to the 
principal’s advantage, or the estate agent must 
refrain from taking any action if it will not be to the 
principal’s advantage.

The obligation to ensure that there is no 
conflict of interest
Maritz (1983:213) points out that, during the 
performance of an estate agent’s tasks, there may be 
conflicting interests between him and the principal. 
This conflict may not have a negative influence on 
the actions of the estate agent with regard to advising 
his principal. No estate agent should be in a position 
where there is conflict between his interests and 
obligations.

Joubert (1967:649) poses two questions on 
conflicting interests. Firstly, the question arises as 
to whether an estate agent (as a representative) may 
buy what he has been asked to sell and, secondly, 
whether the agent may sell what he has been asked 
to buy for the principal.

Both may be done, provided that it is done in 
good faith and transparently.

The following two cases will be dealt with briefly:
•	 Entering into an agreement with the principal
•	 Entering into an agreement in which the repre-

sentative has an interest.

Upon entering into an agreement with the principal, 
an estate agent must bring all the relevant facts to 
his principal’s attention. Facts are relevant when 
they affect the principal’s decision to enter into an 
agreement with the representative (or the conditions 
under which they would do so). The acceptability of 
the price at which the principal should sell is also 
applicable here (Joubert 1967: 651).

The agreement may be declared null and void if 
an estate agent does not disclose all the relevant facts. 
Consequently, an estate agent must obtain and use 
all the relevant facts to the benefit of the principal. 
No commission may be received while entering into 
an agreement with the principal, unless the latter 
gives his consent (Delport 1987: 319).

An estate agent’s spouse may not be a party to 
the purchase transaction when the estate agent is 
acting as a representative, unless this fact has been 
disclosed to the third party. Seldin (1980:131) main-
tains that, in the absence of such consent, the estate 
agent might not attempt to obtain the highest price 
for the seller’s property, because of the personal 
interest of the agent in the transaction.

Should the estate agent enter into an agreement 
on the principal’s behalf, with him- or herself as 
the other party, without the necessary consent of 
the principal, the latter may uphold or reject the 
contract. Should the principal reject the contract, 
he may (where the representative buys what he has 
been asked to sell) reclaim the property from the 
estate agent as repayment of the purchase price.

The obligation not to make a secret profit 
While carrying out his task, an estate agent may not 
make any secret profit without the consent of the 
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principal. Maritz (1983:213) states that when secret 
profit has actually been made, it must be repaid to the 
principal. Making a secret profit is wrong because it 
is done without the consent of the principal. A bribe, 
for example, could be mentioned here; bribery refers 
to the reason for a gift.

According to Van Jaarsveld (1983:230), bribery 
takes place when a representative has been promised 
a gift, with the view to encouraging the agent to act 
in favour of the donor. Such a gift is a secret when it 
is presented without the knowledge or consent of the 
principal. Should the principal suffer pecuniary loss 
as a result of the donor’s action, he may, among other 
things, claim the profit made or the loss suffered 
from the estate agent.

To determine what profits are secret profits, 
Joubert (1967:685) points out the causal relation that 
should exist between the profit and the representa-
tive. Additional factors that determine whether the 
profit is unlawful are found in the fact that the profit 
is contrary to the instructions of the representative. 
An estate agent must give to the principal what is 
due to the principal and may not claim more than 
he is entitled to.

The obligation to keep certain information 
secret
An estate agent obtains certain confidential 
information about the principal while carrying out 
his instructions. This information is entrusted to the 
estate agent and may be used only to promote the 
interests of the principal. Such an obligation exists for 
the duration of the contractual relationship and also 
thereafter. Joubert (1967:690) points out that, should 
the information be in writing, the representative 
must return it to the principal once the instructions 
have been carried out. Estate agents may also not use 
this confidential information for personal gain or to 
the detriment of their principal. Estate agents must 
disclose all relevant information to the principal, 
use their information and discretion to benefit the 
principal, apply all confidential information in good 
faith and supply correct information to the principal 
with regard to the state of affairs when requested by 
the latter. Similarly, estate agents must disclose to the 
principal all information regarding the principal’s 
business that could be used to promote the 
business.

The obligation not to be negligent
Where an estate agent neglects to make an offer 
to the owner (principal) on behalf of the principal 
before the expiry date, the estate agent will be liable 
for damages to the principal. Estate agents will also 
be held liable if they fail to obtain the signature of 
a co-owner for an agreement to sell a property and 
the buyer loses the transaction as a result. The same 
principle applies when an estate agent supplies 
incorrect information regarding the selling price of a 
property, current market trends or any other matter 
that may have a negative effect on the selling price of 
the property for the owner. An estate agent will not, 
however, be held liable for giving an honest opinion 
on values or other matters (Delport 1986:27; Seldin 
1980:130).

Estate agents cannot base their financial advice 
to the client on random assumptions—they must 
make sure that the facts are correct. Estate agents 
who make false or careless statements to buyers and 
sellers, or who fail to disclose certain information, 
could cause considerable problems for themselves, 
the principal and the agency.

Assume that a buyer purchases a house for the 
purpose of letting it through an estate agent who is 
acting on behalf of a seller. The buyer finds out (after 
the purchase) that the house cannot be let because it 
is subject to the Rent Control Act, which means that 
the rental income will not be a profitable investment. 
In such a case, the estate agent will be held liable for 
non-disclosure of important information, that is, the 
effects of rent control. Delport (1986:27) points out 
the following questions that may arise from such a 
case:
•	 Could the buyer sue the seller because the agent 

caused this problem?
•	 Could the seller, if he is responsible for the agent’s 

conduct, sue the agent for his actions?
•	 Could the buyer sue the agent for the false 

statements and the non-disclosure of essential 
information?

•	 Could the buyer sue the agency for its agent’s 
conduct?

•	 What action, if any, could be taken by the EAAB 
in this regard?

Estate agents should pay special attention to the 
following questions regarding whether or not to 
disclose financial information to buyers and sellers:
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•	 Should the agent inspect the property first in 
order to identify any defects (patent and latent 
defects)?

•	 Would it make any difference if the agent were 
not aware of a particular defect?

•	 Is an agent under an obligation to find out, for 
example, whether the property is rent controlled, 
even if he does not state that the property is not 
rent controlled?

•	 Would it make a difference if, for example, the 
buyer were not a specialist, but a professional 
businessperson (Delport 1986:27)?

Delport (1986:27) poses these questions in another 
way:
•	 When is it better for an estate agent to disclose 

absolutely nothing about a specific matter?
•	 When is an estate agent obliged to disclose infor-

mation and convey the information correctly?

An estate agent’s liability for false statements is 
considered by answering the following question: 
could the buyer sue the seller and, if so, could the 
seller in turn sue the estate agent to recover any 
resulting expenses? In Davidson v Bonafede 1981 (2) 
SA 501 (C), the court declared that the estate agent 
had acted in a reckless manner by not ascertaining 
the state of the house. The seller was liable for all 
expenses incurred by the buyer, since the agent had 
acted on his behalf (irrespective of whether or not 
the seller had been aware of the false statements 
made by the agent).

The courts view reckless conduct in the same 
light as fraud, even if the estate agent did not know 
whether his statement was true or false. Sellers 
can include a clause in the agreement of sale that 
indemnifies them as well as the agent with regard 
to false statements. Estate agents must advise sellers 
in this respect. However, liability for fraud cannot 
be excluded. A voetstoots clause does not exclude 
liability for false statements.

Consequently, the question is not whether the 
seller has made true statements to the estate agent, 
but whether the estate agent has made true state-
ments to the buyer. As far as could be ascertained, 
no seller has yet been found liable for negligent or 
false statements made by an estate agent. Negligent 
statements are statements that no reasonable estate 
agent would make under similar circumstances 

(Delport 1986: 28). A seller could certainly recover 
any expenses from the estate agent, because of the 
good faith that should exist between them.

A buyer cannot hold an estate agent liable for 
contractual damages, as no contract or mandate 
exists between them (unless the estate agent acts 
on behalf of the buyer). Delport (1986: 29) indicates 
that he could not trace any court case in this regard. 
Nevertheless, the courts would hold a person liable 
for false or negligent statements and the particular 
liability would depend on the relevant facts and 
circumstances of each individual case.

In Soobramoney and Another v R. Acutt & Sons 
(Pty) Ltd 1965 (2) SA 899 (D), the court found an 
estate agent not guilty after he had indicated the 
incorrect boundaries for a property that was for sale. 
A clause in the agreement of sale relieved him of 
all liability, stating that the buyer had inspected the 
property. Estate agents must make buyers and sellers 
aware of the inclusion of clauses in agreements of 
sale. The parties must not only sign the agreement 
but they must also make sure that they understand 
the implications of all the clauses.

To be found guilty, the estate agent must not only 
have made negligent or false statements, but such 
actions must have led to the buyer contracting with 
the seller. In order to determine when an estate agent 
is duty-bound not to make a negligent statement, the 
following factors are considered:
•	 The relationship between the estate agent and the 

buyer
•	 Special skills possessed by the estate agent
•	 The extent to which a party may avoid a loss
•	 Knowledge of the extent to which an uninformed 

party trusts the estate agent
•	 The nature of the statement (Delport 1986: 30).

Buyers often rely heavily on the estate agent because 
they lack knowledge of the ins and outs of buying a 
house. Consequently, a special relationship develops 
between the estate agent and the buyer. Because of 
the EAAB’s code of conduct, as well as the Institute 
of Realtors’ ethical code, estate agents do have special 
skills and are not merely salespeople.

It is a fairly simple matter for an estate agent 
to prevent clients from finding themselves in an 
awkward financial position by providing them with 
the necessary information. Estate agents should be 
able to recognise clients who are uninformed about 
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certain aspects. In such cases, they have a particular 
obligation to avoid negligent statements.

This does not mean that an estate agent can 
always be sued for any statement after the conclu-
sion of the contract, since the courts regard some 
statements as being mere exaggeration. For example, 
an estate agent’s comment that a particular house 
is the most beautiful house in South Africa cannot 
really be regarded as a negligent or false statement.

Estate agents are advised not to make statements 
that do not reflect the truth. If they do not know 
whether information is true or false, they should 
indicate that they do not know, and undertake to 
find out.

Another question that may arise is whether an 
aggrieved buyer can sue an estate agency on the 
basis of a statement made by their employee (an 
estate agent) that led to the conclusion of a transac-
tion. In this case, we are dealing with the relationship 
between an estate agent and his agency and, in 
particular, how the parties see this relationship.

If a party is under the impression that an agent is 
acting on behalf of an agency, this party can sue the 
agency for statements made by the agent. In turn, 
the agency can recover this expense from the agent, 
because the agent must act in good faith towards the 
agency.

Delport (1986:28) points out that, in order to 
avoid financial losses, an estate agent must either 
contract free of liability with his agency, or take out 
insurance against such liability. It is recommended 
that taking out insurance against professional 
liability be made compulsory for estate agents.

An agent’s failure to make certain information 
known is merely another form of making a false 
statement. The courts, however, hold estate agents 
less liable for not disclosing information than for 
false or negligent statements.

Delport (1986:30) states that, insofar as can be 
established, no case exists in South Africa in which 
an estate agent has been held liable for non-disclo-
sure of information. On the other hand, there are 
numerous cases in which a buyer/seller has been 
held liable for non-disclosure of certain information.

The following cases may be consulted in this 
regard:
•	 Glaston House (Pty) Ltd v Inag (Pty) Ltd 1977 (2) 

SA 846 (A) and

•	 Trotman and Another v Edwick 1951 (1) SA 443 
(A).

A positive reply to the following questions will 
determine whether an estate agent would be liable 
for damages as a result of not disclosing certain 
information:
•	 Was the agent under an obligation to disclose 

certain information?
•	 Did the estate agent fail to take reasonable steps 

in order to determine the true state of affairs?

The EAAB cannot be held liable by a buyer who 
suffered losses as a result of an estate agent’s state-
ment or the non-disclosure of certain information. 
The estate agent’s fidelity fund does not make provi-
sion for such losses. An estate agent can be held 
liable only for violating the code of conduct for 
estate agents. If an estate agent is found guilty, he 
could be fined, or his fidelity fund certificate could 
be revoked and he would no longer be allowed to 
practise as an estate agent.

Delport (1986:31) summarises this discussion as 
follows: ‘Sticks and stones might break your bones, but 
words, expressed or not, can put you out of business.’

The obligation to exercise power of attorney 
personally
Normally, an estate agent is expected to exercise his 
power of attorney personally when carrying out an 
instruction, as power of attorney is often granted to 
an estate agent on the basis of his reputation. It is 
permissible, however, for an estate agent to appoint a 
subagent to act on his behalf. Kerr (1972:164) defines 
a subagent as someone who is bound by contract to 
the agent and not to the principal. Such subagent 
must be responsible to the agent for carrying out 
the agent’s task (instruction from principal) in its 
entirety or in part.

Van Jaarsveld (1983: 227) and Kerr (1972:163) 
state that a representative (an estate agent) may, in 
fact, transfer his power of attorney to a subagent, 
with the express or tacit permission of the principal, 
provided that he ensures that the second estate agent 
carries out the instruction properly, as the estate 
agent who appointed the subagent could be held 
liable for damages to the principal, unless a contract 
has been drawn up between the principal and the 
subagent.
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Seldin (1980:135) points out that no subagent 
acting without power of attorney may bind a prin-
cipal to a transaction. In such a case, the subagent 
will be bound to the contract. To determine whether 
a subagent may indeed bind the principal contractu-
ally, the following questions should be asked:
•	 Were the subagent’s actions part of the estate 

agent’s (representative’s) task? If not, the former 
is not defined as a subagent.

•	 Did the subagent possess power of attorney to 
perform the task of an estate agent? The prin-
cipal will subsequently be bound to the contract 
(provided that power of attorney has been granted 
to the appointment of the subagent) according to 
the limitations of the initial power of attorney 
granted to the estate agent (Kerr 1972: 164).

It is possible for estate agents, particularly as a result 
of their position of trust, to carry out their obliga-
tions towards their principals in an unethical and 
dishonest manner in many different ways. For that 
reason the express or tacit agreement with the prin-
cipal must be honoured.

Estate agents’ ethical obligations are discussed 
below.

The obligation to maintain professional and 
ethical standards
The IEASA (1985:7) defines professional and 
ethical behaviour as maintaining a standard that 
distinguishes between right and wrong, good or bad 
in practising a profession. Although estate agents do 
not receive payment if a service they have rendered 
is unsuccessful, they are by no means relieved of 
their responsibility towards the public. Estate agents 
must render service of a high quality, even though 
they do not receive remuneration for unsuccessful 
transactions. Godi and Reyhons (1980:239) point 
out certain traits that professional persons have in 
common:
•	 They have a good self-image.
•	 They have the ability to solve problems.
•	 They set definite quantitative and qualitative 

objectives.
•	 They have a well-developed ability to listen, 

because they know that people do not always 
mean what they say.

•	 They enjoy communicating in spite of the many 
obstacles that occur during communication, 

such as buyer’s and seller’s preconceived ideas 
about the service rendered by estate agents (some 
people are concerned about protecting their own 
egos when communicating with estate agents).

•	 They are enthusiastic about and interested in 
their work (buyers and sellers sense this interest 
and respond to an estate agent’s confidence 
during a presentation).

•	 They understand people — for example, a seller 
would choose an estate agent to market his house 
because the estate agent understands him, rather 
than because the seller understands the agent.

•	 They perform when it is expected of them (estate 
agents should not only have knowledge and skills 
but must also apply them when required by the 
situation).

•	 They are prepared to work hard.

In order to understand the difference between a 
property broker and an estate agent, it is necessary to 
define the terms intermediary, broker and commer-
cial agent.

Intermediaries are go-betweens who do not buy 
and sell goods for their own account – their sole 
aim is to bring manufacturers and retailers together. 
Commercial agents and brokers are the two most 
important types of intermediary (Lucas 1983: 391). 
Brokers are not sales orientated to the same extent as 
commercial agents. Their service is more limited and 
they are normally used on account of their specialist 
knowledge and experience. The many variations 
in practice make it difficult to distinguish between 
brokers and commercial agents. Marx and Dekker 
(1982:14) point out that a broker only brings the 
buyer and marketer of goods and services together.

According to the Central Statistical Services, 
commercial agents are persons, such as estate agents, 
who receive commission as a primary source of 
income (Lucas 1983: 332).

Apart from the requirements of the Estate Agents 
Act, a code of professional ethics, as compiled by 
the Institute of Realtors, indicates that estate agents 
accept an obligation to practise self-discipline. The 
practical aim of such a code is to inform the public 
of the following:
•	 That the profession aims at performing its tasks 

effectively and in the interest of the public
•	 In exchange for the public’s trust, estate agents act 

in the public interest.
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Estate agents experience ethical problems on a daily 
basis in their dealings with buyers, sellers, other 
estate agents, as well as their employers. Conflict 
arises when an estate agent makes decisions based 
on their own values, especially when these values are 
unethical according to legislation, the property busi-
ness, employers, buyers and sellers. Estate agents’ 
ethical obligations may be divided into the following 
categories:
•	 An ethical obligation towards themselves
•	 An ethical obligation towards other estate agents, 

employers and the property business
•	 An ethical obligation towards members of the 

public (buyers and sellers) (IEASA 1985: 8).

Each of these obligations is briefly discussed below. 
Every estate agent enters the business world with 
certain perceptions of right and wrong, and often 
faces the temptation to act against his own personal 
standards and behaviour. Gorman (1979:408) states 
that ethical responsibility towards yourself begins 
with the choice of a business (estate agency) to work 
for. By avoiding any estate agency that expects its 
estate agents to act unethically, an estate agent can 
prevent many problems. Buyers and sellers should 
immediately report possible unethical behaviour by 
estate agents to the EAAB.

Estate agents are placed in a position of trust, 
firstly by the estate agency that employs them and 
secondly by the principal. Gorman (1979:408) 
distinguishes, among others, between the following 
problem areas regarding ethical conduct.

There is fierce competition among estate agents 
as a result of the commission involved in concluding 
transactions. This competition often leads to the 
‘wrong’ property (that is, a house for our purposes) 
being sold to the buyer, with far-reaching conse-
quences for the buyer and/or seller, as well as for the 
image of the property business. Estate agents should 
be prepared to share commission with another agent 
by allowing the other agent to sell the ‘right’ house 
to a buyer, even if the first agent introduced the 
buyer to the second agent. With the approval of their 
respective agencies, estate agents may conclude a 
mutual agreement to share commission. Most agen-
cies have arrangements in this respect.

Members of the public have the right to expect 
ethical behaviour from estate agents, and normally 
do not get involved in arguments about commis-

sion between estate agents. An estate agent should 
not advise a party who has already been informed 
by another estate agent, only to persuade that party 
to purchase his own principal’s house. An estate 
agent should not give any financial advice against 
his own convictions in order to earn a commission. 
Such advice is not in the interest of the country, the 
relevant parties or the property business.

Contradictory advice is not always unethical – an 
estate agent may feel duty-bound to give contradic-
tory advice if he knows that a client is not receiving 
sound financial advice from another agent. It may 
be to the client’s advantage to be told that the other 
agent’s advice is not sound. However, an estate agent 
who makes a habit of questioning other agents’ abili-
ties to provide financial advice, and is constantly 
warning clients about this, will be guilty of unethical 
behaviour.

Estate agents should give advice in such a way as 
not to be seen as wanting only to conclude a trans- 
action at all costs. Earning commission should not 
be the sole aim, as this could easily lead to unethical 
behaviour. The primary goal should be to make 
a profit for the client on a deal by rendering good 
service.

Examples of unethical behaviour by agents that 
have been identified in the past may be found in 
Gibson (1983:259–282), Huse (1982:508), IEASA 
(1985:9), and Ring and Dasso (1985:35).

Ethical behaviour is essential for the protec-
tion of the entire community, as well as the mutual 
protection of its members. The institutions princi-
pally involved in controlling the ethical conduct of 
estate agents are the EAAB (a statutory body) and 
the Institute of Realtors (an incorporated non-profit 
making association).

12.6.5 Services rendered by estate agents
The services rendered by estate agents are briefly 
discussed below.

Primary services
The many services rendered by estate agents may be 
divided into two main groups, namely primary and 
secondary services. Maritz (1983:3) distinguishes 
between the following primary services:
•	 Finding a buyer for, or seller of, immovable prop-

erty or an interest in immovable property
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•	 Finding a lessee for, or lessor of, immovable 
property or an interest in immovable property

•	 Finding a buyer for, or seller of, or lessee for, or 
lessor of, a business concern.

Among other things, an estate agent’s function is to 
canvass a potential buyer, introduce the buyer to the 
canvassed property, supply information on the prop-
erty in order that he may decide whether to purchase 
or not, assist the potential buyer in drawing up 
the offer to a seller should he decide to purchase, 
arrange financing, present the offer to the seller and 
advise the potential buyer about the acceptance or 
non-acceptance thereof.

Secondary services
Secondary services support primary services, 
although they may be rendered separately. As 
secondary services mainly comprise advice on 
specific aspects of property, some consultants 
concentrate only on these services. It should by no 
means be accepted that estate agents distinguish 
between primary and secondary services in the 
course of their work, since the one is usually 
accompanied by the other. This will be apparent 
throughout our discussion.

Maritz (1983:5) distinguishes between the 
following secondary services:
•	 Determining the market value of a property
•	 Advising on property investment
•	 Advising on raising finance
•	 Advising on property development.

Sellers often either undervalue their property (to attract 
buyers) or overvalue their property (which discourages 
potential buyers). After the finalisation of an agree-
ment, the seller often feels that the price was too low. 
On the other hand, buyers may wonder whether they 
paid too much. This is referred to as ‘buyer’s blues’. 
Experience of the property market, which most estate 
agents have (unless they are new to the business), 
can greatly reduce or even eliminate these problems.

roles estate agents play
The IEASA (1985:58) mentions the following roles 
that estate agents play:
•	 Rendering a service to meet the requirements of 

buyers and sellers, following up these services 
and keeping both parties informed

•	 Encouraging both parties to accept current 
market trends (market prices) in a positive way, 
by informing them on a factual basis

•	 Convincing both parties that their actions are in 
the interest of both parties

•	 Leading the buyer and the seller to an agreement 
on the strength of their advice

•	 Building a good reputation by means of refer-
ences and testimonials from satisfied buyers, 
sellers and previous employers.

All properties for sale or to let must be listed and 
the list must be shown to other agents. Once a buyer 
has been found for a specific property, negotiations 
on the price and terms follow. An estate agent’s most 
important role is that of negotiator. The seller should 
be informed of the price that the buyer can and is 
prepared to pay. The seller should also be advised on 
how to prepare the property to make it attractive to 
other buyers, and how to arrange visits by potential 
buyers.

The owner (seller) may be informed of matters 
regarding his house by mail, by telephone or in 
person. It is recommended that an estate agent 
inform his client in person and with enthusiasm.

An estate agent should also explain to the seller 
what further action he intends taking, as this will 
give the seller peace of mind about the efforts being 
made to market the house. If a buyer indicates that he 
would be interested in a house only if certain repairs 
are undertaken, the seller should be informed.

Seldin (1980:437) points out that estate agents 
should obtain further information in anticipation of 
questions potential buyers may ask when viewing the 
house, such as those concerning the availability and 
accessibility of schools, transport facilities, churches, 
recreation facilities and the proximity of freeways. 
If a buyer needs 30 days to obtain a mortgage bond 
for the purchase of the house, the estate agent must 
ensure that the buyer applies for a mortgage bond 
and then he must follow up the transaction until all 
the formalities have been finalised.

Estate agents are also required to carry out the 
following ten-point plan, compiled by IEASA 
(1985:60), in order to perform their tasks more effi-
ciently:
1. Develop thorough knowledge of all activities 

related to their area of work.
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2. Keep records of all purchase transactions 
irrespective of who was responsible for the 
transactions.

3. Always provide potential buyers and sellers with 
a reliable market analysis.

4. Ensure that properties are listed at market- 
related prices.

5. Have knowledge of codes of conduct (EAAB) 
and the code of ethics.

6. Provide effective guidance when entering into 
the agreement of sale by informing the parties 
on the meaning of various clauses.

7. Learn how to relate the requirements of sellers 
and buyers to their financial position.

8. Develop the ability to determine the real buying 
and selling motives.

9. Make both parties feel that their interests are 
being served on an equal basis.

10. Obtain the maximum information regarding 
properties from, among others, books, maga-
zines, seminars and courses.

Property in South Africa is usually bought and sold 
through registered estate agents. Estate agents earn 
their income by offering primary services, among 
other things, and consequently they will do every-
thing in their power to see that transactions take 
place. Before a buyer or seller decides to enter into a 
transaction, careful consideration should be given to 
the role estate agents play.

Estate agents represent the property business, 
and their behaviour affects and reflects the image of 
the business. Their actions are based on the fact that 
buyers and sellers of property are brought together. 
Seldin (1980:435) explains that a purchasing process, 
in fact, constitutes rejection, contrary to the general 
idea that it constitutes making a choice. The rejection 
process involves reducing the number of properties 
for sale to a few with viewing potential. This rejec-
tion process could be difficult without the assistance 
of an estate agent, since professional guidelines are 
necessary with regard to the property a buyer can 
afford according to income and personal circum-
stances. In addition, an estate agent has to qualify 
buyers and sellers (that is, thoroughly analyse their 
financial situations).

Estate agents enter houses for sale on the estate 
agency’s books. There are other occasions for 
providing financial advice to buyers and sellers. 

Estate agents often list a house without pointing 
out to the seller that certain factors in the market 
are not conducive to the sale of the house. Godi and 
Reyhons (1980:113) mention five factors that deter- 
mine the marketability of a house:
•	 Area (residential area)
•	 Condition
•	 Price
•	 Terms
•	 The seller’s motive.

Estate agents should inform sellers of the demand 
for houses in the http://www.hongkiat.com/blog/
great-ideas-for-group-photography area in which 
the house is situated. There may be several similar 
houses for sale in this area and the climate (warm 
or cold) may either promote or adversely affect the 
demand. Houses may sell very slowly because of the 
distance to business and shopping centres. Although 
the house may be situated in an attractive area, the 
plot may be unattractive for various reasons: the 
slope, rockiness, a large number of stairs leading to 
the front door, or its size. On the other hand, the 
plot may be attractive, but situated in an unattrac-
tive area.

A house in a physically good condition will sell 
more readily and at a better price than a house in 
bad repair. Estate agents must point out to buyers 
that a house in a good condition is a better marketing 
proposition. They could make suggestions, such 
as, having the house, roof or fence painted, or 
improving the state of the garden. They should also 
find out whether the seller would be prepared to 
spend a certain amount of money if such improve-
ments were necessary.

When a seller’s price is too high, it could exclude 
the house from the market in that price class. Estate 
agents are not normally prepared to make any great 
effort to show a house to buyers when the price is 
obviously too high.

Estate agents explain to sellers that the terms of 
sale affect the marketability of a house, as well as the 
eventual price. If a seller demands a relatively high 
price for cash, he is unlikely to get this price. In the 
case of a seller wishing to sell a house on an instal-
ment basis, a higher price could be anticipated than 
in the case of a cash purchase.

The seller’s motive for selling is another factor, 
which determines the marketability of a house. 

Personal Finance Management 5e.indb   397 12/12/2016   2:50:21 PM



Personal Financial Management398

An urgent need for cash could, for example, lead 
to a quick sale if the price is low. The same applies 
when a seller has to move unexpectedly. In order to 
provide the most efficient service, an agent should 
find out about the seller’s motive.

Estate agents should point out to sellers that, even 
though the house is in a less attractive area, it could 
still be sold, providing that it is in good condition, 
the terms are reasonable, the price is equal to or less 
than the market price and the seller is strongly moti-
vated to sell.

Even though the disadvantages of an unattrac-
tive area and the condition of the house are reduced 
by an attractive price and terms, the seller’s motive 
is the most important of the five factors regarding 
the marketability of a house. The reason for this is 
that it is the seller who must decide on the selling 
price. Having assessed these five factors affecting 
the marketability of a house, an estate agent will be 
in a position to advise the seller on the marketing 
plan. At this stage the agent should be ready for an 
interview with the seller in order to list the house 
(canvass for marketing purposes).

During this interview it is important that the 
estate agent creates a rapport with the seller in order 
to gain his trust and thus obtain more information 
about his situation. When all is said and done, finan-
cial advice can be really effective only if the agent 
has all the necessary facts and information about 
the seller. An agent should realise that a seller would 
place (list) a house on the agency’s books only if he 
were convinced that his personal goals would be 
reached by doing so. When several estate agencies 
attempt to list a house on their books, the estate 
agent who best understands the requirements of the 
seller will ultimately succeed.

All sellers who sell their houses through an estate 
agent would normally require assistance with their 
decisions. Such assistance is required because sellers 
feel that estate agents have the necessary knowledge, 
and therefore agents should not disappoint them 
in their expectations. Estate agents should assist 
their clients in considering alternatives by making 
suggestions to solve any problems that may arise. 
Untrained estate agents are generally not in a posi-
tion to give sellers advice and will find it difficult 
to convince them to accept their advice. Because of 
the inefficient service provided by inexperienced 
estate agents, sellers often come to believe that no 

special skills or expertise are required and that they 
are quite capable of selling their houses themselves 
(Godi & Reyhons 1980:121).

Godi and Reyhons (1980:122) suggest the 
following four steps to help sellers reach their goals:
•	 Identify the seller’s problem
•	 Understand the seller’s problem
•	 Identify with the problem
•	 Solve the problem.

Estate agents should advise clients on their options 
for solving any problems. It is up to the estate agent 
to decide how to go about solving a client’s problem, 
and the agent could make various suggestions in this 
regard.

An estate agent’s ability to qualify buyers saves 
both parties time and particularly money. The 
buyer’s financial position must be assessed in order 
to determine what he wants, can afford and should 
buy, depending on his circumstances and require-
ments (Seldin 1980: 436). Such information helps an 
estate agent to come up with a better presentation in 
a shorter time. An estate agent qualifies the buyer by 
asking the ‘right questions’, and by establishing who 
will make or influence the decision to buy. The ‘right 
questions’ may comprise the following (Hopkins 
1980:234; IEASA 1985:56):
•	 The composition of the family
•	 The age of the children
•	 The buyer’s likes and dislikes regarding his 

existing property
•	 The buyer’s preference in architectural style
•	 Any specific preferences (for example, three 

garages)
•	 The amount of time the buyer has at his disposal 

to find a property
•	 The buyer’s willingness to make an immediate 

decision to purchase
•	 When the buyer has to move
•	 Whether the purchase of the property depends 

on the sale of another property or the raising of a 
bond (these aspects are called suspensive condi-
tions). Hopkins (1980:233) points out that many 
estate agents enter into agreements before they 
have qualified buyers. Frequently, they neglect to 
establish their client’s needs for financial advice 
before concluding the contract. It is more often a 
case of failing to qualify buyers than of failing to 
finalise a transaction.

Personal Finance Management 5e.indb   398 12/12/2016   2:50:21 PM



399Chapter 12 Buying a residence

Many sellers attempt to play the role of estate agent 
themselves and to sell their property without the 
help of an estate agent. From the following discus-
sion it may be seen that certain aspects do require 
the assistance of an estate agent.

12.6.6 Aspects that require the services 
  of an estate agent
An estate agent’s services are valuable for the 
following aspects to be effective:
•	 Connected purchase
•	 Showing a house.

Estate agents often attempt to sell a house to a buyer 
and to sell the buyer’s previous house at the same 
time. In such a case, estate agents will do everything 
in their power to sell the person’s existing house in 
order to have a second house available and earn the 
commission.

An estate agent is in an ideal position to attract 
as many buyers as possible to view a show-house. 
Because estate agents often arrange show-houses, 
they are familiar with the most effective methods. A 
show-house gives the seller a reasonable idea of the 
price to expect and ensures that they make the most 
of this opportunity; a show-house is often only held 
once (Kling 1983: 59).

People involved in property transactions 
frequently argue that they can save on the commis-
sion payable to the estate agent by selling the 
property themselves. This is, in fact, the case if 
everything goes according to plan. The savings can 
be calculated according to the estate agent’s commis-
sion structure (Kling 1983: 57).

However, it is not always easy to find a suitable 
buyer for your property without the assistance of an 
estate agent and transactions are seldom concluded 
without a hitch. Competition arises between the 
seller (who normally has only one property to sell) 
and estate agents (who have several properties on 
their list). A problem, which may arise, is that the 
seller has a limited number of potential buyers.

A second problem arises from the fact that buyers 
want to pay the lowest possible price for the prop-
erty, while the seller wants the highest price possible 
— sufficient grounds for tempers to flare during 
the negotiating process! The result is that potential 
buyers are lost. In this case, an estate agent’s primary 

role, namely that of negotiator, is invaluable, since 
he mediates between the parties. Particularly when 
a high purchase price (and consequently a large 
commission) is involved, the negotiating process 
often requires skills that may be provided only by a 
well-trained, professional estate agent.

Most purchase and sales transactions of 
immovable property take place through an estate agent; 
it is therefore essential that potential buyers and sellers 
have the necessary information about the payment of 
commission. This matter is discussed below.

12.6.7 commission
Estate agents receive commission from the principal 
(buyer, seller, lessee or lessor) for services rendered. 
The commission is arranged between the estate 
agent and his principal, either tacitly or explicitly, 
but the amount is determined by the agency for 
whom the agent works.

Estate agents are entitled to remuneration for 
rendering a service which realises an income for 
the agency that employs them. The same applies to 
self-employed estate agents. Estate agents receive 
commission for the following activities:
•	 The selling of immovable property
•	 The selling of immovable property at public 

auctions
•	 The selling of commercial enterprises, partner-

ships and shares in a company
•	 The attraction of capital (after services for which 

payment is received) in a concern
•	 The collection of rental and the administration of 

property
•	 The finding of a lessee and/or negotiations 

leading to a lease contract
•	 The administration of sectional title buildings 

and company buildings occupied by owners
•	 The administration of miscellaneous money and 

commissions
•	 The selling of holiday accommodation
•	 Rendering a service where the estate agent acts on 

behalf of some party or another (Espag 1984: 82).

Espag (1984:19) explains how commission is distrib-
uted among agents, co-agents and the agency:
•	 Where the agent involved has canvassed, listed 

and sold a property without assistance. In this 
case, the estate agent is entitled to commission 
determined by the agency that employs him.
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•	 Where the agent involved has canvassed and 
listed a property, and it has been sold by another 
estate agent in the agency. In this case, he will 
receive a percentage of the commission earned by 
the other agent who sold the property.

•	 The canvassing of an available property sold by a 
competitor agency on the basis of co-operation. 
Agencies often share commission according to 
an agreed ratio, and the agent who canvassed 
the property receives an agreed percentage of the 
shared commission.

•	 The sale of a property canvassed and listed by 
someone else in the agency they work for. Again, 
the policy of the relevant agency determines the 
distribution of commission among the agency 
and agents who were responsible for the listing 
and selling of the property respectively.

•	 The conclusion of management contracts 
(managing property portfolios) and leasing 
contracts. The estate agent is paid for rendering 
the service according to a predetermined agree-
ment with his employer.

Co-operation between estate agents should be 
encouraged with regard to the conclusion of purchase 
and sales transactions. Without such co-operation, 
there will be unnecessary competition among estate 
agents for commission, and they will not be able to 
give effective advice. For this reason, estate agen-
cies have a specific policy regarding the role of 
concluding transactions and earning commission. 
A particular agreement, known as a multi-mandate, 
exists between some estate agencies. If an estate agent 
concludes a transaction on behalf of the principal, he 
is entitled to commission, even if the principal does 
not benefit from it (Levy v Phillips 1915 AD 139), 
in other words, even if the principal’s house is sold 
at a loss. Before this rule can be applied, the estate 
agent must have complied with all the provisions of 
the contract. This rule does not apply if the agree-
ment states explicitly that the commission depends 
on whether the principal receives a special benefit in 
terms of the contract (Espag 1984: 57).

When a contract is subject to a suspensive condi-
tion, which is not fulfilled, the estate agent will not be 
entitled to a commission (Laskey v Steadmet (Edms) 
Bpk h/a Wessels de Villiers Agentskappe 1976(3) SA 
696 (T); Naidu v Naidoo 1967 (2) SA 233 (N)). If a 

resolutive condition has not been fulfilled, the estate 
agent is entitled to commission.

liability for the payment of commission
The party (buyer or seller) on whose behalf the 
estate agent acts is liable for the payment of the 
commission (Delport 1987: 238, 335). It may also be 
agreed by the estate agent and the buyer that the seller 
is to pay the commission. The payment of commission 
is determined contractually by the parties and payment 
may even be made jointly. Normally the seller pays 
the commission to the estate agent.

The amount of the commission
Parties usually agree, either tacitly or explicitly, to 
the amount of remuneration. In the absence of an 
express agreement, the customary remuneration 
(Van Jaarsveld v Ackermann 1975 (2) SA 753 (A)) 
or an amount according to trade practice will 
be payable. Van Jaarsveld (1983:207) points out 
that, in the case of a lawsuit regarding the amount 
of commission, where the latter cases are not 
applicable, the court will determine a reasonable 
remuneration (Chamotte (Pty) Ltd v Carl Coetzee 
(Pty) Ltd 1973(1) SA 644 (A)), taking into account 
the following factors:
•	 The nature of the work done or service rendered
•	 The time and effort devoted to it
•	 The value of the service to the principal
•	 The proficiency required for the rendering of the 

service — Kark v Proctor 1961 (1) SA 752 (W)
•	 The responsibility for rendering the service — 

Lubke v Kegel 1913 WLD 91
•	 The professional status of the representative
•	 The customary remuneration paid by others for 

such a service — Steer & Co v Rowland (1897) 14 
SC 358 (7 CTR 400)

•	 The intentions of the parties — Totoyi v Ncuka 
(1909) EDC 115.

The seller may further determine that the estate 
agent receives as remuneration everything the buyer 
pays above the minimum amount required by the 
seller (Joubert 1979: 250). This seldom happens, 
however.

Once an estate agent undertakes to sell a house 
at a lower commission, the seller should ensure that 
the house is advertised as well as it would have been 
at a higher commission. Better market analysis and 
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good follow-ups are frequently the hallmark of the 
‘more expensive’ agencies.

The point at which commission is earned
An estate agent is entitled to commission when the 
services rendered to a buyer or seller actually lead to 
the conclusion of an agreement of sale between the 
parties. The parties may, tacitly or explicitly, agree 
upon the event (the conclusion of, among other 
things, the agreement of sale), as well as upon the 
service to be rendered.

If no tacit or explicit agreement exists, the event, 
the service and the payment of commission are 
prescribed by law. A distinction is made between the 
principal as seller and the principal as buyer.

When the seller acts as principal, the service 
the estate agent must render is the presentation of 
a buyer who is ready, willing and able to buy. The 
buyer must be contractually capable and financially 
capable (capable of meeting the financial obligations 
of the contract) before he can qualify as a buyer. 
The event is the conclusion of a binding agreement 
between the buyer and seller. Commission is payable 
from the proceeds of the purchase price.

This also applies when the buyer acts as principal, 
with one exception. Unlike the seller, the buyer need 
not be financially capable of buying after the estate 
agent has found a property that meets the buyer’s 
requirements. The buyer is liable for the payment 
of the estate agent’s commission, irrespective of 
whether he is financially capable of buying (Maritz 
1983: 215, 217).

A buyer’s financial position at the time of the 
conclusion of a contract is clearly dealt with in Press 
v Jofwall Investments (Pty) Ltd 1981 (1) SA 261 (W). 
Furthermore, a buyer is capable of buying even if he 
is insolvent, if he has sufficient assets to sell or use 
as collateral to borrow money (Joubert 1979: 258). 
An estate agent should therefore find out as much 
as possible about the financial position of the buyer. 
Before an estate agent is entitled to remuneration, 
some kind of transaction must have taken place, 
and the estate agent must have contributed to the 
conclusion of the transaction. An estate agent will 
be entitled to remuneration even if he did not intro-
duce the ultimate buyer to the seller, provided that 
the agent actually caused the final agreement of 
sale to take place. In other words, there has to be an 
adequate causal relationship between the actions of 

the estate agent and the eventual purchase. Joubert 
(1979:254) poses the following questions to deter-
mine the actual cause of the conclusion of a contract. 
At issue is who introduced the buyer to the seller, 
who was responsible for negotiations running 
smoothly, and who made it financially possible for 
the buyer to purchase.

The following court cases may be consulted in 
this regard. In Lombard v Reed 1948 (1) SA 30 (T) it 
was found that the initial estate agent was the cause 
of conclusion of the contract, even though a second 
estate agent handled the negotiations. Even when a 
buyer is unable to continue to pay the seller, the seller 
has no right to claim the commission back from the 
estate agent, as was evident in Beckwith v Foundation 
Investment Co 1961 (4) SA 510 (A). In Joubert and 
Others v Coster 1982 (4) SA 540 (C) it was found 
that the estate agent was entitled to the commission, 
even though the potential buyer’s father eventually 
purchased the property.

It frequently happens that an estate agent is 
unable to carry out the principal’s instruction 
within a given period of time, and the seller takes 
over the negotiations himself in order to finalise 
the purchasing transaction. Where an estate agent 
actually introduces a potential buyer to the seller 
within the given period and an agreement of sale 
is concluded, the estate agent may still claim remu-
neration, provided that the agent can prove that his 
introduction to the buyer was the cause of the agree-
ment of sale. At issue in this instance is whether the 
estate agent performed the action on the grounds 
on which he based this claim while his instructions 
were still valid. The fact that buyers and sellers cease 
negotiating directly through an estate agent does not 
necessarily guarantee that commission is not payable 
(Joubert 1979: 256).

Estate agents should always inform buyers and 
sellers that they have an obligation to pay commis-
sion on the basis of their tacit or explicit agreement 
with the estate agent, since this increases their 
financial burden when buying a house. In order to 
determine which estate agent should receive remu-
neration, it must again be determined who was the 
real cause of concluding the contract. The onus of 
proving who should receive the remuneration is on 
the estate agent.

In the next section an analysis is made of the 
various mandates and contracts which may exist 
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between estate agents and sellers, as well as between 
buyers and sellers.

12.7 ThE conTrAcT
Negotiations and discussions always take place 
before a contract is concluded, for example when a 
house is sold or bought. The ultimate objective of 
these negotiations or discussions is to conclude a 
contract. Once a contract has been concluded, a set 
of rights and obligations in terms of both parties’ 
promises takes effect. Legally enforceable promises 
are called contracts (Meyer 1979: 41).

There are various kinds of contract, but for our 
purposes we will confine ourselves to a sole mandate, 
an open mandate, a multi-mandate and a purchase 
contract as applicable to the buying and selling of 
a house. Even if the parties to a purchase contract 
are capable of contracting, several requirements 
have to be met before a legal contract can be drawn 
up. The IEASA has provided a pro forma contract 
for its members’ use. In order to understand how a 
contract affects the financial position of a buyer or 
seller, an illustration is given below of the contract 
and the provisions applicable to buying and selling 
a house.

12.7.1 conceptual framework
Gibson (1983:9) defines a contract as a legal 
agreement entered into by two or more persons 
within the limits of their contractual capacity, 
with the serious intention of establishing a legal 
obligation, the intention of making known without 
vagueness, each one to the other and in accordance 
with the subject, to perform positive or negative 
actions that may be carried out.

A contract is an agreement that indicates that 
the persons concluding it intend binding themselves 
to certain obligations (De Wet & Van Wyk 1978:7). 
An obligation is a legal relationship between two or 
more persons, according to which the one is enti-
tled to a performance, while the other is bound to a 
performance.

For our purposes, a purchase contract, which De 
Wet and Van Wyk (1978:278) describe as a mutual 
agreement between two parties, is dealt with specifi-
cally with regard to immovable property. The seller 
undertakes to supply property (a house), and, in 

exchange, the buyer undertakes to pay the seller a 
certain amount for it.

A mandate is established between an estate 
agent and a principal (mandator) immediately the 
estate agent accepts a mandate (instruction) from 
the principal to render a specified service to the 
principal (Delport 1987: 309). Estate agents cannot 
claim commission from a person unless they are 
able to prove that the person concerned has given a 
mandate to act on their behalf.

Various mandates exist, of which only the 
following have to be in writing:
•	 Sole mandate
•	 A mandate containing a power of attorney to 

enter into a contract on behalf of the principal 
(Delport 1987: 310; Section 2(1) of the Alienation 
of Land Act, 1981).

The various mandates which may exist between 
estate agents and sellers are explained below.

A sole mandate
In this discussion, we take note of the following 
points connected with a sole mandate: the period of 
the mandate, the reasons why sellers are unwilling 
to enter into such a mandate and the advantages 
it holds for the seller in particular. The difference 
between a sole mandate, an open mandate and a 
multi-mandate is also explained. A sole mandate is 
discussed in greater detail, because an estate agent’s 
advice depends on a thorough knowledge of the 
concept. We will refer briefly to a multi-mandate. An 
open mandate does not involve agreement between 
an estate agent and a principal; it merely refers to the 
fact that any agent may sell a seller’s house.

A sole mandate is concluded between an estate 
agent and a seller whereby the seller appoints one 
estate agent exclusively for a limited period agreed 
upon to sell a property, thereby excluding other 
estate agents and themselves from the act of selling 
(IEASA 1985: 25). From this definition it appears 
that the seller’s actions are restricted as a result of 
granting such a mandate. The mandate must be in 
writing to prevent:
•	 The seller from refusing to accept an offer corre-

sponding with the mandate
•	 The property from being sold by another estate 

agent
•	 The seller from selling the property himself
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•	 The seller from withdrawing the property from 
the market

•	 The seller from performing an act which results 
in the estate agent being unable to sell the prop-
erty (IEASA 1985: 25).

It is therefore important that estate agents inform 
their clients properly of the rights and obligations 
that arise from a sole mandate. The seller must know 
how long the period of the mandate should be and 
for what reason this period is decided upon; in other 
words, the seller must understand why a specific 
period would be advantageous as a result of his situ-
ation in the property market.

Period of a sole mandate
Experience has shown that it is not worthwhile 
entering into a sole mandate for too short a period 
under the following conditions:
•	 Where there is no urgency to sell
•	 Where the selling price is unrealistically high 

under the current market conditions
•	 Where the house is new on the market
•	 Where there is an over-supply of houses (IEASA 

1985: 29).

If such a mandate is, in fact, entered into under the 
latter conditions, it may have the following implica-
tions:
•	 It merely proves to the seller that his house is not 

worth selling
•	 The seller may reject sole offers that are lower 

than the anticipated selling price
•	 Another estate agent may sell the house at a later 

stage at a lower price than the first offer received 
during the period of the sole mandate (IEASA 
1985: 29).

A sole mandate over a relatively long period will not 
be worthwhile from the seller’s point of view in the 
following circumstances:
•	 Where the sale of the house is urgent
•	 Where the seller drops an initially high selling 

price and decides to accept the market price
•	 Where other estate agents have already exposed 

the house to the market over a fairly long period 
(IEASA 1985: 29).

In contrast, Jawitz (IEASA 1985: 29) states that a 
relatively long period may be desirable for the seller 
in the following circumstances:
•	 Where the seller is in no hurry to sell the house
•	 Where the supply of houses exceeds the demand
•	 Where the selling price is much higher than the 

market price.

Reasons sellers are unwilling to grant a sole 
mandate
Sellers are not always willing to enter into a sole 
mandate with an estate agent. Consequently, estate 
agents should inform sellers about situations in 
which such a mandate may be advantageous, because 
lack of information is usually precisely the reason for 
their unwillingness. Jawitz (IEASA 1985:30) lists the 
arguments usually raised by sellers:
•	 Sellers may be under the impression that if more 

estate agents are involved in marketing the house, 
there will be more opportunities to sell the house, 
since they represent more potential buyers and 
will make a greater effort in the presence of such 
competition, with the result that the house will 
sell at a higher price.

•	 Perhaps the seller or a friend has had an 
unpleasant experience with such an agreement, 
possibly because the estate agent, in their view, 
did not do his best to sell the house.

•	 The estate agent may not have allowed the intro-
duction of other buyers through other estate 
agents, because he would have had to share the 
commission, resulting in the seller losing the 
transaction of sale.

•	 Or the opposite applies — the seller may not care 
how many estate agents market the house because 
he is waiting for a predetermined offer.

•	 The seller will be obliged to pay commission if he 
withdraws the property from the market and sells 
it through another estate agent at a later stage.

•	 The seller will be obliged to pay commission if he 
sells the house himself.

•	 Other estate agents are prepared to market the 
house without such a mandate.

•	 The seller already has a friend in the property 
business and prefers using this friend’s services.

•	 The specific estate agency does not appear to be 
active in the seller’s area.

•	 If the seller enters into such an agreement, other 
estate agents may be loath to attempt to sell the 
house.
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Sellers should be made aware that estate agents are 
not happy with the absence of such a mandate, since 
there are always many other sellers who are prepared 
to grant them a sole mandate. Estate agents explain 
the following to their clients:
•	 An estate agent will take any low offer to the 

seller in order to ‘earn’ the commission under the 
noses of other estate agents who have the right to 
do the same.

•	 Potential buyers may come to the conclusion that 
the house’s selling price is too high, because so 
many estate agents are involved.

•	 No estate agent will spend the maximum time, 
effort or money to advertise a house which may 
be sold by someone else.

•	 Problems regarding the commission may arise 
especially when two or more estate agents were 
involved in the transaction.

•	 Other estate agents may not necessarily keep the 
principal informed of how matters are proceeding 
(IEASA 1985:31).

Advantages of a sole mandate
A sole mandate offers numerous advantages, but the 
following are considered the most important:
•	 An estate agent will make a more concerted effort 

to convince potential buyers of the value of the 
seller’s house, compared to other houses.

•	 Because of the single communication channel, 
the seller will know which estate agent is arriving 
to show his house.

•	 Disputes with other estate agents about commis-
sion will be eliminated.

•	 If all efforts to sell the house are unsuccessful, 
an estate agent will approach another agent to 
assist him and come to an agreement to share the 
commission.

•	 An estate agent will not spread rumours about 
reasons why buyers cannot be found for the prop-
erty (IEASA 1985:32).

In practice, sellers frequently refuse to sell their 
houses for less than a specified amount, even if the 
price is unrealistic under current market conditions.

If the estate agent (subject to a sole mandate) fails 
to sell a house at the desired price, because all the 
offers are too low, the frustrated seller may ask to sell 
the house himself.

Estate agents could add a clause to the sole 
mandate, which permits sellers a short period in 
which to attempt to sell the house themselves at a 
specified minimum amount. This amount is fixed at 
the maximum offer already made by buyers, which 
means that the seller may only sell the house at a 
higher price within the fixed period (otherwise it 
would be unfair towards the agency). The clause may 
also provide that a potential buyer, who has already 
made an offer, will be afforded an opportunity to 
make a similar offer or to better the offer received by 
the seller, before such an offer is accepted.

Sellers may also decide that they no longer wish 
to sell the house. In this case, the estate agent may 
end the sole mandate by asking the seller to sign a 
document cancelling the mandate. However, should 
the seller wish to sell the house in the near future, he 
will be bound (in this example) to sell it through the 
same estate agency. This prevents sellers from termi-
nating a sole mandate without sound reasons.

Furthermore, should the value of the property 
increase in the meantime (as a result of an upswing 
in the property market, for example) and the seller 
receives a higher offer from another agent, the seller 
may not accept this offer. Consequently, the seller 
would suffer a financial loss as a result of granting a 
sole mandate. In spite of these factors, it still appears 
that a sole mandate offers a seller sufficient advan-
tages, depending on the seller’s situation.

An open mandate
In the case of an open mandate, the owner and estate 
agents market the house. This kind of mandate is 
not, in fact, a binding agreement with a chosen estate 
agent. Principals may appoint as many estate agents 
as they wish to sell or let a property. With an open 
mandate, a seller will, for example, provide one or 
more agencies with information about the house for 
sale. Any estate agent or agency may subsequently 
sell the property and the seller is liable for paying 
commission to the agent who sells the house.

In the case of an open mandate, estate agents are 
less inclined to advertise a seller’s house as inten-
sively as in the case of a sole mandate. Because more 
estate agents are involved, more potential buyers will 
view the house than in the case of a sole mandate. 
An open mandate represents a greater probability 
that the seller will receive his desired price.
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An open mandate is recommended if a seller is 
not in a hurry to sell the property, wants a specific 
price for the property and wishes to retain the right 
to sell the property themselves. If a property has 
been on the market for a long time without being 
sold, a sole mandate is recommended.

A multi-mandate
Swanepoel (1987:5) defines a multi-mandate as 
the listing of a property made available in terms of 
an agreement with more than one estate agent or 
various estate agencies. The joint efforts of many 
agents improve the service to buyers and sellers. 
As in the case of an open mandate, there are more 
agents involved in the sale of the house than in the 
case of a sole mandate and a higher price may be 
negotiated.

A seller who has entered into a sole mandate with 
an estate agent may enter into a multi-mandate at a 
later stage; in other words, a sole mandate may be 
converted into a multi-mandate, particularly if the 
agency whose agent received the sole mandate is a 
member of MLS (Multi-listing Services). An estate 
agent who receives a multi-mandate will feed infor-
mation regarding the property into a computer, 
thereby providing all the participating agents (to the 
multi-mandate system) in the area with the relevant 
information.

Next, we discuss the legal requirements for estab-
lishing a contract between buyers and sellers.

12.7.2 requirements for a legally 
 binding contract
Because the basis of a contract is its validity, we will 
begin our discussion with the requirements for a 
legally binding contract, namely:
•	 The parties must have contractual capacity
•	 There must be a meeting of minds (consensus) 

between the parties
•	 There must be a state of juridical and physical 

feasibility
•	 The contract must comply with all formalities.

Parties with contractual capacity
A contractually capable party is defined by Ring and 
Dasso (1985:137) as a person who is legally qualified 
to enter into a binding contract. The parties to a 
transaction may be natural persons and/or legal 
persons (bodies corporate).

Natural persons
Husband and wife
Here, we will focus on the effects of the Matrimonial 
Property Act 88 of 1984 on the capability of married 
couples to enter into a contract with another party.

Matrimonial Property Act 88 of 1984
It is essential that estate agents advise their clients 
on the effect of the Matrimonial Property Act. This 
Act radically changed the marital regime between 
husband and wife. Clients should be informed of 
how a husband, wife or both are affected or bound 
by a purchase contract as a result of the nature of 
their matrimonial regime.

The purpose of the Act was to create legal equality 
between spouses and to provide financial protec-
tion to both spouses entering into marriage after 
the commencement of the Act, whether married 
in community of property or out of community 
of property. The accrual system was also intro-
duced; but, in order to offer couples the widest 
possible choice, they were given the opportunity 
of marrying with or without the application of the 
accrual system. Although community of property 
was retained, marital powers were abolished in all 
marriages entered into after 1 November 1984, and 
equal rights to administer joint possessions were 
included (Sections 21(1) and 4(a) of the Matrimonial 
Property Act).

The accrual system was introduced to avoid the 
previous financial disadvantages associated with 
marriages out of community of property (Van der 
Spuy 1984:15).

In the section below we shall first discuss the 
position of a husband and wife in the conclusion of 
contracts before the commencement of this Act, and 
then we shall discuss the implications of the Act on 
buyers and sellers.

Concerning the contractual capacity of men and 
women, we have to distinguish between married 
and unmarried persons. Concerning a married man 
and woman, a distinction must be made between 
marriages before and after the Matrimonial Property 
Act. This Act made provision for persons married 
before its introduction to change their matrimonial 
regime. Since the Act does not affect legal persons 
(bodies corporate), we shall confine our discussion 
to natural persons.
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Enforcement before commencement of the 
Matrimonial Property Act 88 of 1984
When reference is made to marriages concluded 
before the commencement of the accrual system, it 
means before 1 November 1984. The accrual system 
is applicable to marriages out of community of 
property entered into on or after this date (Section 
4(a) of the Matrimonial Property Act).
•	 Position of a husband. A man who has never 

been married may, in his personal capacity, enter 
into a contract to purchase, sell or let immovable 
property provided he is of age, is not insane, is 
not an unrehabilitated insolvent, has never been 
declared a prodigal by a court order and is not 
completely under the influence of alcohol or 
drugs. The contractual capacity of an unmar-
ried woman is the same as that of a man (Delport 
1982:12). A man married out of community of 
property before 1 November 1984 is fully contrac-
tually capable and may buy and sell immovable 
property without the consent or knowledge of his 
wife, provided that he is not insane or an unreha-
bilitated insolvent. Therefore, a married man may 
conclude transactions to buy and sell immovable 
property that forms part of the communal estate.

•	 Position of a wife. A woman married in commu-
nity of property before 1 November 1984 falls 
under the marital power of her husband and 
may not enter into certain contracts without his 
consent. Therefore, she may not alienate (dispose 
of) or mortgage any immovable property forming 
part of the joint estate or her own private property 
without the consent of her husband. The right to 
share in a spouse’s estate cannot be ceded or be 
subject to attachments during the existence of 
the marriage and does not form part of a spouse’s 
insolvent estate. If a wife buys or sells property 
as her husband’s representative, the wife must 
obtain permission in writing from the husband at 
the stage at which she signs the contract. When a 
woman is married in community of property and 
conducts business as an estate agent, however, 
she does not need her husband’s consent to buy 
and sell immovable property (Delport 1982:12; 
Delport 1987:185). Furthermore, being an estate 
agent, she should be able to provide her husband 
with financial advice on purchase transac-
tions. However, since the commencement of 
the Matrimonial Property Act, the contractual 

capacity of a wife married in community of prop-
erty has undergone considerable change. A woman 
has full contractual capacity with regard to her own 
estate if she is married out of community of prop-
erty with exclusion of her husband’s marital power.

The following discussion deals with marriages 
subject to the accrual system.

Enforcement after commencement of the accrual 
system. Every marriage out of community of prop-
erty in terms of an antenuptial contract by which 
community of property and community of profit 
and loss are excluded, which is entered into after the 
commencement of the Matrimonial Property Act, 
is subject to the accrual system, except in so far as 
that system is expressly excluded by the antenuptial 
contract. At the dissolution of a marriage subject to 
the accrual system, by divorce or by death of one or 
both of the spouses, the spouse whose estate shows 
no accrual or a smaller accrual than the estate of the 
other spouse will derive a profit (Delport 1982:488).

Position of a husband. The marital power that a 
husband had under the common law over the person 
and property of his wife was abolished in respect of 
marriages entered into after the commencement of 
the Matrimonial Property Act. The effect of the aboli-
tion of the marital power was to do away with the 
restrictions which the marital power placed on the 
capacity of a wife to contract and to litigate (Sections 
11 and 12 of the Matrimonial Property Act). In the 
case of a marriage out of community of property, 
the husband has full contractual capacity regarding 
his own estate, but has no contractual capacity to do 
business with property that forms part of his wife’s 
estate. If the marriage is in community of property, 
a system of co-management is applied, according to 
which neither party to the marriage may perform 
any juristic act with regard to the joint estate without 
the consent of the other spouse. Consequently, one 
party may not do any of the following without the 
written consent of the other party:
•	 Alienate, mortgage, burden with a servitude or 

confer any real rights in any immovable property 
forming part of the joint estate

•	 Enter into any contract in respect of the above
•	 Alienate, cede or pledge any shares, stock, deben-

ture bonds, insurance policies, mortgage bonds, 
fixed deposits or any similar assets, or any invest-
ment by or on behalf of the other spouse in a 
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financial institution, forming part of the joint 
estate

•	 As a purchaser enter into a contract as defined in 
the Alienation of Land Act 68 of 1981 (that is, an 
instalment agreement) or

•	 Allow the transfer of immovable property or the 
registration of real rights with regard to immov-
able property (Delport 1982:492; Section 15(2) of 
the Matrimonial Property Act).

Should a spouse wish to sell a house together with 
the furniture, separate consent (which may be given 
verbally) must be obtained from the other spouse 
with regard to the movable property (furniture).

Position of a wife. A wife has full contractual 
capacity and the same powers as her husband 
regarding the management of the joint estate (assets 
and debts excluded), if she is married in community 
of property. The position of the wife is the same as 
that of a husband if she is married in community of 
property. A wife married before 1 November 1984 
could, in terms of the Matrimonial Property Act, 
change her matrimonial property regime from the 
old to the new property dispensation. This means 
that the marital power could be abolished so that 
both spouses could have full contractual capacity 
(Sections 21(1) and 4(a) of the Matrimonial Property 
Act). This concession expired in November 1986.

Implications of the Act for buyers and sellers. The 
marriage regime under which buyers and sellers are 
married has specific implications for themselves 
and other buyers and sellers with regard to immov-
able property (houses) and the associated purchase 
contracts. Such parties must know that they may 
not sell a house if it belongs to their husband/
wife according to their marital regime, or if they 
do not have the written consent of their marriage 
partner. Similarly, a house cannot be bought using 
funds obtained from the other spouse’s estate or 
from the joint estate (if married after 1 November 
1984) without the written consent of the spouse. No 
consent is necessary, however (despite the marital 
dispensation), for taking or granting an option on 
a house on behalf of a spouse. Section 15(9) of the 
Act makes provision for the protection of a buyer in 
the case in which a transaction is handled as though 
a spouse has given permission, while he or she in 
fact has not, if such wronged buyer did not know or 
could not reasonably have known about the require-

ments for such permission (Van der Spuy 1984:26). 
Van der Spuy (1984:26) further suggests a business 
practice with which third parties should comply 
when contracts of purchase or sale are entered into.

Asking the following questions may eliminate or 
greatly reduce this problem:
•	 Are you married and, if so, when were you 

married?
•	 If before 1 November 1984, were you married in 

or out of community of property? (Please furnish 
copy of marriage certificate.)

•	 If after 1 November 1984, were you married in 
or out of community of property? (Please furnish 
copy of marriage certificate.)

•	 If in community of property, do you have the 
consent of your spouse? (Please furnish written 
consent).

•	 Has your matrimonial property dispensation 
been changed in terms of Act 88 of 1984? (If so, 
please furnish a copy.)

Similarly, it is suggested that questions be posed 
to unmarried persons with regard to their age and 
guardianship, even though this Act is not applicable 
to unmarried persons.

Foreign law marriages. The parties to a purchase 
contract regarding immovable property in the 
Republic of South Africa may not always be married 
in terms of the South African legal system (Delport 
1982:12–14). This fact, if applicable, must be 
mentioned in the purchase contract. For example, 
a wife whose marriage is controlled by the law of 
another country may have property registered in her 
name if she is not subject to the marital power of her 
husband in terms of the law of that country.

The role of the estate agent. Although estate agents 
cannot play the role of an attorney (among other 
things because of a difference in training), they 
should be well-acquainted with the implications 
of this Act for buyers and sellers. A considerable 
amount of time and money can be saved if the 
marriage property dispensation of couples is deter-
mined early in the negotiation process. A spouse 
may, for example, negotiate to sell a house that 
belongs to the other spouse and, meanwhile, procure 
another house on the basis of this first potential 
transaction. If the other spouse (who is the lawful 
owner of the house) does not consent to the selling 
of the house at a later stage, both spouses may face 

Personal Finance Management 5e.indb   407 12/12/2016   2:50:21 PM



Personal Financial Management408

a financial dilemma as a result of the new purchase 
transaction. Buyers and sellers should be informed 
before they start to conclude a contract, otherwise 
the purchase may eventually be declared null and 
void and the parties may have rejected other attrac-
tive deals in the interim. Or a spouse may have 
entered into another contract, which could mean 
double financial responsibilities if the first contract 
expired. Once a potential buyer or seller has been 
canvassed, the estate agent should determine the 
effects of the Matrimonial Property Act and point 
out its implications to the parties throughout the 
negotiation process. Spouses in the process of a 
divorce could both suffer a financial loss if they do 
not make a decision about the price of their house 
in good time (before concluding the contract with 
the buyer).

A minor
A minor may act as a buyer, lessor or lessee of 
immovable property with the assistance of his 
father/mother and/or natural/legal guardian, but is 
prohibited from acting as the seller of immovable 
property (Section 80, Estate Duty Act, 1965) unless 
permission has been obtained from the High Court 
or the Master of the High Court (Delport 1982:12). 
In terms of South African law, an unmarried person 
under the age of 21 years is considered a minor. If 
they marry, persons under the age of 21 obtain the 
status of an adult. A court of law may declare a 
minor an adult with contractual capacity. A divorced 
person under the age of 21 years is also considered 
to have contractual capacity.

A legal or juridical person
Van Jaarsveld (1978:62) defines a legal or juridical 
person as an entity that may be the bearer of rights 
and obligations, in other words, a legal person may 
act as a debtor and/or creditor in a contract. A legal 
person usually has the capacity to do business with 
immovable property and is represented as follows: 
a private or public company registered in terms of 
the provisions of the Companies Act 61 of 1973, or 
a close corporation established in terms of the Close 
Corporations Act 69 of 1984.

Ring and Dasso (1985:138) state that contractual 
capacity in respect of a legal person is also impor-
tant where executors, administrators, trustees, 
persons acting with power of attorney, agents and 

legal persons conduct property business. Any person 
conducting business with a legal person is therefore 
strongly advised to insist on proof of legal capacity.

Maritz (1983:99) points out that most contracts 
contain a resolution by the executive body of a legal 
person, in which the nature of the transaction is 
explained, among other things, and in which the 
authorised agent’s nomination to act is confirmed.

An unincorporated body
A contract may be concluded on behalf of a company 
or close corporation that still has to be formed or 
incorporated (an unincorporated association or 
body). Authorisation to enter into a contract on 
behalf of an unincorporated association does not 
have to be in writing and the contract is known as 
an alienation deed. An unincorporated association 
has no rights or obligations in terms of a contract 
concluded on its behalf before the association (or 
enterprise) has been incorporated. The contract 
entered into normally stipulates whether the 
representative will be held liable in his personal 
capacity if the legal person does not confirm (ratify) 
the contract after its incorporation.

Buyers and sellers wishing to conclude a contract 
with a representative of an unincorporated associa-
tion should obtain advice regarding liability in the 
event of the legal person not confirming the contract 
after its incorporation. Estate agents should advise 
buyers and sellers, if possible, or an attorney should 
be consulted.

consensus between buyer and seller
The law of contract requires that the parties to a 
contract must declare their respective wishes in 
the contract. Van Jaarsveld (1983:27) states that a 
meeting of minds (agreement or consensus) must 
be apparent from the actions of the parties, although 
this is not sufficient for the formation of a contract. 
Parties who anticipate legal effects or consequences 
must act in such a way that the other party is 
involved. Agreement or consensus is established by 
means of an offer and acceptance. These concepts 
are explained below.

An offer
An offer is made by a prospective contractor as a 
declaration of intent, and it contains suggestions 
regarding the conclusion of a contract with a specific 
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content. It is of such a nature that a contract is formed 
immediately the person to whom it is directed agrees 
to it (Christie 1981:20; Van Jaarsveld 1983:27). The 
function of an offer is to express the offeror’s wishes 
and to elicit a response from the offeree(s). This 
means that a buyer makes an offer to the seller (the 
opposite is also possible) which invites the seller to 
respond to a particular suggestion concerning the 
conclusion of a contract between them.

Acceptance
Thereafter, the seller (the offeree) states his 
corresponding wish, called an acceptance, to accept 
the offer. Instead of accepting an offer, a seller 
may make a counteroffer and wait for the buyer’s 
acceptance. If this offer is accepted, a legal contract 
may be formed between the parties, provided that 
the further requirements for the conclusion of a 
contract have been met.

A buyer or seller may withdraw an offer regarding 
the purchase or sale of a house before acceptance, 
even if an estate agent is handling the offer. Once the 
third party has accepted the offer, an agreement has 
been formed and the offer can no longer be with-
drawn. An offer may lapse after a certain period of 
time (previously agreed upon, or after a reasonable 
period), after rejection or when a counteroffer has 
been accepted. For more information on offers and 
counteroffers, consult Coaker and Schultz (1980: 
2–14).

Christie (1981:46–48) points out that an offer 
may only be accepted by the person to whom it is 
addressed. An acceptance means that the person 
who received the offer has expressed his intention 
and declared his absolute consent to the proposals 
(Van Jaarsveld 1983:32).

legal and physical feasibility
Legal feasibility means that the contract must not 
conflict with the provisions of legislation or the 
common law, while physical feasibility means that 
the subject of the contract must be practicable (Van 
Jaarsveld 1983:82).

Legal feasibility
Legal feasibility implies, for example, that a seller 
may not sell his house to a minor (without the 
assistance of a guardian). Similarly, a buyer may not 
purchase a house from a minor. A person may not 

purchase a house on behalf of a company that does 
not exist and may never be established.

Physical feasibility
Physical feasibility implies, for example, that a 
person may not sell a house that is non-existent or 
that does not belong to him- or herself. The reason 
for this is that fulfilment or performance (providing 
the house) is impossible at the time the contract is 
concluded.

objective impossibility
As far as physical feasibility of a contract is 
concerned, a distinction must be made between 
objective and subjective impossibility to perform. 
Objective (absolute) impossibility occurs, for 
example, where, due to a natural disaster, a house is 
destroyed after it has been sold and therefore cannot 
be delivered to the buyer. Even if the buyer were 
able to offer a counter-performance, no agreement 
would arise and no claim could be instituted for the 
fulfilment of the contract.

If the buyer has already incurred expenses in 
view of the fulfilment of the contract (for example, 
bought curtains for the new house) he would not 
be able to claim damages from the seller unless he 
could prove negligence on the part of the seller. Van 
Jaarsveld (1983:97) points out that in the absence of 
any blame, the damages should rest ‘where they have 
fallen’. This means that the buyer cannot recover 
expenses from a seller for purchasing curtains, for 
example, if the seller has not acted in a negligent 
manner.

Subjective impossibility
Subjective (relative) impossibility of performance 
exists where it is not impossible for both parties to 
perform, for example where a buyer cannot pay for a 
house or where a seller sells a house included in his 
insolvent estate. In such cases a contract does exist 
between the parties.

A fourth requirement for the legality of a 
contract is formality or formal requirements. This is 
explained below.

A contract must comply with all formalities 
Formal requirements are the statutory instructions 
that determine the appearance of a contract before 
it is legally enforceable (Mosterd 1972:42). The law 
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requires that the purchase contract for immovable 
property must be in writing, in such a way that it 
contains the rights and obligations of both parties. 
The reason given for this is that fraud can more 
easily take place when a contract is not in writing;  
formal requirements therefore help to prevent fraud. 
Coaker and Schultz (1980:202) state that the courts 
will not enforce a purchase contract unless it is in 
writing and signed by the parties or their agents, 
who also have authority in writing to act on their 
behalf.

Any amendment of a purchase contract by a 
buyer or seller must be in writing, but the law does 
not require that the termination of a contract must 
be in writing. A question that may be raised here is 
whether an offer to an option of a buyer or seller 
must be in writing. According to Mosterd (1972:54), 
it must be in writing, since the acceptance of the 
option in writing would establish a valid purchase 
contract.

Section 3 of the Alienation of Land Act, 1981, 
stipulates that the requirements of recording and 
signing and alienation deed in writing do not apply 
to the sale of land by public auction, unless the 
purchase price or any other money is payable in 
more than two instalments over a period of more 
than one year. In such a case, the provisions of this 
Act (applicable to most agreements in respect of 
immovable property) are applicable and the condi-
tions of sale must be drawn up in terms of Section 16 
of the Act and immediately read out in public before 
the auction. The buyer must also be provided with a 
copy immediately after the auction.

Although the requirements of a written contract 
apply, estate agents should be able to inform buyers 
and sellers that a purchase agreement may consist 
of more than one document. Mosterd (1972:55) 
mentions that a purchase contract often consists of 
an offer in writing signed by the seller, which the 
buyer accepts by signing, or the buyer may accept the 
offer by signing a separate document. The commu-
nication of acceptance need not be in writing.

Maritz (1983:103) states that a telegraphic accept-
ance of an offer to purchase is legal, provided that 
the telegram is signed by the person accepting the 
offer when handed in at the post office. The conclu-
sion of a sole mandate may occur by means of an 
e-mailed offer and acceptance. In cases in which 
time is a critical factor for making or accepting an 

offer, estate agents must inform buyers and sellers 
that they may use e-mails. Although estate agents do 
not perform the duties of an attorney, they should 
nevertheless be capable of advising clients on the 
correct procedure for offers and acceptance in the 
property market. However, an attorney should be 
consulted for advice on the technical aspects.

An offer and an acceptance may also be faxed. 
In reality, the offer is relayed within seconds, even 
though the receiver may be thousands of kilome-
tres away. Similarly, an offer may be accepted and 
a counteroffer made within seconds. Estate agents 
must be acquainted with the use of modern tech-
nology where time is a critical factor.

Like any other contract, a purchase contract has 
specific features. These are dealt with below.

12.7.3 Three requirements of a purchase 
 contract
Normally, three matters are dealt with in purchase 
contracts in respect of residential property:
•	 The nature of the contract to purchase and sell
•	 The specific property involved
•	 The price at which the property will be sold (Kerr 

1984:3).

The buyer and seller must reach consensus on each 
of these points before a purchase contract becomes 
legally binding. Firstly, both parties must have the 
intention to purchase and sell, and the buyer must 
receive the use and enjoyment of and powers of 
disposal over the subject of purchase; in other words, 
he must become the owner of the subject. Secondly, 
the property (house) to be sold must be described 
in the purchase contract in such a manner that the 
buyer knows which house he will be purchasing 
from the seller. Thirdly, the parties must agree on 
the purchase price. Kerr (1984:23) states that there 
must be certainty about the price, which must be 
indicated in monetary terms. Where a purchase 
contract is silent about one of these three items, it 
will be null and void, since it must contain exactly 
what has been agreed upon.

12.7.4 Standard contractual clauses
Section 83 of the Attorneys Act 53 of 1979 is 
applicable to the drafting of contracts. This section 
stipulates that no person other than an attorney may 
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draft any contract in respect of immovable property 
for remuneration, or have a share in it, except for a 
lease with a term not exceeding five years (Delport 
1982:38; Section 83 of the Attorneys Act, 1979).

A distinction is made between the following:
•	 Cash deed of purchase
•	 Offer to purchase
•	 Alienation deed.

Estate agents have an important role to play with 
regard to these, since many of the clauses require 
that clients be given financial advice, such as the 
following.

Buyers must be informed that the risk is trans-
ferred from the seller to the buyer on the date on 
which the contract is concluded. Consequently, 
the buyer must either obtain information from the 
seller’s insurer that the property remains insured 
until registration or transfer, or buyers must arrange 
insurance from the date on which they receive the 
property rights (the registration date). Estate agents 
must point out to buyers and sellers that they must 
come to a mutual agreement on the date on which 
the risk is transferred to the buyer.

The parties must also be told that they must 
come to an agreement on the payment of commis-
sion. Both parties must bear in mind the payment or 
receipt of occupational interest if the date of occupa-
tion does not coincide with the date of registration 
of the deed of transfer.

Buyers must know that movable property 
(furniture) that appears in the same agreement as 
immovable property, must be described separately 
because of the higher transfer and other costs. 
Sellers must also be informed that they have to pay 
VAT on movable property that is sold separately 
from immovable property.

The seller is indemnified against  latent (invis-
ible) defects in the property of which the seller was 
unaware. If the seller was aware of such defects, he 
will not be protected against the buyer’s claims. On 
the other hand, patent (visible) defects are defects 
which would be noticed by the normal actions of 
a person. Kerr (1984:77) indicates that a defect is 
latent when it is equally possible to discover as not 
to discover, and where in half the cases it will not be 
discovered.

Schaller (1984:47) explains the voetstoots (as it 
is) clause as one in which a seller gives the buyer an 
implied guarantee that the property does not have 
latent defects, in other words, defects which cannot 
be detected by reasonable inspection. This clause 
must be explained to the parties concerned, as well 
as the rule ‘huur gaat voor koop’ (lease goes before 
sale) and what the implications of existing tenants 
are for the buyer.

The alienation deed is a contract which stipulates 
that a residential plot is being sold and that repay-
ment will take place in more than two instalments 
over a period exceeding a year (Delport 1982:88–
92). Estate agents should advise clients on the effects 
a possible rise in interest rates may have on the 
number of instalments to be paid.

Important aspects that form part of contracts 
are suspensive and resolutive conditions. Frequently, 
property transactions are not concluded as a result 
of compliance or non-compliance with these condi-
tions, and it is important that estate agents advise 
potential buyers and sellers on the meaning of these 
conditions in a contract. The difference between a 
suspensive and a resolutive condition is explained 
below.

Van Jaarsveld (1983:279) states that a condition is 
suspensive when the commencement of the intended 
operation of a contract depends on something that 
must happen in the future, or that must not happen. 
Once these conditions have been fulfilled, the 
purchase contract takes effect, or else the contract 
falls away.

The following are suspensive conditions:
•	 Where a buyer wants to sell his own house first
•	 Where a buyer who wants to sell his house first 

has to wait for a bond to be granted to the buyer 
of his house

•	 Where a buyer is waiting to be granted a bond.

The position when the conclusion of a contract 
depends on a resolutive condition is the opposite 
of the position in the case of a suspensive condi-
tion (Van Jaarsveld 1983:280). In other words, once 
the condition has been fulfilled, the existing right 
or obligation will terminate. A buyer may include 
a resolutive condition in a purchase agreement, 
which may be the occurrence of one or more of the 
following events, for example:
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•	 The erection of a prison in the vicinity of the 
house the buyer wishes to purchase

•	 The development of a freeway, nudist camp, 
defence force unit or an industrial area.

Estate agents should inform clients of these and 
the many other aspects relating to the contracts, or 
they should advise clients to consult an attorney. 
However, the aspects mentioned above are consid-
ered the most important.

Our next discussion involves options and the 
right of first refusal as agreements that may arise 
between two parties.

12.7.5 An option
Earlier in this chapter, we referred to making an 
offer in writing in order to obtain an option. Delport 
(1982:14) defines an option as an offer to purchase 
or sell property (or to lease or let property), coupled 
to an agreement not to revoke this offer for a certain 
period. An option consists of two parts:
•	 A general offer to purchase or sell property, 

which has to comply with the usual requirements 
for an offer in general

•	 An agreement to reserve the offer for a specific 
period of time.

In practice, the period for reserving the offer is 
usually stipulated. A seller (giver of option) may 
make the buyer an offer regarding the exercising 
of the option before the period expires to enable 
the buyer (option holder) to exercise this option. 
Consequently, the buyer may exercise the option 
before the expiry date by accepting the seller’s offer.

Setting out an option
As in the case of a purchase agreement for immovable 
property, an option must clearly stipulate the specific 
property, the price and information regarding the 
relevant parties. The estate agent must ensure that 
an option specifies the following:
•	 The material terms of the agreement
•	 The legal position of the parties after conclusion 

of the agreement
•	 The date on which the payment of interest must 

commence
•	 The dates on which the term commences and 

ends

•	 Whether the capital sum is to be paid in instal-
ments or not (Delport 1985:15).

Buyers and sellers could suffer financial loss in the 
absence of advice regarding the explanation of an 
option, should a court order that:
•	 The buyer (who was under the impression that 

the purchase price would be paid in instalments) 
has to pay the capital sum in full

•	 The seller (who expected the buyer to pay the 
capital sum in full) has to be paid in instalments 
over a relatively long period, while the seller 
has already taken on other financial obligations 
and is therefore relying on full payment of the 
purchase price

•	 The buyer has an obligation to pay interest to the 
seller, which is back-dated over a period of three 
years, for example

•	 The seller cannot recover any interest from the 
buyer

•	 Either the buyer or seller owes the agent a 
commission, while this had not been anticipated 
by the parties concerned.

Numerous other examples may be added. The advice 
of an estate agent or attorney can be of great value 
to make clients aware of the operation of an option.

Exercising an option
An option is exercised by the unconditional 
acceptance of the offer to purchase or to sell 
(whichever may be the case). The acceptance must be 
in writing and signed by both parties concerned, or 
by the agent who signs with the written permission 
of one or the other on their behalf. An option may 
be exercised in the same document or in another 
document (Delport 1985:16).

From this discussion it is clear that giving 
someone an option ‘until Saturday’ is not a valid 
option. To be valid, an option must be set out 
as follows (Delport 1985:18): ‘I ... (seller) hereby 
grant ... (buyer) an option to purchase my house... 
(address) at R ... (price) which will be payable in full 
at registration. The option expires ... (date and time). 
Signed: ... (seller).’

If a tenant who signed a lease with the option 
to purchase eventually purchases the property, the 
lessor is responsible for paying the agent’s commis-
sion. Where the same estate agent handles both 
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the lease and the purchase contract, the commis-
sion paid beforehand must be deducted from the 
commission for the purchase contract.

There is often confusion about the difference 
between an option and a right of first refusal. The 
difference can be explained as follows.

12.7.6 right of first refusal
A person obtains the right from the owner of the 
property, should the owner wish to sell, to be granted 
the first opportunity to purchase the property. The 
price and terms will be the same for the holder of the 
right as for a bona fide third party (Maritz 1983:109).

The holder of a right of first refusal is not obliged 
to purchase if the opportunity should arise. Similarly, 
the owner is not obliged to sell the property to the 
holder, but is merely obliged to give the holder the 
first opportunity to purchase, should the seller come 
to such a decision. The owner may not sell the prop-
erty at a better price or on better terms (of which the 
holder is unaware) to a person other than the holder.

Estate agents should advise buyers and sellers 
regarding the rights and obligations that stem from a 
right of first refusal and recommend this or conclude 
it on behalf of a principal, if it is in the interest of the 
principal.

12.8 rAiSinG finAncE for ThE 
 PurchASE of A houSE

12.8.1 introduction
In this section, we will discuss the methods and 
sources of financing available to buyers and sellers 
in the housing market. Finance is not only required 
over the long term—people often need money 
to meet financial requirements for a year or two. 
Various institutional sources of financing exist, of 
which banking institutions and building societies 
are the most important. These institutions represent 
primary sources of financing for buyers and sellers 
of houses, who may also make use of secondary 
sources, for example friends and investors.

Estate agents must ensure that buyers and sellers 
are advised on bond repayments, since lack of infor-
mation may hold considerable implications for the 
parties. The parties should not only be informed 
about obtaining a bond or loan, but also about the 
benefits regarding the way in which they may be 
utilised.

Many organisations provide their employees with 
housing subsidies, and estate agents should explain 
the effects of a subsidy (if applicable) on the instal-
ments. Subsidies are taxable and the parties should 
realise that the use of such fringe benefits is not 
free. Estate agents should keep abreast of the various 
subsidy schemes that exist in order to point out the 
benefits to buyers and sellers.

Buying a house is a commitment with consid-
erable financial obligations. The average buyer 
is seldom able to finance the purchase with his 
own cash, and usually has to borrow the differ-
ence between the purchase price and his own cash 
reserves.

The following are some methods of raising 
finance to buy a house.

12.8.2 Methods of raising finance to buy 
 a house

Miller (IEASA 1985:122) distinguishes the following 
methods of financing a house:
•	 Cash
•	 Partly cash, balance by means of a mortgage bond
•	 Jointly cash, balance in instalments
•	 Joint property rights
•	 100% mortgage bonds.

Financing methods used at present consist of combi-
nations of one or more of the methods mentioned 
above. Each of the five methods is discussed below.

cash
In order to give their clients good advice, estate 
agents must establish whether clients’ cash is in their 
possession or invested, and how or when the money 
will be available to the attorney effecting the transfer. 
Replies could be any of the following:
•	 On request
•	 Fixed deposit
•	 Shares
•	 Held by an attorney
•	 Employer will make cash available
•	 A pension scheme (IEASA 1985:122).

Cash deposited at a financial institution may be 
drawn on request, except in the case of a fixed 
deposit. The conditions on a savings account, for 
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example, determine the right of the depositor to 
withdraw funds.

Cash is often invested with a bank or building 
society for a fixed period of, for example, 12, 24 or 
36 months, during which time it may not be with- 
drawn. In terms of Section 21 of the Banks Act 23 
of 1965, a bank must repay a fixed deposit at the 
expiry date and not earlier. However, if the depositor 
instructs the bank to reinvest this amount, the bank 
is not obliged to repay the money on the expiry date 
(Section 21 of the Financial Institutions Amendment 
Act 106 of 1985; Unisa 1985:93).

In exceptional cases, a bank may pay a fixed 
deposit before the expiry date:
•	 Where the deposit forms part of the assets of a 

deceased estate
•	 Where the depositor is placed under judicial 

management or under liquidation
•	 Where the deposit is required by a pension fund 

to make deferred pension payments
•	 Where the Registrar of Banks approves the early 

repayment (Unisa 1985:94).

Bannock et al. (1977:372) describe a share as one of 
a number of equal parts in the nominal capital of 
a company, which gives the owner of the share the 
right to part of the split profit and to the residual 
value of the company if it is liquidated. A shareholder 
is a person who owns a share in a company. A share 
certificate is issued to shareholders and is proof of 
ownership of shares in a company.

A listed share is a share which appears on an 
official list at the Johannesburg Securities Exchange 
(after approval of a listing of a company’s shares on 
the securities exchange) and which may be sold on 
the securities exchange (Brummer & Rademeyer 
1982:4). Listed shares may be converted to cash 
almost immediately.

Unlisted shares cannot always be converted to 
cash immediately because there may not necessarily 
be an immediate buyer. Furthermore, shareholders 
are not always prepared to sell their shares at current 
share prices.

A person often sells his house and waits for an 
attorney to finalise the transfer. Estate agents must 
confirm the facts of the case with the attorney in 
order to determine when the money from the sale 
will be available for the seller’s use.

In the case where an employer provides the 
money, housing schemes must be investigated. Estate 
agents must ascertain whether their client does, in 
fact, qualify for a certain housing scheme, how 
this scheme functions and, if necessary, they must 
explain it to the client.

Funds obtainable from a pension scheme are 
usually applicable to retired persons. Estate agents 
must make sure of the facts regarding the payment 
of such an amount in cash, before an agreement of 
purchase can be concluded.

Partly cash, balance by means of a mortgage 
bond
This method of purchase is the most common 
form of financing, and many variations are avail- 
able. Assume that a person purchases a house for 
R100 000. He may have R20 000 in cash and obtain 
a bond for R80 000 from some institution for the 
balance. If he has only R10 000 in cash, and needs a 
further R10 000 (in addition to the R80 000 bond), 
this may be financed from the following sources, 
according to Miller (IEASA 1985:124):
•	 From the seller or another natural or legal person 

as a second mortgage on the house
•	 From the seller by providing a promissory note
•	 From the seller or another natural or legal person 

who invests an equal collateral amount
•	 The registration of a notarial bond, in favour of 

the seller, over movable property such as vehicles, 
furniture and equipment.

Partly cash, balance in instalments
Miller (1987:144) states that new houses are normally 
advertised as a total package. The seller (usually a 
developer) subsidises the payment of interest by 
the buyer for a certain period (for example one, 
two or three years). From the advertisement, it may 
appear as though the payment of interest is in fact 
subsidised, but this is not necessarily true. This 
method is known as hire-purchase (instalment sale) 
and is covered by the provisions of the Alienation of 
Land Act 68 of 1981. A seller may, for example, offer 
a house at a selling price of R85 000 as follows:
•	 A deposit of R8 500
•	 12 or 24 monthly instalments of R850 each (at 

12% per annum).
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After this period of time the buyer must register 
a bond over the house in order to pay the seller. If 
the buyer is unable to raise finance, he must sell 
the house. The buyer will suffer a loss if he cannot 
sell the house at a price that could redeem the 
outstanding debt, although it should normally be 
possible because of the continuous increase in the 
market value of property. If the market value of the 
house rises, a buyer should be able to obtain a bond 
to settle the outstanding debt.

Estate agents must inform their clients of the 
benefits both parties (buyers and sellers) may derive 
from this type of financing. The benefits for the 
buyer are:
•	 The buyer enters the property market with little 

initial cash
•	 The buyer becomes an owner instead of a lessee
•	 The contract may be adapted with the aid of the 

seller to suit the financial ability and require-
ments of the buyer (Miller 1987:144).

The benefits for the seller are:
•	 The responsibility for the maintenance of the 

house rests with the buyer
•	 If the buyer cannot continue payment at a later 

stage, the house will still be registered in the 
name of the seller

•	 The seller receives a cash deposit when the agree-
ment is concluded – a faster process than in the 
case of a normal transfer

•	 This sales method lends itself to tax benefits 
(Miller 1987:145).

This contract document contains the following 
requirements:
•	 A minimum of two instalments are required
•	 A cash deposit has to be paid
•	 An interest rate must be indicated (even if it is 

nil)
•	 The date of conclusion (date at which the buyer 

must take transfer) must be indicated (Miller 
1987:146).

Joint property rights
Joint property rights exist when two or more persons 
are joint owners of the same property, that is, they 
share the same property in undivided shares, or 
they are joint owners of the property in its entirety 
(Delport 1987:28). The extent of each joint owner’s 

undivided share does not have to be the same – one 
may own 70% of the undivided share and the other 
30%. The extent of each joint owner’s undivided 
share determines:
•	 Their share in the profit and general expenses
•	 Their rights and obligations in the event of the 

termination of joint property rights (Delport 
1987:29).

•	 Joint owners may arrange their rights and obliga-
tions by means of an agreement. In the absence 
of such an agreement, the following common-law 
principles apply:

•	 Each joint owner is entitled to use the property 
for the purpose for which it was bought.

•	 Joint owners cannot prevent one another from 
using the property jointly, for example by locking 
a door to prevent a joint owner from using a 
common room in a house.

•	 The profits must be split between joint owners 
according to each one’s share.

•	 Joint owners must share any maintenance costs 
on a pro rata basis.

•	 All the joint owners must agree to the selling or 
mortgaging of the property. A majority decision 
is not sufficient. In the case of a lease or sale, the 
estate agent must make sure that all the parties 
sign the relevant contract. If a joint owner acts on 
behalf of another joint owner, he must have the 
other party’s power of attorney.

•	 A joint owner may (depending on the mutual 
agreement) lease or sell his own undivided 
share without the permission of the other joint 
owners. If an estate agent receives an instruction 
to lease or sell an undivided share on behalf of a 
joint owner, he must ascertain whether this joint 
owner is prohibited from doing so by a mutual 
agreement (Delport 1978:29–30).

A person may sell a specified percentage (undivided 
share) of his house (for example, 40% or 60%) to a 
buyer. The seller subsequently retains part of the sold 
house. If the buyer sells the house at a later stage, the 
amount exceeding the initial purchase price (first 
purchase transaction) is divided among the parties 
according to the ratio of joint ownership.

100% mortgage bonds
This method of financing normally occurs through 
a company’s housing scheme or through schemes 
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which government departments offer to their 
employees (Miller 1987:147).

Long-term financing is financing for a period of 
five years and longer. The requirements for financing 
a house are long-term because very few people are 
in a position to repay the bond amount for a house 
over a short period; the sources and instruments 
of long-term financing are therefore important for 
buyers and sellers. This is the main reason why 
deeds of mortgage are offered for the financing of 
housing, since bond financing is granted from funds 
over which long-term powers of disposal have been 
obtained.

The following section provides information on 
the instruments and sources available to buyers and 
sellers for raising finance for a house.

12.8.3 long-term financing instruments
The money provided to finance a house is transferred 
by means of certain instruments. The conditions 
for the functioning of these instruments vary 
considerably and estate agents must explain these 
to the parties concerned. In other words, an estate 
agent’s financial advice must include the functioning 
of these instruments.

Falkena et al. (1984:259) define a financial 
instrument as a written contract which states the 
relationship between a provider of funds (investor) 
and a borrower of funds. Maritz (1983:325) 
considers the following financial instruments as the 
best-known for financing immovable property:
•	 A mortgage bond
•	 A contract for the alienation of land in instal-

ments.

A mortgage bond is the most common financing 
instrument used by buyers and sellers of houses.

A mortgage bond
Conceptual framework
A mortgage bond is a legal action through which 
property is pledged in order to obtain a loan. Once 
a financial institution obtains the right to a buyer 
or seller’s house, a bond is raised as security for the 
money lent to such parties by the institution. This 
document is called a mortgage bond.

The following terms related to the use of mort-
gage bonds are particularly important:

•	 Conveyancer
•	 Deeds office
•	 Deed of transfer
•	 Mortgage deed (or hypothecation deed)
•	 Mortgagee or bondholder
•	 Mortgagor
•	 Reducible loan
•	 Fixed-term loan.

A conveyancer is someone who is authorised in 
terms of the Deeds Registries Act to draw up deeds 
of transfer and mortgage bonds in the province in 
which the Deeds Office is situated (Section 15 of the 
Deeds Registries Act 47 of 1937).

A deeds office is the government office where 
mortgage deeds and deeds of transfer are registered. 
This office is the registration office for deeds in 
respect of immovable property for the area in which 
that property is situated (Section 102 of the Deeds 
Registries Act, 1937).

The mortgage deed is a document stating the 
legal act between a mortgagor and the mortgagee 
(Technikon RSA 1986:18). A mortgage deed is a 
bank or building society bond, for example, where 
a mortgagor registers a bond over his property as 
security for the mortgagee. Immovable property is 
pledged against a mortgage deed. This document 
is attested by the registrar (Section 50 of the Deeds 
Registries Act, 1937).

The mortgagee is the financial institution (a bank 
or building society) that grants the funds (bond) to 
a buyer or seller (the mortgagor) against the security 
of immovable property. Both a natural and a legal 
person may act as a mortgagor or mortgagee.

Anyone with contractual capacity may apply for 
a bond at a financial institution or from another 
person, and may grant a bond to someone (a natural 
or legal person). A married woman’s matrimonial 
regime determines her capacity to act as a mort-
gagor. When a husband and wife own property 
jointly, both are involved as mortgagors and mortga-
gees according to the transaction. Such persons may 
mortgage their separate parts of the property (where 
applicable), without permission in writing from the 
other party (on the basis of the relevant matrimo-
nial regime) (Van Jaarsveld 1983:188, 189). A minor 
must obtain permission from the Master of the High 
Court or the court to act as a mortgagor. Neither 
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the guardian nor the minor may alienate immovable 
property without such permission.

Legal persons may act as mortgagors and mortga-
gees. Insolvent persons may not act as mortgagors or 
mortgagees, and certain persons, such as the execu-
tors of deceased estates, have only limited rights to 
mortgaged property (Van Jaarsveld 1983:189). The 
capacity of churches and societies to mortgage prop-
erty is explained in their constitutions. If a person, 
considered to be a farmer by definition, wishes to 
act as mortgagor, he must explicitly relinquish all 
protection and benefits granted in terms of the 
Agricultural Credit Act 28 of 1966.

It is always the duty of the financial institution’s 
conveyancer to determine whether an applicant (for 
a bond) has contractual capacity. An estate agent 
may grant a bond on behalf of the owner of a mort-
gaged property. Wille (1961:10) points out that a 
contract concluded by an agent binds the principal 
and not the agent.

Bonds are subdivided into reducible loans and 
fixed-term loans. A reducible loan is one in which the 
loan is paid off in equal instalments over a period, 
consisting of interest and capital redemption. Such 
a loan must contain an agreement to indicate that 
the capital sum will be repaid within a certain period 
of time. If part of the loan (advance) is repaid or a 
re-advance is granted, the period for payment of the 
outstanding capital sum is calculated from the date 
on which the re-advance was granted. A reducible 
loan may be converted to a fixed-term loan (IEASA 
1985:143).

The nature of a mortgage
A mortgage is the right (by virtue of a legal act) 
which one person has in and over another person’s 
(the mortgagor’s) property and which serves as 
security for the mortgagor’s obligation towards 
the mortgagee. The right is secured by a mortgage 
deed on the debtor’s immovable property by the 
mortgagor (Meyer 1979:76).

A real right in a mortgage is constituted on regis-
tration in the Deeds Office in the district in which 
the mortgaged property is situated. The registration 
serves as a general notice to the public in order to 
prevent transactions involving encumbered (mort-
gaged) property (Meyer 1979:76). The effects of a 
real right in mortgaged property are the isolation 
of the property as the subject of attachment in the 

event of default of payment, as well as the granting of 
a preferential right in the event of the buyer or seller 
becoming insolvent.

The most effective way to ensure an obligation 
with immovable property as security is the registra-
tion of a mortgage deed on that immovable property 
(Meyer 1979:77). If a person stands surety for a 
buyer or provides collateral security, the safest secu-
rity would be the registration of a mortgage bond on 
immovable property (if possible).

The parties to a mortgage bond are the mort-
gagee and the mortgagor. The rights and obligations 
arising from the mortgage bond are legally enforce- 
able. A mortgagee holds the property of the 
mortgagor as security until the debt has been paid. 
The mortgagee obtains a real right over the mort-
gaged property; in other words, the right is secured 
under all circumstances and in respect of all people. 
All improvements to the property, such as addi-
tional buildings, are subject to the mortgage bond. 
A mortgagee can prevent a drop in the value of the 
mortgaged property by ensuring that no servitude 
may be registered over the property without his 
consent, unless the servitude is expropriated. In the 
case of expropriation, provision is made for notice 
and compensation to the mortgagee. No property 
on which a mortgage deed has been registered may 
be transferred until the mortgage bond has been 
cancelled or the mortgagee has consented to the sale 
of the property (Section 32 of the Registration of 
Deeds in Rehoboth Act 93 of 1976 (now repealed).

In the absence of an agreement to the contrary, 
a mortgagor may lease the property and the lessee 
may enjoy all the rights of a lessee, provided that 
the mortgagee’s interests are not prejudiced. The 
mortgagor never loses the right of possession (occu-
pation) of the property through the registration of a 
mortgage bond. The mortgagor may sell the prop-
erty, but before the property is transferred, he must 
pay everything that is owing to the mortgagee.

If payment does not occur, the new buyer and the 
mortgagee must agree that the buyer will take over 
all the mortgagor’s obligations in terms of the mort- 
gage bond. If a testator leaves a mortgaged property 
and the opposite intention is not evident in the will, 
it is the duty of the testator’s executors to release the 
mortgage deed on the property of the effects of the 
mortgage deed and to transfer it to the heirs unbur-
dened (if the estate is strong enough).
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A mortgagor’s indebtedness can be deduced from 
the bond amount, as well as the interest payable. 
The terms and conditions of repayment, as well as 
the property encumbered with a mortgage bond 
are described in the mortgage deed. The law does 
not prescribe a standard form for a mortgage deed 
(apart from a collateral and surety bond). Maritz 
(1983:327) points out that the content of a mort- 
gage deed is determined, among other things, by 
the bond agreement between the parties concerned, 
current practice, common law and, to a certain 
extent, by statutory prescriptions. Registration 
offices normally require that a mortgage deed 
contains the following:
•	 A heading identifying it as such
•	 A preamble clearly describing the mortgagor and 

mortgagee
•	 An explanation of how the indebtedness arose
•	 An acknowledgement by the mortgagor or his 

authorised agent (for example, an estate agent) in 
respect of such indebtedness

•	 An insurance clause in which the property for 
which a mortgage bond was provided is insured 
as prescribed by the Deeds Registries Act 47 of 
1937 (Maritz 1983:329).

A mortgage bond that includes both existing and 
future debt may be registered on immovable prop-
erty. In other words, a second bond may be registered 
on a house in favour of an unincorporated company 
or a close corporation (Meyer 1979:77). The same 
property may be mortgaged in favour of more than 
one mortgagee. In this case, a first and second bond 
may be registered on the same property.

Maritz (1983:329) discusses the most important 
clauses appearing in mortgage bonds provided by 
building societies, as well as the purpose of each 
clause. A continuous coverage clause makes provision 
for the fluctuation of the obligation (instalment) in 
the future without the mortgage bond becoming 
invalid.

Interest is payable on the sum due and normally 
begins to accrue once a mortgage bond has been 
registered. The parties may agree at a later stage 
to reduce or alter the interest rate and even, at the 
discretion of the mortgagee, to a fluctuation in the 
interest rate between certain limits. The mortgage 
deed usually stipulates that the mortgagee will give 

the mortgagor notice at a specified period of such 
changes in the interest rate.

All banks and building societies make provision 
for a fluctuation in interest rates (Caney 1975:333, 
334). Buyers should therefore take into account in 
their financial planning that their bond instalments 
may fluctuate. Estate agents should inform buyers 
that their monthly instalments could increase at a 
later stage as a result of interest rates rising. This 
may prevent buyers from buying a house that they 
eventually cannot afford.

Financial institutions normally grant a reducible 
loan, in other words, a loan that may be redeemed 
over a certain period. The mortgagor pays fixed 
monthly instalments consisting of interest due and 
capital redemption. Estate agents should warn buyers 
that the bond amount decreases very slowly at first, 
because of the interest on the total amount. As the 
bond amount decreases, the interest also decreases, 
and capital redemption speeds up.

If the place of payment has not been indicated, but 
the date has, the onus is on the mortgagor to pay the 
mortgagee at a place convenient to the mortgagee. If 
neither the place nor the date has been indicated, the 
onus is on the mortgagee to call on the mortgagor 
and request payment. Estate agents must point out to 
mortgagors that they must honour their obligations 
according to the agreed manner and place, in order to 
maintain a good relationship with the mortgagee. A 
good relationship is essential, particularly in view of 
a future re-advance or a second bond.

There is always a danger that the property serving 
as security for the mortgagee may be destroyed 
partly or completely by a fire or other disaster 
(Caney 1975:337). Such events reduce the security of 
the mortgagee and consequently increase the risk. In 
order to indemnify the mortgagee against the risk, it 
is customary for a mortgage deed to stipulate care-
fully the following insurance details:
•	 How the property must be insured
•	 Which insurance company must be used
•	 The amount of insurance
•	 That, if necessary, the mortgagee is entitled to pay 

insurance premiums on behalf of the mortgagor 
and recover this amount from the mortgagor or 
capitalise it on his bond loan (Maritz 1983:331).

The mortgagor must pay the insurance premiums 
under all circumstances. Estate agents must point 
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out to mortgagors that they should not pay insur-
ance premiums separately — the premiums must be 
included in the monthly instalments.

A local authority has a limited claim to a property 
with regard to rates and taxes (of the relevant prop-
erty). The claim has preferences above any other 
registered bond and is limited to the outstanding 
amount for rates and taxes. Thus, a local authority 
may have the property sold, irrespective of whether 
there is a mortgage on the property, in order to 
recover any outstanding taxes. The mortgagee may 
lay claim to the proceeds only after the sale and 
deduction (payment) of these taxes.

Maritz (1983:331) points out that a mortgage 
deed specifies the following, precisely because of the 
reasons mentioned above:
•	 That the mortgagor must pay the local authority’s 

taxes
•	 That the mortgage bond will be breached if the 

mortgagor neglects to pay the taxes
•	 That the mortgagee has the right to pay munic-

ipal taxes on behalf of the mortgagor and to 
recover these amounts from the mortgagor. 
Caney (1975:337) agrees with this explanation.

It is expected of the mortgagor to maintain the prop-
erty, or make the necessary improvements, in order 
to ensure that its market value is not reduced. In 
other words, the property must offer the mortgagee 
the same security, taking into account the property 
market as a whole (Caney 1975:343). A mortgagor 
cannot, for instance, demolish a room in the house 
because they disapprove of it for some reason. Estate 
agents should point out to mortgagors that they may 
in no way reduce the value of the property while it 
is mortgaged.

Estate agents must explain the effects of rent 
control to mortgagors, particularly when it may be 
contrary to the interests of mortgagees.

In order to protect themselves against possible 
income and administrative losses, certain institu-
tions have a penalty clause in the event of accelerated 
repayment.

A mortgagee always demands the submission 
of the title deed of the property in order to ensure 
that no transaction takes place in the Deeds Office 
(regarding this specific property) of which the mort-
gagee has no knowledge. This prevents a mortgagor 
from attempting to sell the mortgaged property 

in times of financial hardship. Estate agents must 
explain to mortgagors that no sales transaction in 
respect of a mortgaged property is possible without 
the mortgagee’s permission.

In order to facilitate correspondence with the 
mortgagor, his postal address must appear in the 
mortgage deed. A mortgagor may agree to the juris-
diction of a magistrate’s court to reduce the costs 
involved in lawsuits. Estate agents should refer mort-
gagors to an attorney for information in the event of 
potential lawsuits.

The Expropriation Act 63 of 1975 is aimed 
at protecting the interests of mortgagees during 
expropriation, but mortgagees usually demand 
the inclusion of a clause granting them the right 
to handle all documentation, as well as receipt of 
compensation, on behalf of mortgagors.

Most mortgage bonds contain a foreclosure 
clause. A foreclosure clause stipulates that, in the 
event of the mortgagor neglecting to fulfil his obliga-
tions in terms of the mortgage bond, the mortgagee 
may immediately call up the capital and interest due 
in terms of the mortgage bond. A foreclosure clause 
grants the mortgagee the right to demand the capital 
amount due from the mortgagor by means of notice 
(usually six months).

If the mortgagor fails to pay the outstanding bond 
instalments, or neglects to comply with the condi-
tions of the foreclosure notice, a court may declare 
the mortgaged property executable (in other words, 
the mortgagor will lose his right to retain possession 
of the property and the mortgagee has permission 
to sell the property). The property will consequently 
be sold in execution and the mortgagee may claim 
that a reserve price be fixed. The proceeds of the sale 
will go to the mortgagee and the remaining balance, 
after deduction of all costs, will go to the mortgagor 
as the former owner of the property. If the sale of the 
property cannot generate sufficient funds to cover 
the mortgagor’s debt, he will remain liable for paying 
the remaining debt.

Various special clauses are included in mortgage 
deeds and these are dealt with below. Estate agents 
should refer buyers to a reliable attorney for more 
information regarding these clauses.

An agreement that the mortgagor will forfeit 
his right of ownership to the mortgagee, or that 
the mortgagee may retain possession of the mort-
gaged property in lieu of payment owing to default 
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in payment, is invalid in the South African legal 
system. Such a clause is called a pactum commis-
sorium (Van Jaarsveld 1983:196).

On the other hand, an agreement that the mort-
gagee has the use of the property instead of interest 
is valid and is called a pactum antichresis (Van 
Jaarsveld 1983:197). An agreement that a mort-
gagee may sell the mortgaged property on his own 
authority without a court order in the case of the 
mortgagor’s default of payment (parate executie) is 
invalid if it relates to immovable property.

Certain technical arguments may be raised to 
nullify the purpose of a bond loan and these argu-
ments should therefore be excluded in order to lend 
the mortgagee maximum security. Where there is 
an intention of lending or advancing money, the 
following arguments, among others, should be ruled 
out:
•	 Non causa debiti, namely that the principal debt 

is not legal and binding because it is not based on 
reasonable cause.

•	 If the non numeratae pecuniae argument is not 
ruled out, the mortgagee must prove (in the event 
of a dispute) that the money has actually been 
paid to the mortgagor. If the mortgagor forgoes 
this argument, the onus of proof that the money 
was not paid will rest with the mortgagor.

•	 The error calculi clause rules out errors made 
in the calculations, as well as the revision of 
accounts (Caney 1975:335).

Estate agents must inform applicants for bond loans 
of the importance of completing application forms 
as comprehensively as possible (Myburg 1987:135). 
Institutions require the following information (in 
application forms), for example:
•	 Information about the property
•	 Information about the applicant
•	 General information applicable to both the prop-

erty and the applicant, in order to determine the 
institution’s risk as well as the applicant’s ability 
to pay the bond instalments (Myburg 1987:136).

Since commission and errors on application 
forms unnecessarily delay the registration process, 
complete and accurate information will prevent 
such delays. Estate agents must warn applicants that 
they could suffer financial losses if the purchase of a 
house is delayed and they are obliged to pay occupa-

tional interest over a longer period than anticipated. 
The following are the different types of mortgage 
bond with which estate agents should be familiar in 
order to be able to advise buyers and sellers.

Types of mortgage bond
Estate agents should be familiar with the different 
types of mortgage bond in order to be able to:
•	 Explain to the parties concerned when a partic-

ular kind of bond should be used
•	 Suggest the best type of mortgage bond under 

different circumstances
•	 Explain to the party that, for example, a covering 

bond can only be obtained from a banking insti-
tution

•	 Explain to the parties how the different types of 
mortgage bond function.

A first bond
A first bond contains all the features of a mortgage 
bond, as well as those of a special bond, since 
a specified immovable property is mortgaged 
(Technikon RSA 1986:130). First and second bonds 
are the most important bonds for the purpose of 
our discussion. Ring and Dasso (1985:315) describe 
second and further bonds as ‘junior bonds’ because 
they hold greater risk for the mortgagee.

A covering bond
A covering bond secures a debt to be incurred at a 
future date, contrary to the normal bonds, which 
serve as security for funds borrowed before or after 
registration of the mortgage deed (Section 50(2) of 
the Deeds Registries Act, 1937). The mortgage deed 
must expressly state that the bond is designed to 
secure a future debt, to be incurred after registration 
of the mortgage deed. A further requirement is 
that the maximum amount must be stipulated in 
the mortgage deed (Van Jaarsveld 1983:215). The 
mortgagor is free to allow fluctuation of the amount 
he borrowed within the determined maximum 
amount, and this will not affect the validity of the 
mortgage deed (Jones 1985:457).

A covering bond may be registered over immov-
able property to serve as security for a bank 
overdraft. Maritz (1983:327) states that a covering 
bond may be a first, second, third, fourth, etc. bond. 
Estate agents must warn their clients that it is not 
at all easy to obtain a covering bond from another 
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financial institution once they have registered a first 
bond over a property. The reason for this is that the 
first financial institution will have first claim to the 
property in the event of liquidation.

The access choice
The access choice has more advantages than 
conventional bonds. With this bond, a mortgagor 
has the opportunity to use the paid-off amounts at 
any stage and without prior permission from the 
mortgagee.

This kind of bond is convenient if a person 
needs money at a later stage for improvements. 
Repayments on the bond may be used to purchase 
other necessities (even short-term). The mortgagor 
has access to the repaid bond and may even use it to 
buy a lounge suite, for example. It is poor financial 
management, however, to use long-term funds to 
acquire short-term assets. The problem is that a lot 
more is paid for such assets.

Termination of bonds
Van Jaarsveld (1983:218, 219) lists the following 
methods of terminating bonds:
•	 By paying the debt
•	 By renewing the debt
•	 The destruction of the property
•	 By a court order
•	 By the mortgagee surrendering the bond
•	 By judicial sale of the mortgaged property
•	 By prescription.

Mortgagors should take note, however, of the cancel-
lation costs involved in terminating a bond within 
the first year of the bond term. If a person sells his 
house and the new buyer negotiates a bond at the 
same financial institution, a specified amount is 
often paid to the seller. Consequently, the seller need 
not pay cancellation costs.

A bond may also be terminated if the full 
outstanding balance on the bond loan has been 
paid. Kling (1983:38) writes that some financial insti-
tutions impose a penalty of 1% of the bond amount if 
the total bond is redeemed within the first year of the 
bond term. In such a case, estate agents must advise 
clients against repayment of the bond within the first 
year. Similarly, clients must be warned of the bond 
registration costs and cancellation costs if they wish 
to renew a bond that has been redeemed altogether.

Renewal of debt takes place once a new secu-
rity has replaced an existing security. Estate agents 
should point out the benefits of a re-advance above a 
second bond, that is, there are no registration costs. 
A property destroyed by fire can no longer serve as 
security for a mortgagee. Consequently the bond is 
terminated.

Although this is seldom the case, a court may 
declare the bond null and void. A mortgagee may 
tacitly or explicitly waive his bond rights over a 
particular property. A court will require a clear 
explanation by the mortgagee of his intention to 
waive a bond, before deciding whether the mort-
gagee has, in fact, tacitly waived the bond. Once 
the mortgaged property is sold after an insolvency, 
the bond will lapse (the bond lapses after any sales 
transaction).

If a mortgagor has not made any repayments on 
the bond loan over a period of 30 years or longer and 
has not acknowledged any responsibility for such an 
obligation, the mortgagee’s rights become prescribed 
(with regard to debt collection). Consequently, the 
mortgagee may no longer enforce any rights.

A contract for the alienation of land in 
instalments
A contract for the sale of land in instalments is 
another instrument of finance and not merely an 
alienation deed (Maritz 1985:57). Agreements for 
the alienation of land are regulated by the Alienation 
of Land Act 68 of 1981. This Act stipulates certain 
requirements that all agreements in respect of 
immovable property (with certain exceptions) must 
meet.

Maritz describes the following more important 
concepts:
•	 Alienate means sell, exchange or donate.
•	 An alienation deed (ie a sales contract, exchange 

contract or donation contact) is the written 
agreement embodying the alienation contract.

•	 Land, for the purposes of contracts for the sale 
of land in instalments, involves land used or 
intended to be used for dwelling purposes only, 
and does not include agricultural land or land 
kept in trust by the Minister for the state for any 
person (Section 1 of the Alienation of Land Act, 
1981).
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An estate agent may sign an alienation deed on 
behalf of a person with his written permission.

Financing according to this method takes place 
under the following circumstances:
•	 When a buyer cannot provide a cash amount or 

supplementary security to obtain a bond loan
•	 When, for some reason, the land cannot be regis-

tered in the name of the buyer, for example when 
the land has not been proclaimed yet (Maritz 
1985:59).

The sale of land in instalments has the following 
benefits for the seller:
•	 The land can be repossessed fairly easy and 

quickly if the buyer defaults.
•	 Transactions can be finalised relatively quickly, 

because delays in financing (a bond loan, for 
example) for the buyers are to a great extent 
eliminated.

•	 Unproclaimed erven (which cannot be regis-
tered) can be sold.

A buyer gains the following benefits from this 
financing instrument:
•	 Occupation of and control over the property 

may be obtained in the absence of an initial cash 
repayment of the purchase sum.

•	 The buyer can build up (save) sufficient capital 
to enable him to redeem 20% of the purchase 
sum in cash, in order to obtain a bond loan. 
Subsequently, the outstanding portion of the 
purchase sum is paid off (note, to the seller, and 
the debt is now owed to the mortgagee) and 
transfer is taken of the property.

It often happens in practice that the owner of land 
sells the land on an instalment basis before he has 
paid for it and before it has been registered in his 
name. A new buyer may also sell the land to a third 
person and, in this way, there could be a whole 
series of buyers. As the initial owner (seller) has 
not yet given transfer of the land, the end buyer can 
take transfer only once all the intermediate buyers 
have taken transfer. Estate agents must point out 
to persons that one or more of these buyers (or 
sellers) may become insolvent or commit a breach 
of contract.

A person who buys land from a seller who is 
also a buyer and not the registered owner of the 

land is called a remote purchaser (Section 1 of the 
Alienation of Land Act, 1981).

A person who purchases land from a seller in 
order to sell it again, as well as a person who sells 
land to remote buyers, is called an intermediary 
(Section 1 of the Alienation of Land Act, 1981).

Any buyer or remote buyer can fulfil the obliga-
tions of an intermediary by paying a seller a sum of 
money (on behalf of the intermediary). The purpose 
of this is to make it possible for a buyer or remote 
buyer to help prevent the cancellation of contracts 
by intermediaries. Otherwise, the buyer or remote 
buyer himself will not receive transfer of the land.

The following discussion examines the various 
sources of long-term financing in order to deter- 
mine the sources which provide funds on the best 
possible terms. The requirements set by these 
sources for the provision of funds are also discussed.

12.8.4 Sources of long-term financing
Sources of long-term financing are those financial 
institutions which provide funds over a longer 
period (ten years and longer). The main providers of 
long-term funds in South Africa are deposit-taking 
institutions (banking institutions).

deposit-taking institutions
Deposit-taking institutions were created in terms of 
the Deposit-taking Institutions Act 94 of 1990. This 
Act repealed the Building Societies Act 82 of 1986 
and the Banks Act 23 of 1965. We no longer make a 
distinction between commercial banks and building 
societies.

Deposit-taking institutions have no statutory 
prohibitions and prescriptions regarding the:
•	 Kind of advances that may be made
•	 Minimum extent of transactions in housing 

advances
•	 Maximum extent of transactions in business and 

general advances
•	 Maximum amount of housing or business 

advances
•	 Registration of first and subsequent mortgages
•	 Collateral security to be furnished
•	 Valuation of properties (Unisa 1993:183).

Financial institutions are financial intermediaries 
between businesses or persons with a surplus of 
funds, and businesses or persons with a shortage of 
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funds. Funds are attracted by these institutions from 
economic units with a surplus of funds to make such 
funds available to economic units with a shortage of 
funds (Brummer & Rademeyer 1982:561).

These institutions undertake the following:
•	 Home loans against security of a first bond
•	 Overdraft facilities against security of a covering 

bond.

These two methods are briefly illustrated below.

Home loans against the security of a first bond
Institutions accept a first bond as security for 
providing buyers with a home loan. Such a loan 
works as follows:
•	 The joint income of a husband and wife (in the 

case of married persons) is calculated to obtain 
the maximum loan amount. The matrimonial 
regime of the applicants will determine whether 
they will be liable for the debt separately or 
jointly.

According to the IEASA (1985:136), the instalment 
amount of the loan may not exceed 30% of the joint 
gross income of the borrower(s).

The definition of a borrower’s monthly income 
varies among different deposit-taking institutions, 
but the following are usually taken into account:
•	 The borrower’s gross monthly salary (no deduc-

tions are made for the payment of income tax, 
medical or pension fund contributions, and 
where the borrower is on a commission income, 
an average is usually taken over a specified period 
of time, eg two years)

•	 The gross salary of a spouse or of a joint owner if 
the partners are not married

•	 Subsidies from an employer
•	 One-twelfth of an annual bonus, travel allowance, 

business allowance, donation or bequest, or other 
fringe benefits, provided that these are received 
on a regular basis

•	 One-twelfth of the annual interest on savings and 
dividends on investments, provided that such 
savings and investments are not being used to 
finance the subject property.

The inclusion of other items in the borrower’s 
defined monthly income is at the discretion of the 
institution. For example:
•	 Overtime pay is often not taken into consideration
•	 Maintenance payments to divorced persons are 

considered on merit
•	 Some fringe benefits, such as a car allowance, 

may be allowed only at a fixed amount set by the 
institution

•	 Rental received is usually included on a net basis 
after provision for mortgage payments and oper-
ating expenses.

In assessing affordability, institutions also look at 
borrowers’ obligations in respect of hire-purchase 
agreements, unsecured credit loans and their assets 
and liabilities structure. This may result in a deci-
sion by the institution to reduce the 30% ratio to 
perhaps 20% of the borrower’s monthly income 
(Unisa 1993:184).

Home loans are, at present, granted for an amount 
equal to 90% or even 100% of the value of the house, 
as determined by the institution. However, banks 
require additional security for financing above 90%. 
There is much competition among financial institu-
tions for granting bond loans at the lowest possible 
rate. Funds are fairly easy obtainable for housing 
purposes, and consequently deposit-taking insti-
tutions are waging a battle to draw and/or retain 
clients because of the similarity of their offers in the 
capital market. The capital market is the physical 
and abstract market where supply and demand of 
long-term funds meet or are brought into contact 
with one another (Brummer & Rademeyer 1982:35; 
Falkena et al. 1984:259).

A small test sample by Finansies & Tegniek has 
shown that status clients, in particular, obtain lower 
interest rates than other clients. Status clients even 
borrow money on overdrafts at a lower interest rate 
than the current prime rate (only the best clients 
benefit in this way). These institutions, however, 
deny that they are primarily concerned with 
attracting status clients. These clients are subsidised 
by less creditworthy clients, who have to pay higher 
interest rates (Volschenk 1987c:10).

Deposit-taking institutions avoid interest rate 
wars in their advertising and prefer placing the 
emphasis on service and reliability. Buyers should 
not assume that the advertising campaigns of the 
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various institutions will ensure the best interest rates 
in the long term. Negotiations are a further require-
ment for the ‘best’ interest rates (Kemney 1988:701; 
Volschenk 1987b:14).

Institutions usually require that applicants for 
bond loans open current accounts with them. Even 
if the applicant does not write out a single cheque, 
the administration of the current account entails 
costs for the holder. Estate agents should advise 
buyers to consult various financial institutions in 
order to obtain the best bond loan. Potential buyers 
should rather consult a financial institution that has 
been handling their business for a long time, if they 
cannot obtain a loan at the lowest interest rate.

A good bond loan is a combination of the 
following: the lowest available interest rate, the 
highest percentage of bond to purchase price of the 
house (lowest collateral investment), no anticipated 
rise in interest rates in the near future and a future 
interest rate rise not higher than the average bond 
rate required by most financial institutions.

It is suggested that the bond term should not 
exceed 20 years because of the large amount of 
interest payable. Even if an initial lower instal-
ment looks good, this benefit is counteracted by the 
payment of interest in the long term. Estate agents 
should inform potential buyers of this aspect after 
analysing their financial position.

In theory, there is a connection between the risk 
clients hold for a financial institution and the interest 
rate they pay on a bond loan. There is a more direct 
connection between the negotiation ability of clients at 
a financial institution and the interest rate they will be 
paying. A client may therefore pay a higher interest rate 
than someone else who is less creditworthy. The reason 
for this is that one client may have enquired about the 
interest rate while the other did not.

Buyers who have to sell their houses for financial 
reasons frequently suffer a loss if they have a 100% 
bond loan. Agents should therefore warn buyers 
to purchase property that matches their financial 
position, and to include rising interest rates in their 
financial planning.

Institutions prefer that the term of a loan does 
not extend beyond an applicant’s 70th birthday. The 
age limit is meaningless, since most people of that 
age would prefer to have paid off their house by that 
time. It is suggested that this age should not be more 
than 65, because the requirements for a relatively 

large house are the greatest at age 45. A 20-year bond 
term makes 65 a more acceptable age.

If instalments are paid over a period of 30 years, 
it may happen that the monthly payment on a 
particular amount will be lower, but the total interest 
payable will be considerably higher. Buyers of first 
houses, as well as those who wish to purchase a more 
expensive house, will benefit from the initial, rela-
tively low bond instalment (Volschenk 1987a:16).

A second method of financing is by means of 
overdraft facilities against the security of a covering 
bond.

Overdraft facilities against the security of a 
covering bond
Institutions provide overdraft facilities for the 
purchase of immovable property against the 
security of a covering bond on a particular property. 
Normally, overdraft facilities are provided for not 
more than 50% or 60% of the value of the property. 
Such overdraft facilities are reviewed annually 
(Maritz 1983:353).

Estate agents must inform potential buyers of the 
lower loan amount (50% or 60%) obtained according 
to this method of financing. Overdraft facilities 
should not be used to finance a house, because 
long-term debt should not be covered by short-term 
financing. The reason is that institutions may call up 
this debt after one or five years, which could compel 
the mortgagor to find a large amount of money in a 
relatively short period.

State housing subsidy schemes and the 
implications of such schemes
The state is currently offering various housing 
subsidy schemes to alleviate the housing crisis.

Prospective buyers of new or existing houses can 
apply to the state for financial assistance. However, 
this assistance is subject to certain qualifications.

Estate agents should be acquainted with all the 
schemes available to state employees in order to 
provide them with financial advice. They should 
also be able to advise first-time buyers on how to go 
about obtaining state assistance. Buyers and sellers 
need to know how these schemes function.

The following properties are subsidised:
•	 Properties classified for dwelling purposes
•	 Properties within a reasonable distance of the 

buyer’s place of work.
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Estate agents must advise state employees, statutory 
bodies and state supported institutions on how state 
housing subsidies work.

100% housing loans
The state guarantees an amount equal to and not 
exceeding 20% of the total purchase price of the 
house to a bank. The bank then grants a loan equal 
to 100% of either the purchase price or the value 
of the property, whichever is the lowest (IEASA 
1985:129).

If the buyer is unable, for whatever reason, to 
keep up his instalments, the bank will sell the prop-
erty. If there is a difference between the outstanding 
balance (owing to the institution) and 80% of the 
original purchase price, it must be guaranteed by the 
relevant state department.

After receiving the application form from the 
state department (stating the maximum amount for 
which the property may be purchased), the employee 
(applicant) may conclude the purchase contract and 
must ensure that the granting of the 100% housing 
loan is included as a suspensive condition. If the 
employee fails to do this, and the loan is not granted, 
he will have to pay the 20% of the purchase price 
himself, since he will not be allowed to withdraw the 
loan application.

After conclusion of the purchase contract, the 
buyer must complete the usual application form for 
a bond loan from a financial institution and submit 
it to the relevant financial institution either himself 
or by means of an estate agent. Once a financial 
institution has valued the property, a 100% loan will 
be granted. The relevant state department will then 
guarantee the 20% portion of the loan in favour of 
the financial institution.

The buyer is expected to cede his total contri-
bution to the pension fund (over a period of 10 
years), as well as one month’s salary, to the relevant 
department. If the employee is discharged or leaves 
the service, he must repay the 20% guarantee to the 
financial institution within 60 days. If he is unable to 
do this, the total accrued contribution to the pension 
fund, as well as his last salary, will be paid to the 
financial institution.

The financial institution will usually inspect 
the property after a mortgagor’s resignation. If the 
outstanding bond amount is less than or equal to 
80% of the market value of the property, the mort-

gagor does not have to repay the mortgagee, in 
which case the mortgagor will be entitled to receive 
his contributions to the pension fund, as well as his 
last salary.

A state employee also receives a subsidy on 
his monthly bond payment in the case of a 100% 
housing loan. This subsidy is granted only to a 
maximum bond amount of R75 000.

Assume a person has been in the employ of the 
state for nine months and he decides to purchase a 
house. The estate agent should inform him that he 
would qualify for a 100% state housing loan if he 
were to wait another three months. This would mean 
that it would not be necessary to find the deposit (or 
if there is sufficient money to pay the deposit, he 
would not have to wait for it), since the state would 
guarantee the deposit (usually 20%).

Selling a subsidised property
Goosen (IEASA 1985:132) points out that when 
an employee sells a subsidised property, the total 
profit made must be invested in the new property 
to be purchased, or he forfeits the right to a further 
subsidy or loses the 20% guarantee. Although a state 
employee may sell his first property, he must apply 
in writing to the department in order to sell a second 
property and purchase a third.

When first-time home buyers purchase a house 
through an estate agent, it is the estate agent’s task to 
inform such buyers of the existence and functioning 
of subsidy schemes. In order to render an efficient 
service to clients, and in the best interest of the 
country, estate agents must be well informed on all 
existing subsidy schemes and how they function, as 
well changes to these.

Employees must be encouraged to obtain all 
possible information on their employer’s company 
housing scheme (where applicable) before applying 
for financing.

12.9 PrAcTicAl STEPS: hoME 
 BuyinG

12.9.1 how much can i afford?
•	 You can buy only the house you can afford.
•	 Do not commit financial suicide.
•	 Ask your parents/spouse/an estate agent/ attorney 

to help you to determine what you can afford 
(draw up a new household budget).
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•	 What you can afford when interest rates are low is 
not your most important criterion.

•	 Determine what you can afford if interest rates 
rise by 10% (think about the future as well).

•	 Deposit-taking financial institutions (banks) will 
further determine the amount you can spend by 
looking at the amount you qualify for according 
to banking regulations.

12.9.2 how much do i qualify for?
•	 Banks allow you to borrow an amount with a 

monthly premium of 30% of your joint monthly 
incomes (including your spouse or partner).

•	 First calculate your joint annual income from all 
sources.

•	 Multiply this amount by 30% to get your 
maximum allowable annual bond payment.

•	 Divide this amount by 12 (months) to get your 
maximum allowable monthly bond payment.

•	 Once you have this amount you can ask the bank/
estate agent/attorney to determine the maximum 
bond amount you may qualify for at the current 
interest rate.

•	 You must find out if you will qualify for a home 
loan equal to this amount.

•	 You will have to supply a deposit or give some 
collateral (an investment/amount in a savings 
account/a policy) if you would like to buy a home 
for a larger amount —bear this in mind once 
you start house-hunting or when you apply for 
a bond.

12.9.3 your household budget
•	 Once you know the monthly bond payment, you 

should draw up a new household budget in order 
to determine if you can afford this premium 
(or the higher premium for your new and more 
expensive house).

•	 Remember to add all the other cost-items once 
you find your new home and know more about 
the rest of the applicable costs.

•	 Only if you can accommodate the total additional 
financial burden can you think about making 
an offer to the homeowner or agent selling the 
house.

•	 Make sure that you will be able to make plans 
to afford the higher monthly premium when 
interest rates rise.

•	 If you cannot accommodate this purchase in 
your budget, you will have to settle for a cheaper 
house and repeat the personal financial planning 
process.

•	 Repeat these steps until you have your afford- 
able home.

•	 Most people are very emotional about buying a 
house and often have a lot of buyer’s blues to deal 
with later.

•	 Make sure it will be possible for you to keep your 
house — just think about what family, friends 
and neighbours will say should you have to sell 
the house at a lower price to get rid of some of 
your debt at a later stage.

12.9.4 house-hunting
•	 Consult advertising, magazines and newspapers.
•	 Use estate agents and visit estate agencies.
•	 Use the Internet.
•	 Shop around and compare costs and houses/listings.
•	 Obtain as much information on the following as 

possible.

The residential area in which you intend purchasing 
a home:
•	 Its convenience network (distances to schools, 

shopping centres, hospitals, medical services, 
churches)

•	 Its exposure network (pollution, noise, traffic, 
flight paths, water courses, prevailing winds, 
humidity, landscape)

•	 Its general condition (clean, old or new, streets in 
good condition)

•	 Its reputation (criminal activities)
•	 Its recreational facilities (parks, tennis courts, 

golf courses)
•	 Its future potential development (schools, shop-

ping centres, etc.).

Obtain this information by personally visiting the 
area, talking to residents or reading the local news-
paper:
•	 The stand or erf itself (area and shape)
•	 Its zoning (business, residential, etc.)
•	 Limited real rights (servitude, water and mineral 

rights, restrictive conditions to development).

You can obtain this information from local authori-
ties and the title deed.
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The dwelling:
•	 Type and age of building
•	 Floor area
•	 Garden layout
•	 Paint
•	 Roof
•	 Walls
•	 Electricity
•	 Plumbing
•	 Windows and doors
•	 Leaking swimming pool
•	 Blocked drains
•	 Rising damp
•	 Layout
•	 Security aspects
•	 Possible further improvements
•	 Leaks
•	 Ceiling
•	 Floors
•	 Foundation
•	 Worn carpets
•	 Paving
•	 Rotting wood
•	 Moisture.

Get a professional architect or engineer to help with 
the physical inspection.

The financial aspects:
•	 Purchase price
•	 Municipal value
•	 Last selling price
•	 Rates and taxes
•	 Market value
•	 Replacement value
•	 Outstanding mortgage amount.

You can also obtain this information from the local 
authorities, the title deed and the current bondholder.

12.9.5 calculating all the cost-items
•	 Complete the cost-item checklist or ask an estate 

agent/attorney to help you.
•	 It may also be possible to defer certain costs, for 

example home improvements, to a later date.
•	 These ‘unnecessary’ costs will increase your bond 

and monthly instalments.
•	 Include this amount in your budget to see if you 

can proceed with the purchase.

12.9.6 The offer to purchase
After submitting your signed offer to purchase, it 
is the seller’s prerogative to either accept or reject 
the offer, within the specified time period. On 
acceptance, your offer to purchase becomes a legally 
binding contract.

The offer to purchase is defined as a legally 
binding written contract that includes the following:
•	 The full name of both the seller and the purchaser.
•	 A full description of the property (as described in 

the title deed).
•	 The purchase price and deposit (and how this 

will be paid).
•	 The actual date of occupation (and the occupa-

tional rent, if applicable).
•	 The conditions of the sale (eg whether it is subject 

to the sale of the buyer’s property and/ or bond 
finance being obtained).

•	 All fixtures and fittings to be included in the 
purchase should be specified to avoid future 
disputes.

12.9.7 choosing a home loan
By now you should know your income (single or 
joint), the maximum home loan amount you can 
get and afford, as well as the security/collateral you 
may have to supply in order to buy a more expensive 
house.

Decide on the interest rate
Make sure you understand the different home loan 
interest rate options:
•	 Variable interest rate (applicable to most home 

loans — interest rate varies up or down according 
to the prime lending rate)

•	 Fixed interest rate (the interest rate is fixed for 
a period of about two years and you can budget 
accordingly)

•	 Capped interest rate (the rate will not increase 
above a specified rate for a specific period — you 
normally pay a higher premium for this privilege)

•	 Reducing interest rate (you will receive a monthly 
decrease in interest rate of 1% per year for the 
next three years or 0.5% every six months for the 
next three years)

•	 Combination of fixed and variable (where part of 
the loan’s interest rate is fixed and part is vari-
able).
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Negotiate on the basis of your good history with the 
bank for the lowest possible rate.

Decide on a bank
•	 Compare the different banks to decide on your 

mortgagee.
•	 Commercial banks offer home loans against the 

security of your house — this goes hand in hand 
with a life policy to redeem the bond amount in 
case of your death or disability, ceded to the bank, 
of course.

•	 You may either cede an existing life policy (with 
large enough coverage to cover the bond amount) 
or take out a new policy at any financial/insur-
ance institution.

•	 Merchant banks offer high net worth individual 
home loans.

Method of payment
•	 You can sign a debit order at your bank to deduct 

your monthly instalment and to transfer it to 
your home loan.

•	 Your employer may require that you sign a stop 
order whereby your monthly instalment will be 
deducted directly from your salary — mostly 
applicable to government departments (and 
companies).

Applying for a home loan
You can apply for a loan in one of the following ways:
•	 Via an estate agent or attorney
•	 At a financial institution
•	 On the Internet.

12.9.8 The processing of the application
Stage 1 (day 1): With a home loan sales 
consultant or at your bank
•	 Complete an application form.
•	 Attach the supporting documents.
•	 Indicate your insurance preference.

Stage 2 (days 1–4): At the bank
•	 A property assessment is completed by a bank 

official.
•	 Credit department verifies documentation and 

prepares credit and affordability checks.
•	 Credit department gives final credit decision 

(grants or declines application).
•	 Credit department informs branch or consultant.

•	 Bank appoints registering attorney on successful 
application.

•	 Loan agreement prepared and forwarded to 
attorney.

Stage 3 (days 4–60): At the attorney
•	 Mortgage bond documents prepared.
•	 Advised to contract attorney and arrange to sign 

documentation.
•	 Required to pay transfer duty and other costs.
•	 Attorney lodges transaction with Deeds Office.

Stage 4 (day 60): At the bank
•	 Bank receives advice from attorney of the regis-

tration of the loan.
•	 The transaction is recorded.
•	 Funds are disbursed.

12.9.9 The legal work
Once the bank has approved your home loan, the 
following legal work can begin:
•	 A transferring attorney (normally appointed by 

the seller) will attend to the transfer of owner- 
ship of the property into your (the buyer’s) name.

•	 The bank will appoint a registering attorney 
on your behalf to prepare the mortgage bond 
contract, and have it registered in the Deeds 
Office.

•	 At this stage, you may be required to pay a deposit 
to the transferring attorney.

•	 The attorneys will call on you to sign various 
documents necessary for the registration of the 
property transfer and mortgage bond.

12.9.10 Payment of deposit and other 
  legal costs
You will now have to pay the following legal costs:
•	 The deposit — to either the seller’s estate agent 

or the transferring attorney (into an interest- 
bearing account with you as the beneficiary).

•	 Assessment fee.
•	 Initiation fee — paid to the bank for processing 

the loan.
•	 Bond registration costs — payable to the regis-

tering attorney.
•	 Transfer costs (transfer duty, conveyancing fees) 

to the transferring attorney for transferring the 
property into your name.
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12.9.11 The deeds office
•	 The attorney will apply to cancel the existing bond.
•	 The attorney will apply to register the new bond.
•	 The attorney will apply to transfer the property.
•	 All these applications will be made to the Deeds 

Office.

12.9.12 Attorney advises bank
A few weeks after the former applications, all these 
activities will take place:
•	 The attorney will advise the bank.
•	 The bank will disburse the money.
•	 The transferring attorney will advise you that the 

property has been registered in your name.
•	 You will now own the home.
•	 The bank will advise you when your first payment 

is due.

12.9.13 you, the new homeowner
•	 If you moved into the house prior to registration, 

you would have to pay occupational rent.
•	 You can now arrange with the seller to finalise 

your account.

12.9.14 Build or buy?
•	 Depending on the current interest rates, building 

or buying can be more advantageous.
•	 Building may provide more for your needs if you 

build exactly what you want.
•	 On the other hand, an older house may be much 

more spacious and cost effective and provide 
more for your needs, not desires.

•	 Some areas may supply larger houses at a lower 
cost and better value for your money.

•	 To build means you pay the current building 
costs at inflated rates.

•	 If you are able to do most of the work yourself 
and use subcontractors, you will save up to 40% 
of your total building cost.

•	 The latter requires some knowledge and technical 
expertise.

•	 It is also wise to hire a project manager if you do 
not have the required knowledge.

12.9.15 Protection against defects in a 
  new house
The National Home Builders Registration Council 
(NHBRC) protects the owners of newly built houses 
against malpractices and bad workmanship.

•	 Since 1 December 1999 all builders should enroll 
all new houses.

•	 All lenders providing loans on new houses must 
ensure that the builder is registered with the 
NHBRC.

•	 Phone the NHBRC at 011 348 5700 for all rele-
vant building complaints.

12.9.16 renovating
•	 If you are relatively happy in your home and sure 

that you want to stay there for the rest of your life, 
you can do expensive improvements.

•	 If not, you should not spend too much, because 
you may overcapitalise.

•	 Overcapitalisation means you are spending so 
much on your house that you will never be able to 
recoup your investment in case you want to sell.

•	 Renovate to protect your house against deteriora-
tion.

•	 Look at the rest of the neighbourhood and deter-
mine whether your house is already the most 
expensive one.

•	 If this is the case, you should not spend more on 
major improvements.

•	 It is also unwise to spend too much on an old 
house or a house with an old building style 
(except for national monuments), unless you can 
sell it at a profit.

•	 You can thus renovate if it will increase the prop-
erty’s value.

•	 Of course, you must make some renovations if 
you want to sell the property.

•	 Renovations are like personal financial manage-
ment, they are personal in nature.

•	 Nobody can tell you not to spend money on your 
house if it will improve your quality of life.

•	 Ask professional advisers/agents/valuers to assist 
you to make renovation decisions.

•	 Together you should determine the attributes that 
will increase the value and suit your pocket.

•	 Remember, there are scores of white elephants 
that will certainly not increase the value of your 
home, unless you want to do it for yourself.

•	 It can be assumed that all security aspects will 
increase the value.

•	 If the value of your house is less than the average 
value in your neighbourhood, then you will 
benefit from renovations in terms of increased 
value.
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•	 Get quotes for your improvements.
•	 Financing your renovations can be done in many 

ways, amongst others, by using:
 – your own resources
 – a re-advance on your home loan — where you 

borrow up to the initial registered loan/ bond 
amount

 – a further advance — where you register an 
additional amount on your home loan and

 – an access bond — using the difference 
between your initial loan amount and your 
current balance (the amount by which you 
have already reduced the loan amount).

12.9.17 Security
•	 Security is very important, not only for your 

personal safety, but also in terms of resale value.
•	 You should protect your house, as well as the 

contents, for your family.
•	 The bondholder also requires some bond protec-

tion against your death or in case the house burns 
down.

•	 Insure against any possible occurrence.

12.9.18 Squatting
•	 Squatting has become a major legal problem 

since the introduction of the Prevention of Illegal 
Eviction from and Unlawful Occupation of Land 
Act 19 of 1998.

•	 The High Court is fortunately siding with home-
owners.

•	 Make sure you do not fall prey to squatters in 
your empty house.

•	 It may take months to remove/evict them at a 
very high cost.

12.9.19 different ways to home 
  ownership
•	 The house can be purchased in your name only, 

especially if you are not married.
•	 It can also be purchased in the name of a trust 

(get the best possible advice with regard to the 
contents of the trust deed to protect your house 
for future use, against taxes and divorce).

•	 If you are married in community of property and 
you purchase a house, it will be registered in both 
your names.

•	 If you are married out of community of property 
with inclusion of the accrual system, the new 

house will ‘belong’ to both spouses (depending 
on its contribution to the accrual estate) irrespec-
tive of whose name it has been registered in.

•	 If you are married in community of property with 
exclusion of the accrual system, you can register 
the property in your name and the property 
will belong to you exclusively (your spouse will 
always be entitled to the repayment of contribu-
tions to your house).

•	 If you want to protect yourself and your assets 
against taxes, current and future legislation, 
divorce laws, spouses and in-laws, marry out of 
community of property with exclusion of the 
accrual system.

•	 Your house will be protected in a trust against your 
debtors (unless you have used it as security), estate 
duty and your spouse, if you plan accordingly.

•	 When you transfer your house during your life-
time to a beneficiary, you do not have to pay any 
transfer costs.

•	 If you buy a house in the name of a trust, you will 
have to pay donations tax should you transfer the 
house to beneficiaries.

•	 You will have to sell your share to the benefi-
ciaries to prevent the latter.

•	 Do not transfer your house to a trust while you 
are still alive, because you will have to pay the 
transfer costs all over again.

•	 Do not donate it during your lifetime, because 
you will have to pay donations tax.

•	 Rather buy your next/a new house in the name 
of a trust.

•	 You will have to take out the home loan in the 
name of the trust.

•	 All trustees will have to sign suretyship for the 
loan at the bank.

•	 Beware of buying a house from a trust (especially 
if it is the only asset in the trust— you may be 
liable for the debts of the trust.

•	 The same applies for a close corporation.

12.9.20 Property cycles
•	 Just like economic cycles, we have to deal with 

property cycles.
•	 Rising and declining interest rates are responsible 

for our property cycles.
•	 These cycles may differ in various neighbour-

hoods based on expected property prices 
(property demand).
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•	 Interest rates may determine property demand 
and thus property prices.

•	 The ideal would be to buy a house when prices 
are low and to sell when prices are high.

•	 Prices are low when interest rates are high (low 
demand).

•	 Prices are high when interest rates are low (high 
demand).

12.9.21 Paying off your bond
•	 You should try to pay off your bond as quickly as 

possible in order to save on interest.
•	 The paid-off amount will also serve as an emer-

gency fund in the case of an access bond.
•	 Should you need money (for whatever purpose) 

you have pre-approved financing in your bond.
•	 Always try to make additional payments to lower 

your bond amount.
•	 Increase your monthly payments if possible.
•	 Stay with your increased or high payments, even 

if interest rates decrease.
•	 It will allow you to pay for your house over a 

shorter period, depending on your monthly 
payments.

12.9.22 living together
•	 Draw up a cohabitation agreement indicating the 

rights and responsibilities of all occupants.
•	 Make sure you know the legal aspects if you sepa-

rate from the other party to this arrangement.
•	 It is important to know in whose name the prop-

erty is legally registered and who is paying the 
bond.

•	 Do not simply assume that because you are 
contributing (or paying) towards the bond instal-
ments, you are also a co-owner — you may end 
up losing a lot of money, as well as the dream of 
owning your own home.

•	 Co-owners should both sign the purchasing 
documents.

•	 Ensure that you can recoup your contribution 
from the bond in case of a separation, unless you 
have received other benefits according to your 
cohabitation agreement.

12.9.23 divorce
•	 In most cases, a divorcing couple will sell ‘their’ 

house.

•	 Make sure that you indicate in your signed settle-
ment agreement the minimum price you will accept.

•	 Otherwise, your spouse may refuse to accept a 
certain price or to sell at all (as part of the attor-
ney’s strategy).

•	 Make sure you indicate in your signed agreement 
who will be responsible for the loan payments in 
the meantime and how this will affect other obli-
gations.

•	 You can also buy your spouse’s 50% share in the 
house.

•	 If you are married in community of property, you 
will have to register your spouse’s share in your 
name and pay 50% of the normal transfer fees.

•	 If you are married in community of property 
(house in your name), no transfer costs will be 
payable.

•	 With an in-community-of-property marriage 
regime, you will have to ask the bank’s permis-
sion to take over your spouse’s share of the loan.

•	 Should the bank refuse, you will have to ask your 
spouse to continue with half of the payments or 
another alternative (all specified in your divorce 
settlement). 

•	 If the communal house forms part of a trust or 
close corporation, new suretyships will have to be 
obtained, the necessary documents will have to 
be signed and one spouse will have to purchase 
the other spouse’s half.

•	 No transfer fees will be payable to obtain the other 
spouse’s share in a trust or close corporation.

12.10 PrAcTicAl STEPS: SEllinG 
  your houSE

12.10.1 your costs
•	 You will have to pay estate agent’s commission.
•	 Other costs will include the cost of preparing 

your house for all the prospective buyers.
•	 You will also have to spend some time elsewhere 

at a cost on show days.

12.10.2 The estate agent(s)
•	 Choose reputable estate agents and agencies.
•	 You will have to give an estate agent a mandate to 

sell your house.
•	 Open mandate — you and several agents market 

the house.
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•	 Multi-mandate — you and only one agent may 
sell your house.

•	 Sole and exclusive mandate — only one agent 
may sell your house.

•	 Give one estate agent an exclusive mandate to sell 
your house after a month.

•	 Determine what the estate agent’s marketing plan 
for your house will be.

•	 Determine what the estate agent’s after-sales 
service will be.

12.10.3 The internet
•	 Shop around to determine if you will be liable for 

a listing fee only or for commission as well.
•	 Commission will be payable where the estate 

agency uses the Internet as a marketing tool.

12.10.4 The selling price
The following factors will determine the market- 
ability of your house and the selling price:
•	 Area (demand for houses)
•	 Condition (a higher price for a house in good 

physical condition)
•	 Price (a too high price will chase potential buyers 

away)
•	 Terms of sale (a cash transaction may yield a 

lower price)
•	 Motivation for selling (you have an urgent need 

for money or have already purchased another 
house, for example).

12.10.5 Preparing your house
Indoors
•	 Give the house a spring-clean. If you can, have a 

company clean the carpets and lounge furniture.
•	 Pack all the cupboards in your house neatly. If 

necessary, store linen and clothing that is out 
of season at a friend’s home; this will give the 
impression that there is plenty of storage space.

•	 Create space by storing unneeded furniture and 
position furniture so that potential viewers can 
move from room to room with ease.

•	 Fix all dripping taps. Dripping water may suggest 
that the plumbing is not sound and it also stains 
enamel surfaces.

•	 Keep the shades and the drapes open to let in 
more light, but screen unappealing views where 
possible.

•	 To make your kitchen look warm and welcoming, 
completely degrease the oven, wash all the work 
surfaces and keep the sink free of dishes. Clean 
the refrigerator and give the kitchen a wonderful 
aroma by percolating coffee or roasting cinnamon 
in the oven.

•	 Use your pot plants to their best effect by placing 
them in strategic spots throughout the house.

•	 To make your home look larger, light up the 
whole house and use mirrors to reflect outside 
light.

Outdoors
•	 Give the front door a wash or a fresh coat of 

paint. First impressions last.
•	 If you have a garden, mow the lawn, trim the 

edges and weed the flowerbeds.
•	 Wash any outdoor furniture you have, and if it is 

rusted, paint it, store it or get rid of it.
•	 Make sure the doorbell works, straighten the 

gutters and TV aerial, and repair any broken 
windows. If you have a fence, give it a coat of 
paint and make repairs if necessary.

12.10.6 Show days
•	 Do not be in the estate agent’s way.
•	 Do not be in the way of prospective buyers.
•	 Leave the agent with a well-prepared house.

12.10.7 receiving an offer to purchase
•	 The agent will hopefully supply you with an offer 

to purchase.
•	 If you are not satisfied with the price or the condi-

tions, make a counteroffer, if you are interested.
•	 Use your agent for the latter to negotiate on your 

behalf.

12.10.8 Appointing a transferring 
  attorney
You will need to do this once a prospective buyer 
gives you a written offer to purchase, which you 
accept, in order to:
•	 Transfer ownership of the property into the 

buyer’s name
•	 Receive the deposit paid by the buyer.

12.10.9 The cancelling attorney
A cancelling attorney, who is appointed by your 
bank if you have an existing bond on the property 
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you are selling, will cancel your existing bond so that 
transfer of ownership can take place.

12.10.10 final costs
Once you have sold your house, the following costs 
will need to be paid:
•	 Commission, which you will need to pay to your 

estate agent for selling your property
•	 A cancellation fee, which needs to be paid to the 

cancelling attorney for cancelling your existing 
bond.

12.11 PrAcTicAl STEPS: MovinG 
  houSE

12.11.1 your preparations and checklist

•	 Supply the purchaser of your house with your 
new home address (and work address, if appli-
cable), telephone numbers, security codes in case 
your old alarm goes off (also inform the security 
company or response unit).

•	 Inform all your creditors (accounts payable) of 
your new address and telephone numbers.

•	 Inform all people making deliveries (newspaper, 
milk, bread, magazines).

•	 Remember to disconnect your old telephone with 
the help of the telephone company and to arrange 
for the correct accounts.

•	 Negotiate your water and electricity bill with the 
purchaser.

•	 Inform your garden service and arrange for 
different payments for you and your buyer.

•	 Inform the post office of your new address.
•	 Arrange with your short-term insurer to cover 

your transport risk for the day you move your 
furniture — it is much cheaper than insurance 
provided for by the removal company.

•	 Inform your friends and relatives about your 
move.

•	 Give your new information to:
 – The municipality
 – Bank
 – Insurance companies
 – The SABC (TV licence)
 – Accountant
 – Doctor
 – SARS Commissioner
 – Investment companies
 – Employer
 – Attorney
 – Dentist
 – Psychologist.

12.11.2 Transportation costs
•	 These may include transport cost, packaging 

costs, insurance costs and storage costs.
•	 It is cheaper to travel in the middle of the month 

than at the month end.

12.11.3 The day you move and arrive
•	 Make a checklist for that day as well.
•	 Advise the movers about the placement of boxes 

or furniture.
•	 Arrange food for your family.

Table 12.2: Tenants versus landlords: rights and obligations (Jay 2015:157)

TEnAnTS lAndlordS

Have to pay rent according to lease agreement

Have to use property for intended purpose only

Liable for damages caused while renting

Maintenance of property

When selling the property, the lease cannot be 
terminated

No illegal eviction possible, even if tenant stops 
paying rent.

Property should be in a livable condition

Undisturbed use subject to prearranged inspection

May restrict number of tenants

Water and electricity payment and maintenance of 
garden is tenant’s responsibility

In case of a sale, the tenant must allow for sale 
boards and prearranged visiting

On termination of lease, the property must be in the 
same acceptable condition.
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12.12 ThE conSuMEr ProTEcTion 
  AcT 68 of 2008 (cPA)

Jay (2015:69) lists consumer rights according to the 
CPA:
•	 The right to satisfaction of basic needs
•	 The right of equality
•	 The right to privacy
•	 The right to education, information and disclo-

sure
•	 The right to fair and responsible marketing
•	 The right to fair, just and reasonable terms and 

conditions
•	 The right to choose
•	 The right to fair value, good quality and safety
•	 The right to a healthy environment
•	 The right to fair and honest dealings
•	 The right to be heard and redress.

The main purposes are:
•	 To promote a fair, accessible and sustainable 

marketplace, for consumer products and services 
by establishing national norms and standards 
relating to consumer protection 

•	 To provide for improved standards of consumer 
information 

•	 To prohibit certain unfair marketing and business 
practices

•	 To promote responsible consumer behaviour 
•	 To promote a consistent legislative and 

enforcement framework relating to consumer 
transactions and agreements 

•	 To establish a National Consumer Commission. 

Complaints can be addressed to:
•	 The National Consumer Commission (NCC) 

(012 6838140 – www.nccsa.org.za
•	 The National Consumer Tribunal (NCT) (012 

663 5615 – www.thenct.org.za)
•	 The National Prosecuting Authority (NPA) (012 

845 6000 – www.npa.gov.za)

who are suppliers?
A supplier is defined in the CPA as ‘a person who 
markets any goods or services’.

what does supply mean?
•	 In relation to goods, it includes sell, rent, exchange 

and hire in the ordinary course of business

•	 In relation to services, it means to sell the services, 
or to perform or cause them to be performed 
or provided, or to grant access to any premises, 
event, activity or facility in the ordinary course 
of business.

Prohibitions imposed on suppliers (Jay 
2015:69)
•	 May not discriminate against any group or person
•	 No preferential treatment
•	 No unwanted direct marketing
•	 No false or deceptive allegations or advantages 

about goods and services
•	 No deception about availability or price of goods/

services
•	 No unfair marketing, negotiating or pricing
•	 No prohibited transactions, agreements, terms 

and conditions
•	 No genitive option marketing
•	 No false representations
•	 No additional benefits for consumers with 

customer referrals
•	 No contracting with disabled or mentally handi-

capped persons
•	 May not take advantage of people who cannot 

understand the language
•	 May not use physical force, undue influence in 

marketing and negotiation tactics
•	 May not ask consumers to waive any rights or to 

assume certain obligations
•	 May not sell/supply unsafe or defective goods.

who are consumers? 
A consumer is defined as: 
•	 A person to whom goods or services are marketed 

in the ordinary course of the supplier’s business 
•	 A person who has entered into a transaction with 

a supplier in the ordinary course of the supplier’s 
business. 

The Act will regulate: 
•	 Every transaction between a supplier and a 

consumer involving the supply of goods and/or 
services in the ordinary course of business within 
the Republic of South Africa 

•	 The promotion of such goods and services that 
could lead to a transaction being entered into

•	 The goods and services themselves after the 
transaction is completed. 
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The Act’s influence on property transactions:
•	 The CPA is generally aimed at business and indi-

viduals
•	 According to Jay (2015:68) the latter ‘is exactly 

in line with the intention of this legislation: to 
protect consumers where they are in unequal 
bargaining positions which generally apply to 
‘business to consumer’ type of transactions’.

•	 Individual-type transactions between two private 
individuals will not be covered by the CPA 

•	 the CPA applies to those transactions which are 
of a regular nature and excludes once off transac-
tions.

•	 Where a seller or purchaser employs the services 
of an estate agent the agent then falls within the 
definition of a supplier for the purposes of the 
CPA (because the agent or developer/property 
speculator will be marketing the property and 
draw up the contracts)

•	 The voetstoots clause would be excluded where 
the CPA applies. 

•	 The cooling-off right is still intact.

Consult the Act for more information.
According to the dti (formerly the Department of 

Trade and Industry), the following nine broad cate-
gories of consumer rights appear in the Consumer 
Protection Act 68 of 2008:
•	 No. 1: Right to equality in the consumer market 

and protection against discriminatory marketing 
practices

•	 No. 2: Right to privacy
•	 No. 3: Right to choose
•	 No. 4: Right to disclosure of information
•	 No. 5: Right to fair and responsible marketing
•	 No. 6: Right to fair and honest dealing
•	 No. 7: Right to fair, just and reasonable terms and 

conditions
•	 No. 8: Right to fair value, good quality and safety
•	 No. 9: Right to accountability from suppliers. 

Contact the dti: 0861 843 384/Contactus@thedti.gov.
za

12.13 ThE nATionAl crEdiT AcT 
 34 of 2005 

See Chapter 4 on credit planning.

12.14 ThE rEnTAl houSinG AcT 
  50 of 1999

This Act stipulates the following:
•	 The relationship between landlords and tenants
•	 The content of the lease agreement.

12.15 ThE PrEvEnTion of illEGAl 
  EvicTion froM And 
  unlAwful occuPATion of 
  lAnd AcT 19 of 1998 (PiE)

•	 The eviction process is regulated.
•	 This Act applies not only to squatters, but to 

tenants as well.
•	 The court will decide about an eviction order 

based on consideration of the following circum-
stances of the tenant(s): the circumstances of 
unlawful occupation; the period of occupation; 
the availability of alternative accommodation; 
the rights and needs of children, the elderly; 
disabled persons and households headed by 
woman; improvements by the tenant with the 
consent of the landlord; possible compensation 
for improvements; the fairness to the payment 
of compensation; and the hardship to each party 
(Jay 2015:158). 

•	 The financial consequences for the landlord does 
not seem to be of any importance—financial 
situation, bond payments, maintenance for the 
duration of the lease, rates and taxes, own family 
and household (children, elderly, dependants), 
and so on.

12.16 SuMMAry
Buying a house is arguably the biggest single 
investment most people make during their 
lifetime. The decision to buy a house holds long-
term implications, and potential buyers should be 
informed of the numerous factors that affect this 
decision. The importance of purchasing the right 
house in the right place at the right price with the 
right kind of financing cannot be overemphasised.

Most sales transactions take place through an 
estate agent. Potential buyers should know what 
kind of services they can expect from estate agents, 
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as well as the following: when commission must be 
paid; which kind of mandate is best; which sources 
and instruments of long-term financing are avail-
able; what kinds of mortgage bond are available; and 
what the hidden costs involved in buying a house 
are.

12.17 SElf-ASSESSMEnT
•	 Briefly discuss the cost-items involved in 

purchasing a dwelling.
•	 Explain the importance of the decision to buy a 

residence.
•	 Explain how you would go about valuing a resi-

dence.
•	 Explain situations when an estate agent is entitled 

to receive a commission.
•	 Explain the different types of mandate.
•	 Briefly explain financing methods that may be 

used to buy a residence.
•	 Explain the different types of mortgage bonds
•	 List the practical steps involved when:

 – Buying a residence
 – Selling a residence
 – Moving house.
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After studying this chapter, you will be able to:
•	 Identify the steps involved in the process of 

investing in fixed property
•	 Explain the functioning of the different types 

of fixed property

•	 Explain the financing of property
•	 Explain different ways to own property
•	 Explain property contracts
•	 Illustrate the importance of the administration 

of fixed property.

lEArninG ouTcoMES

Mercy bought a small house 12 years ago with 
a bond from the bank. She liked the property 
immediately. It has a big thatched roof lapa with a 
built-in braai and a fish pond.  

She has had several tenants over the 12-year period. 
Some tenants did not pay rent for up to six months, 
while some did not pay the water and electricity 
bill for up to 30 months. Either the tenants did 
not receive any accounts from the municipality 
or they simply did not pay. Nevertheless, the local 
authority did not prosecute them. The reasons are 
obvious – either maladministration of accounts or 
the fact that upon leaving a property and ending 
a lease, the landlord is held responsible for the 
payment of the outstanding water and electricity 
account. In the case of non-payment of a previous 
outstanding account, a new tenant’s water and 
electricity account will not be registered at all.

Mercy got a call from the tenants one Friday 
evening – smoke was coming from the roof while 
they were having a small barbecue. Fortunately 
the damage was relatively small and Mercy did 
not panic at all. She had taken out the necessary 
insurance when she bought the property. Her 
solution was just a phone call and an e-mail away.

She immediately completed a claim form and 
submitted her claim. After thirty e-mails she still 
had not received any response from the bank, 
except e-mails recognising receipt of her claim.

Eventually, after receiving two phone calls from the 
bank, she had to report the case to the Short-term 
Insurance Ombud for assistance.

The bank responded to the Ombud’s letter 
(Mercy’s complaint) and sent her the following 
documents:  ➟

cASE STudy
•	 A valuation letter stating that the lapa had 

been built illegally
•	 A statement that the height of the chimney was 

wrong and that the lapa was not the required 
distance from the neighboring property’s fence

•	  A letter from the bank saying that according 
to the insurance contract concluded with the 
bank, a certain point/line excludes building 
errors from the insurance cover

•	 Pictures showing the lapa’s chimney.

Explain the risks of her situation with the lapa and 
the house, as well as possible actions to be taken. 

(Background: Mercy had to cancel insurance 
from another bank months after she bought the 
property—she immediately insured it with the 
short-term insurance for her property portfolio. She 
believes in risk avoidance and insurance. She got 
confirmation from the current bank upon buying 
the property that the lapa held no risk because it 
applies to insurance/building requirements. She 
also paid the current bank several visits to confirm 
her safe insurance position. She received verbal 
answers, but did not receive anything in writing — 
similar to her claim and related/applicable requests 
for information—no response at all.)

13.1 inTroducTion
Apart from purchasing a house, an investment in 
fixed property is not something everybody would 
consider. Property investment is usually out of 
the reach of most people in the street, at least for 
as long as they still have a housing bond to repay. 
However, people may inherit or receive money from 
one source or another (such as a gift or a lump sum 
from an endowment policy), which they may then 
consider investing in fixed property. Many people 
with capital resources purchase fixed property in 
order to increase their wealth. An investment in 
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fixed property is therefore one way of ensuring 
financial independence after retirement.

13.1.1 why keep on investing in 
 residential property?

An answer to the eternal question
Property as an investment instrument has sustained 
considerable damage from the debate on whether 
to rent or buy a dwelling. High interest rates do not 
really help the property market to get off the ground 
either. The misconceptions about property as an 
investment is currently reaching fever pitch, firstly 
as a result of the increase in municipal rates (land 
tax), and secondly due to the introduction of capital 
gains tax. The question why people should still 
invest in property is briefly considered below.

It is important to note at the outset that we are 
talking about immovable (fixed) property because, 
after all, the concept of property includes every-
thing that can be owned, for example unit trusts or 
a car. Furthermore, we have to mention the familiar 
distinction between speculation and investment; 
that is to say, do not compare an investment in fixed 
property with the speculative buying of shares on 
the stock exchange. Compare returns on invest-
ment on the one hand, and returns on speculation 
on the other, after the same period. Returns aside, 
what about the purpose of the investment? We can 
compare returns only once we have selected an 
investment that will serve the same short-, medium- 
and long-term needs. So, let us choose the foremost 
long-term need, namely financial independence 
after retirement – the pre-eminent objective of 
personal financial management.

Surely the most important aspect or personal 
financial management is the human element 
involved. If that were not the case, we could plan 
like robots, which always achieve all objectives. 
Unfortunately, that is not how things work, and the 
human element differs from person to person. We 
take particular investments made over a lifetime 
with a view to retirement as the basic premise and 
benchmark of comparison for the purpose of this 
discussion. Consequently, we look at the investments 
that are actually made by a person, and that are still 
there at retirement and afterwards. Naturally, the 
many investments we make during our lifetime and 

call up or sell do help us towards achieving the aim 
for retirement. Capital gains and the reinvestment of 
capital are prominent examples in this regard.

Green living refers to: Reduce-Reuse-Recycle (Jay 
2014: 178),

‘Going green is a conscious decision, and a change 
in life style, to become mindful of our planet’s 
wellbeing …’

So what is the point, the substance, of our argument 
in favour of property? Financial discipline is the first 
and foremost answer. It is also the most important 
aspect of achieving personal financial goals over any 
term. More than any other kind of investment, fixed 
property requires this kind of discipline over a life-
time.

As people’s needs, and especially desires, arise, 
one financial investment after another (eg unit 
trusts) is called up and applied to satisfying these 
needs and desires. People are inclined to use finan-
cial investments to pay for holidays; overseas visits; 
study costs; weddings; deposits on a car; furniture; 
unnecessary purchases; or for merely any old debt 
crisis. It is easy to get rid of these investments at 
opportune and inopportune times. People do not 
readily use their property to meet expenses such as 
those just mentioned; besides, it takes a lot of time to 
sell property, and market conditions (interest rates 
and prices) are taken into account.

One of the main reasons that financially inde-
pendent retirement is possible today is precisely 
because people mistakenly believed that endowment 
policies should be left untouched for 30 or 40 years. 
As with property, it was the financial discipline of 
maintaining such policies (regardless of the return 
compared to certain shares) that made this possible. 
Nowadays, we do not like discipline much, because 
we like to use our money to indulge our whims, as 
and when we like. Because financial investments 
are used to do this, very few, if any of them, remain 
intact for retirement. Retirement annuities stand the 
best chance.

Furthermore, fixed property offers security for 
the present as well as the future, because it can be 
encumbered with a bond (a first mortgage) if you 
need money. You can also offer it as security to 
a bank for your overdrawn account by offering a 
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covering bond on your property. You can use the 
paid-off part of your bond on your property as an 
emergency fund. For example, where a person owns 
three paid-off properties, the income from two can 
be used to purchase and pay off a fourth property. 
Thus, the income from the two helps to meet the 
monthly repayments on the new property, with the 
result that the new property is paid off quickly. By 
this means, quite a few properties can be purchased 
and paid off over a lifetime. The income derived 
by renting out a portfolio of properties serves as 
income before and after retirement. Moreover, any 
of the properties can be sold at a later stage (regard- 
less of capital gains tax) and the after-tax return can 
be used to fill the income gap after retirement. If you 
get to the stage where you own 30 or 50 properties, 
you should make a sustained effort to sell poorer 
investments and replace them with better properties. 
Just remember the ‘location, location, location’ rule.

People often maintain that they would never rent 
out a property because lessees would damage it. 
Decent lessees do not damage property overnight. It 
is worth your while to spend the R8 000 or R9 000 to 
fix the flat when your good tenant leaves after five or 
ten years, particularly in cities in which good rentals 
are realised even for tiny flatlets. The problem is 
that many potential investors see only the possible 
maintenance costs, rates and short-term insur-
ance premiums and are unwilling to assume any 
risk. Unfortunately, these cannot be avoided, and 
an investment in fixed property has to be managed 
as well. You have to become involved from the day 
you choose a particular property, select a tenant, 
finalise the lease, watch the market and maintain the 
property as durably as you can within your budget. 
Fortunately, these expenses are tax-deductible 
because they are incurred to earn an income. Other 
taxpayers therefore help to pay for your investment.

People generally do not squander a fixed prop-
erty before their retirement for the sake of satisfying 
some desire or to meet a short-term need. An invest-
ment in fixed property with a view to retirement 
therefore has considerable merit, given the finan-
cial discipline associated with such investments. 
Naturally, one also has to make investments in other 
kinds of financial assets with a view to retirement 
and to meet other needs and objectives.

Africanisation

Ghana
Over the past decade (2005–2015), 85 000 sales 
transactions were registered per year (Diener 
2015:62). Increased residential demand has been 
driven by new apartment block complexes. These 
developments are funded by foreign investment.

Characteristics of the demand/market in Accra:

•	 Short-term stays in apartments
•	 Purchase of two three-bedroomed apartments 

in prime areas
•	 Stand-alone homes in first- and second-class 

areas
•	 Leasing activity was higher than sales activity.

The retail sector

•	 The Accra mall dominates the retail sector
•	 Outside of Accra the industry is still in its early 

stages
•	 Kumasi and Takoradi are the next two most 

popular cities in Ghana
•	 These cities have no formal retail centres
•	 Rental will be influenced by the state of the 

economy and related activities.

office space

•	 A prime return of 10% on investments
•	 Office demand depends on banking, 

telecommunication, professional, diplomatic 
and aid sectors

•	 Competition for new tenants caused a ‘fit-out’ 
finish of office space, contrary to the former 
‘shell and core finish’.

13.1.2 Advantages and disadvantages 
  of property investment
Pyhrr et al. (in Cloete 1994: 65) point out the 
following advantages and disadvantages.

Advantages
•	 Pride of ownership (the investment can be seen 

and ‘shared’ with others)
•	 Personal control (the owner is in control)
•	 Estate building (by applying financial leverage 

over time, property investment is an estate- 
building process)
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•	 Security of capital (property is perceived to be a 
safe investment)

•	 Leverage (you do not have to use your own 
money to invest in property)

•	 Tax advantages (all expenses are tax-deductible if 
they have been incurred to earn an income)

•	 Capital appreciation (especially with a good, 
secure location)

•	 Protection against inflation (the investment beats 
inflation over time).

financial discipline
Do you think that property rights will be protected 
in South Africa? 

Do you think that property will be nationalised 
or expropriated without remuneration (such as 
mineral rights and water – your borehole, for 
example)? Whatever your answer may be, property 
investments are still on the agenda of most 
investors for different reasons.

Practical experience will teach you that certain 
types of property investment (a buy-to-let 
townhouse or second home) require a far more 
disciplined lifestyle than, for example, listed 
property (Lamprecht 2015: 1). According to her, 
becoming a landlord teaches you the burden of 
many different uninvited cost-items. Nevertheless, 
those applying financial discipline have always 
been remunerated with a better life and financial 
future than others—irrespective of their choice of 
investment.

disadvantages
•	 Illiquidity (cannot be converted to cash in a short 

time)
•	 Management burden (property has to be managed 

by someone)
•	 Depreciation (physical, function and location 

depreciation decrease the value of property)
•	 Government control (zoning restrictions)
•	 Real estate cycles (property values are sensitive to 

business and economic influences)
•	 Legal complexity (knowledge of property laws is 

a prerequisite for property investment)
•	 Lack of information (not everybody has property 

knowledge, and primary property information is 
scarce).

legislation pertaining to fixed property
Jay (2015:170) lists numerous acts pertaining to 
fixed property. To mention a few:
•	 The Consumer Protection Act (CPA) – ‘the right 

to information and disclosure, the right to fair, 
just and reasonable terms and conditions, the 
right to fair and honest dealings, the right to fair 
and responsible marketing’

•	 The National Credit Act (NCA)
•	 The Financial Intelligence Centre Act (FICA)
•	 The Financial Advisory and Intermediary 

Services Act (FAIS)
•	 Regulations when letting property
•	 The South African National Building Regulations 

and Building Standards.

The National Consumer Tribunal (NCT) (012 
663 5615 or www.thenct.org.za) acts as adjudi-
cator of transgressors of the National Credit Act 
and the Consumer Protection Act. According to 
Jay (2015:69), the National Prosecution Authority 
(NPA) could also be approached with crime-related 
activities (012 845 6000 or www.npa.gov.za).

13.2 ThE invESTMEnT ProcESS
Potential investors should compare the features 
of the property they intend purchasing with their 
personal investment objectives and needs before 
coming to a decision about the purchase. They 
should also compare the proposed investment with 
other similar investments. Investments in property 
are usually made in order to receive a rental income 
and/or to achieve capital growth. Fixed property 
offers a hedge against at more or less the same rate 
as the current rate of inflation.

The type of fixed property a potential investor 
would consider usually depends on one or more of 
the following factors:
•	 The amount of capital available
•	 Creditworthiness (ie borrowing capacity)
•	 Attitude towards risk
•	 Knowledge of the type of property
•	 Income tax position
•	 The management requirements of the property 

(in the case of a hotel or a holiday resort).

In the first place, prospective investors look for 
a suitable property, or one could say a suitable 
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investment opportunity. The aim is to match their 
needs and requirements with a suitable property. Figure 
13.1 is a representation of the investment process.

Analyse the investor’s resources, needs, requirements 
and objectives

Investigate the availability and price of loan capital (the 
possibility of obtaining finance)

Make a physical inspection of the property  
or properties

Quantify the productivity of a selected property  
or properties

Calculate the investment value(s) of one or more se-
lected property/properties to the investor concerned

Evaluate the market and external factors that might 
affect the value of the selected property in the present 

and possibly in the future

Make the decision

figure 13.1: The investment process
(Source: Maritz 1983: 291)

In the following sections, we will discuss briefly the 
investment process on the basis of Maritz’s diagram.

13.2.1 The investor’s resources
An investor who wishes to purchase fixed property 
requires a large amount of capital. Several additional 
cost items are involved, such as transfer duty, transfer 
costs and bond registration costs. An investor may 
be obliged to use other financial assets or to find 
co-investors in order to make the purchase possible. 
The entire investment process will have to be an 
attractive proposition to these co-investors before 
they would be interested in investing (purchasing). 
The special features of the property will have to suit 
their investment needs.

13.2.2 The investor’s needs, 
 requirements and objectives
Before investments can take place, prospective 
investors should ask themselves why they choose 

to invest in fixed property, as well as why they 
wish to invest in a specific property. The property 
or properties will have to meet certain investment 
criteria. Although several less important criteria 
could be added, the following five listed by Maritz 
(1983:291) should suffice:
•	 Anticipated return on capital
•	 Liquidity of the investment
•	 Risk involved in the investment
•	 Income tax implications
•	 Management requirements of the investment.

return on capital
The return on investment capital is probably the 
principal reason for making an investment. When 
someone makes an investment for his own use (such 
as a home), the convenience and utility value of 
the home will be more important than the return 
on the investment. An investment with a view to 
receiving a regular income will ensure cash inflow 
for the investor. A property investment with a view 
to capital growth is made because the investor hopes 
to make a profit when he sells the property at a later 
stage. Some people invest in property to increase the 
wealth of their estate.

Investors will want a certain return on the total 
amount of capital (own and borrowed) invested (for 
example, 18%). They will also want a certain return 
on their own capital (the capital they provide without 
having to borrow it) invested (for example, 21%). An 
investor who already owns other income-producing 
property would want the rate of return on the new 
property to exceed the rate of return on the existing 
property (for example, 16%). The 16% is called the 
internal rate of return and the new investment will 
consequently have to provide a rate of return of 16% 
or more.

The use of loan capital increases the return on 
one’s own capital. Assume that a person purchases a 
fixed property for R100 000 with his own money. He 
leases the property and receives an annual return of 
R20 000. The return on his own capital is therefore 
20% (R20 000 ÷ R100 000 × 100%). If he uses only 
R80 000 of his own money, however, and borrows 
the other R20 000, the return on his own capital will 
be 25% (R20 000 ÷ R80 000 × 100%). As you can see, 
the use of loan capital increases the return on the 
investor’s own capital. This situation is called gearing 
or leverage.
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liquidity
Liquidity refers to the speed and convenience with 
which an investment or asset can be converted 
into cash. Fixed property cannot be sold overnight 
and converted into cash, mainly because it may be 
difficult to find a buyer, or a potential buyer may 
not have sufficient funds, or the market may be 
unfavourable and potential buyers may find the 
asking price too high. In other words, fixed property 
is not a liquid asset. Maritz (1983:293) points out, 
however, that it may not always be necessary to 
convert fixed property into cash, since such an 
investment could serve as surety for a loan.

risk
Risk may be described as the chance that a loss 
may be suffered, or that the actual results of an 
investment (for example, income) may differ from 
the anticipated results (or income). In the case 
of fixed property, a distinction is made between 
operating risk and financial risk.

Jay (2015:31) defines a property inspection as 
follows:

A property inspection is a detailed and system-
atic visual inspection of the property, its structures, 
design and fixtures that will provide a transparent 
understanding of the property’s ‘signs’ and 
condition as observed on inspection date.

A professional property inspection company 
provides an inspection report to the potential buyer. 
The report emphasises specific areas of concern. 
Potential future problems are thus identified with 
regards to: possible repairs; unwanted latent defects; 
wasteful insurance claims; a huge loss in the value of 
a property (lapa with building regulation shortcom-
ings caught fire as well as the house — no property 
left); a bond to pay on a non-existent property.

Because of the ‘voetstoots’ clause, you cannot sue 
the seller in this case. Wrottesley (2015:36) explains 
that the Consumer Protection Act (CPA) does not 
protect buyers in cases where the seller is not in the 
business of selling property — subject to latent (non-
visible) and patent (visible) defects in the property. 
The estate agent may not mislead the potential buyer 
regarding these defects as well.

Broekman in Wrottesley (2015:37) explains that 
in cases where the seller is a developer, career reno-
vator or seller acting according to his/her business, 

the seller should include a defects list into the offer 
to purchase. All defects should be included on the 
list, otherwise the buyer can sue the seller in the 
future. Sellers can also be protected against the latter 
by property inspections.

Inspections are not undertaken by potential 
buyers because:
•	 Banks do not require such inspections (they are 

safe and do not carry any risks regarding this 
matter) (Wrottesley 2015: 37)

•	 Estate agents do not provide financial advice 
when selling property (Swart 1986: 1)

•	 Potential buyers believe the bank’s valuation/
inspection of the property as being sufficient and 
honest.

Bell in Wrottesley (2015:38) emphasises the poor 
quality or poor standards of building. Yes, home inspec-
tions are very important — do not allow the provider of 
financing (the bondholder and/or insurance company) 
to misguide you or persuade you otherwise.

Wrottesley (2015:38) lists the following leading 
providers of home inspections in South Africa:
•	 HouseCheck
•	 Inspect a Home
•	 Gauteng home inspections
•	 Property Management Solutions
•	 Home Inspection Services.

One problem is that potential buyers do not know 
the need for inspections by professionals. Banks do 
not advise them otherwise — why should they? 

Because of the detailed reports, both banks and 
estate agents would not bother to provide this type 
of personal financial advice to potential buyers. The 
agent will lose a deal and commission, while the 
bank will lose a bond, bond payments and insurance 
premiums (over a 20-year period).

Both buyers and sellers can benefit a lot from 
property inspections before a transaction is 
concluded. Remember to get a professional to do an 
inspection before signing the offer to purchase. Once 
you have signed the offer to purchase, it becomes the 
official purchasing contract.

Operating risk
Operating risk refers to the risk that a fixed property 
(in this example) may not be capable of realising its 
fixed operating costs. This means that the income 
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is too low to cover the operating costs. Maritz 
(1983:295) refers to the following aspects that may 
affect the income of fixed property:
•	 The physical nature of the property (an old building 

may require extensive maintenance costs)
•	 The location of the property (if a growth area is 

being developed, existing lessees may move to the 
area)

•	 Institutional characteristics
•	 The property market (if the market is in reces-

sion, the demand for leasehold property may be 
minimal)

•	 Political conditions (a new political order may 
influence the demand for certain property in 
certain areas).

Financial risk
Financial risk refers to the risk that investors may not 
be capable of honouring their financial obligations 
(arising from an investment). If they have borrowed 
money, making use of gearing or leverage, they will 
have certain financial obligations. For example, they 
will have to pay monthly instalments on a mortgage 
bond over 20 or 25 years. This means that a risk 
exists that they may not receive sufficient income 
to pay off the mortgage bond instalments (over and 
above the operating costs). The higher the mortgage 
bond sum, in relation to the market value of the 
property, the higher the financial risk.

income tax
The Income Tax Act is amended every year and 
prospective investors should therefore establish to 
what extent such amendments (if applicable) may 
affect their investment or proposed investment. 
For example, if an investor previously received a 
tax rebate on the construction of a building, he/she 
should not automatically assume that this rebate will 
be applicable to the new building as well.

The interest payable on a mortgage bond is tax-
deductible. However, this concession is applicable 
only to a mortgage loan that was taken out in order 
to derive an income from the investment.

Tax-related issues to consider
According to Jay (2015:170), the following 
tax-related issues should be considered when buying 
or selling or owning property:

•	 The payment of transfer duty or value-added tax
•	 Buying property in your name, or the name of a 

close corporation, company or trust
•	 The influence of capital gains tax and estate duty
•	 The tax implications of speculating with or devel-

oping property
•	 The necessity of keeping your own tax affairs in 

order to speed up the process of the registration 
process

•	 Your lease agreement and value-added tax
•	 Tax deductions when you are the landlord.

Management requirements
An investment in fixed property demands 
management. For example, a hotel, a holiday resort, 
a block of flats, an office block and a shopping 
centre would all have to be managed. Prospective 
investors should therefore decide whether they have 
the necessary expertise to manage an investment, 
or whether they would need to find someone with 
the necessary expertise to manage it for them. A 
skilled and trained person or persons could be 
found to manage a block of holiday flats by the sea, 
for example. However, the anticipated return on the 
investment would have to be sufficient to cover these 
costs, otherwise it should not be contemplated.

13.2.3 investigate all financing 
  possibilities
Once investors have identified their resources, 
objectives and needs, they must investigate ways of 
obtaining additional funds if they cannot provide 
the purchase price. Financial institutions, friends, 
family and even other investors could be approached 
for a loan. Others could also be involved as partners, 
directors or shareholders in order to help fund the 
investment.

13.2.4 inspect the property
According to Maritz (1983:301), the following are 
utility or value-producing features of a property:
•	 Its physical nature (land and renovations)
•	 Its location
•	 Its institutional characteristics.

The physical nature of the property
Physical nature refers to the following:
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Land
•	 The size and shape of the plot
•	 The slope (a very steep slope would lower the 

value of a block of flats)
•	 Kind of soil (arable agricultural soil would 

increase the value of a farm for investment 
purposes)

•	 Services (a road, a storm-water system, elec-
tricity, water and sewerage services).

Renovations (to a building)
•	 Size of the building
•	 Durability of the structure (quality of construc-

tion)
•	 Functional effectiveness of the building (whether 

it suits the intended purpose or whether altera-
tions or additions would be necessary)

•	 The relationship of the plot to the building (is 
there sufficient parking at a shopping centre or 
block of flats)

•	 Appearance of the building (whether it requires 
renovation or is in good condition)

•	 Sufficient miscellaneous facilities (whether store-
rooms will have to be built).

location
The location of an investment property refers to its 
convenience network and exposure network.

Convenience network
An investor who is considering investing in a block 
of flats should investigate the convenience it offers 
lessees in respect of the following:
•	 Proximity to office or place of work
•	 Availability of bus service
•	 Proximity to places of worship
•	 Proximity to schools
•	 Proximity to shopping centres.

Exposure network
In this regard, the investor should investigate all 
factors to which the property is exposed. If a block 
of flats is situated opposite a factory which emits an 
unpleasant smell, it would be a poor investment in 
terms of its resale value. The same applies to noise, a 
garbage dump, a scrap-yard, or a high measure of air 
pollution. These aspects are all important as far as 
the location of the investment is concerned.

institutional characteristics of the property
These characteristics refer to any regulations 
pertaining to private and public circumscription of 
property rights. These pertain to the right of use of 
the property, or the maximum lawful and economic 
use that may be made of a property. For example, an 
investor may purchase a plot with the intention of 
constructing a block of flats on it, and then find that 
it has been zoned as industrial land; or a servitude 
may be registered on a property, in which case the 
investor (purchaser) would not be allowed to build 
on that part of the plot.

Losses could therefore be avoided if an investor 
consults the Deeds Office and the local municipality 
on regulations pertaining to civil and public law 
property rights, such as:
•	 Rates and taxes
•	 Expropriation
•	 Control (building regulations, storm-water 

drainage, retaining walls)
•	 Real servitudes (subdivision of land, zoning, 

more than one house)
•	 Personal (civil) servitudes (usufruct, occupation)
•	 Public servitudes (thoroughfare, the construction 

of a national roadway).

The aspects listed above will determine the lawful use(s) 
an investor may make of the property. Prospective 
investors should check these aspects thoroughly, or 
have them checked, before investing in fixed property.

13.2.5 Quantification of the productivity 
 of the property

To quantify means to attach a value or amount to 
something. Productivity refers to the income derived 
from the investment property. A prospective investor 
should therefore determine the income he expects 
from an investment. Maritz (1983:303) points out 
that the income a prospective investor expects 
consists of one or both of the following components:
•	 The income stream (for example, monthly rental)
•	 The terminal or residual value (for example, the 

amount of money received if an office block is 
sold after a number of years).
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Maritz (1983:303) also discusses two methods for 
calculating income stream:
•	 The calculation of normalised income for the 

first few years
•	 The calculation of the actual income stream over 

a certain period (say ten years), as well as the 
calculation of the terminal or residual value at the 
end of this period.

Normalised income is calculated for the property 
only. In this brief discussion, we shall not go into 
the income position, which includes income tax 
implications (benefits). Income is also calculated 
without taking into account the use of loan capital 
(borrowed money). Maritz (1983:305) states that the 
reason for this is because, at this stage, the prospec-
tive investor is interested in the productivity of the 
investment property, and not how that productivity 
can be increased by the use of loan capital or income 
tax benefits.

calculation of normalised income for the 
first year
Income may be calculated in several ways. Maritz 
(1983:265) explains that the following incomes must 
be calculated in order to determine normalised 
annual net income:
•	 Gross income
•	 Effective gross income
•	 Net income (normalised annual).

Gross income refers to the income received before 
any deductions have been made for expenses (of 
whatever nature). Effective gross income is calcu-
lated by deducting losses (for example, if a building 
is not occupied or if debt is not collected) from gross 
income. Normalised annual net income is calculated 
by deducting operating costs from effective gross 
income. For the purposes of our calculation (as 
mentioned earlier), tax and instalments on loans are 
not deducted in order to provide an after-tax return 
on your own capital. In the following example, we 
calculate only up to point 5. Net operating income 
actually refers to normalised annual net income 
(cash inflow), or NNI.

calculation of net operating income

r

1. Gross anticipated rental income 144 000

2. Less: unoccupied factor and 
collections

 
7 000

3. Equal to: effective gross income 137 000

4. Less: operating expenses 35 000

5. Net operating income 102 000

 ExAMPlE 1

Method of comparable rates of return 
(capitalisation)
All investors expect a certain rate of return on their 
investments. This anticipated rate of return is also 
called the overall capitalisation rate. Once an investor 
has calculated the above-mentioned normalised annual 
net income (NNI) and the overall capitalisation rate 
(OCR), he will be able to determine the market value 
of the investment property.

Assume that a person expects an 8.1% rate 
of return on his capital and the property’s NNI 
amounts to R30 000. The market value is calculated 
as follows:

Market value = 
NNI
OCR

 

 = 
R30 000

8 1. %

 = R370 000

The ratio between MV, NNI and OCR can be repre-
sented in a triangle as follows:

NNI 

MV × OCR

Thus NNI is equal to MV multiplied by OCR. The 
amount of R30 000 is equal to R370 000 × 8.1%, or 
OCR is equal to NNI divided by market value. In 
this way, rates of return, market values and incomes 
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of various investment proposals (for example, 
buildings) may be compared with and weighed up 
against one another.

This method of comparing investments is called 
the method of comparable rates of return (capitalisa-
tion). Our next point of discussion is the method of 
discounted cash flow analysis (discounting).

Method of discounted cash flow analysis 
(discounting)
We referred to discounting in Chapter 3. In the case 
of capitalisation, income for one year only is used. 
In the case of discounting, we use the income over 
several years to determine the market value of a 
property.

With discounted cash flow analysis (discounting), 
the market value of a property, or the price that may be 
paid for a property, is equal to the present (current) 
value of all net financial benefits (net income) that 
will be obtained from the property in future.

The following is needed for a discounted cash 
flow analysis:
•	 Future income (A)
•	 Terminal or residual value (B)
•	 Discount rate (C).

Calculate NNI for, say, four years

1st year 2nd year 3rd year 4th year

Gross 
income

128 011 135 692 143 833 152 463

Estimated 
expenditure

30 161 32 950 43 150 45 739

97 850 102 742 100 683 106 724

Terminal or residual value
This is calculated by the capitalisation method:

Market value = 
NNI
OCR

 = 
R106 724

9 5. %

 = R1 225 576

Discounting of cash flow and terminal or 
residual value
If details A, B and C are available, two methods may 
be used to calculate the discount value: a long and a 
short method. Assume that the discount rate is 10%.

first method (long method)
Use FV and PV on a financial pocket calculator.

R

88 955

84 911

75 645

72 894

857 575

1 179 980

 

1

97 850

 

2

102 742

 

3

100 683

 

4

106 724

Terminal 
value

1 255 576

Discount  
value

Second method (short method)
Use the CFi key on an EL-533 and EL-733 financial 
pocket calculator.

10 i

0 CFi

97 850 CFi

102 742 CFi

100 683 CFi

(106 724 + 1 255 576)
1 362 300 CFi NPV $1 179 979

The cost method
According to the cost method, the value of a property 
is determined by calculating the costs incurred in 
substituting or reproducing the property (in the 
case of unique buildings) after these costs have been 
adjusted for depreciation. The following formula is 
used:
MV = CC – D + MVL

where:
MV = market value
CC = construction costs based on current costs 
D  = depreciation
MVL = market value of land
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The income method (comparable rates of return) 
cannot always be used in the valuation of invest-
ment property, In such a case, the cost method 
(comparable costs) is used, which is based on the 
principle of substitution or replacement. When the 
replica of a building has to be valued, reproduction 
costs are used (churches, monuments and the Union 
Buildings are examples). Where similar or compa-
rable renovations are made and have to be valued, 
they are referred to as replacement costs.

Construction costs
When calculating costs in practice, the cost per 
square metre is generally used. Expensive finishing, 
for example, would increase these costs. Maritz 
(1983:279) refers to the following factors that may 
increase the value of a certain fixed property in 
comparison with another similar property:
•	 Extent of plan
•	 Height from floor to ceiling
•	 Height of the building
•	 Differences in construction methods and materials
•	 Differences in finishes and architectural detail
•	 Sanitary and other high-cost equipment
•	 Plot (stand)
•	 Date of construction
•	 Geographical area in which constructed
•	 Tender condition
•	 Contract period.

All costs that normally fall to the owner (builder 
or constructor) must be included. Maritz lists the 
following cost items:
•	 Registration costs and attorney’s fees
•	 Consultation costs, surveys and demolition 

permits before construction work begins
•	 Professional services of architects, quantity 

surveyors and building planners
•	 Property tax during the construction period
•	 Insurance during the construction period
•	 Administrative expenses
•	 The building contractor’s profit, if this is not 

included in the building costs (direct costs).

Depreciation
According to Maritz (1983:281), depreciation (D) 
should be calculated and deducted from construction 

costs (CC) in order to determine the market value of 
the renovations (MR) to the building.
CC — D = MR

There are three main reasons for depreciation:
•	 Physical or structural ageing (cracked walls, 

rusting roof, overdue maintenance)
•	 Functional ageing (out-of-date design and layout, 

toilets outside the building)
•	 Economic ageing (rezoning of a residential area 

to an industrial area).

In practice, it is no simple matter to calculate depre-
ciation on fixed property such as a building. Maritz 
mentions the following methods that may be used 
in practice, apart from a subjective calculation or 
assessment of depreciation.

The capitalisation of income method
Depreciation equals construction costs less value, 
as calculated according to the comparable rate of 
return (income method).

R

Construction costs 120 000

Less: Value according to income 
method

–90 000

Depreciation 30 000

 ExAMPlE 2

The market method
The situation could be that old buildings can be 
sold on the market for 30% less than the current 
construction costs. In that case, depreciation would 
be 30%.

Mathematical models: the sum of the years 
method
Assume that a building has an economic life of 
five years and the construction costs amount to 
R5 000 000. Annual depreciation is calculated as 
follows:
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Year Calculation R 

1 5/15 x R5 000 000 1 667 000 

2 4/15 x R5 000 000 1 333 000 

3 3/15 x R5 000 000 1 000 000 

4 2/15 x R5 000 000 667 000 

5 1/15 x R5 000 000 333 000 

5 000 000 

   ExAMPlE 3

Market value of land
The method of comparable purchase prices is used to 
determine the market value of land. The calculation 
is similar to that for house prices. The value of a 
plot or land is therefore determined by comparing 
it with similar plots of land that have been sold 
under similar market and economic conditions. The 
comparable selling transactions should, preferably, 
not have taken place more than three months 
previously. The transactions should also contain 
more or less the same conditions and the site should 
be in more or less the same area.

13.2.6 calculation of investment value 
  of a property
Maritz (1983:311) emphasises the important 
distinction between the utility or utilitarian value of 
a property and its market value. Earlier we referred 
to market value as the price a willing buyer would 
pay to a willing seller at a given period in the market. 
The utility or utilitarian value of a property is the 
value it has for a specific investor at a given stage. 
This value (the investment value), therefore, only 
has a bearing on prospective investors, given the 
following:
•	 Their attitude towards the risks involved in the 

investment
•	 The funds available to them
•	 The cost of financing the investment
•	 Their attitude in general towards any risk
•	 Their age
•	 The return on their current investment portfolio

•	 Their liquidity and solvency
•	 Their creditworthiness.

The utility or investment value a property holds for 
specific investors can influence their willingness to 
pay more or less for the property than the market 
value. Maritz (1983:311) points out that if the invest-
ment value were higher than the market value, an 
investor would willingly buy the property at market 
value, believing that it was a bargain, but if the 
market value were higher than the investment value, 
the investor would not want to buy the property.

Assume that a person’s attitude towards risk is 
to avoid it at all costs. He is less willing to take 
risks than the average investor. This investor is 
considering purchasing a block of flats with the 
following anticipated annual net cash inflows:

Year Cash 
inflow

Present 
value factor 

(6.0%) 

Present 
value

1 140 000 0.943 132 020

2 140 000 0.890 144 600

3 140 000 0.840 117 600

4 140 000 0.792 110 880

5 140 000 0.747 104 580

Total 
present 
value

589 680

Less: Initial amount 
invested

420 000

Net present value 169 680

 ExAMPlE 4

The net present value (the value that a building 
would add to an investor’s estate, for example) of 
a specific building is calculated for the average 
investor (an investor who accepts risks to a certain 
extent).

Should prospective investors wish to leave more 
room for risk in their calculations, they could use 
one or both of the following methods:
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•	 The certainty equivalent method
•	 The risk-adjusted discount rate method.

The certainty equivalent method
According to this method, prospective investors 
require greater certainty in forecasting the 

anticipated income of, for example, the block of flats 
referred to above. Because they want to be sure of 
the income for the five years, each year’s income 
is estimated at a reduced amount. In other words, 
they deliberately reduce the income for each year to 
ensure that they will, in fact, receive the income.

Year Cash 
inflow 

(R)

Certainty 
equivalent

Certain 
cash 

inflow (R)

Factor 
(6%)

Present 
value 

R

1 140 000 0.90 126 000 0.943 118 820

2 140 000 0.90 126 000 0.890 112 140

3 140 000 0.80 112 000 0.840 94 080

4 140 000 0.70 98 000 0.792 77 620

5 140 000 0.60 84 000 0.747 62 750

Total present value 465 410

Less: Initial amount invested 420 000

Net present value 45 410

 ExAMPlE 5

From the example it can be seen how the investor 
reduced each year’s cash inflow in order to eliminate 
further risk. The result is that the net present value 
of the block of flats is reduced. The investor does this 
to obtain greater certainty, hence the name ‘certainty 
equivalent method’.

The risk-adjusted discount rate method
This is the second method that may be used to reduce 
the investor’s risk. Investors expect a certain return 
on their investment, which is called the discount rate 
(see Chapter 3). With this method, investors increase 
the rate of return they desire. An increased discount 
rate means that the total present value and the net 
present value of the block of flats, for example, are 
reduced. The new (higher) rate is 8%.

Year Cash 
inflow 

(R)

Present 
value factor 

(8%)

Present 
value 

(R)

1 140 000 0.926 129 640

2 140 000 0.857 119 980

3 140 000 0.794 111 160

4 140 000 0.735 102 900

5 140 000 0.681 95 340

Total present value 559 020

Less: Initial amount invested 420 000

Net present value 139 020

or (140 000 x 3.993) – 420 000 = R139 020

 ExAMPlE 6
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For more information about these two methods of 
reducing risk, consult Brigham and Gapenski, and 
Gitman. Another method of determining the risk 
involved in a specific investment is discussed next.

The sensitivity analysis method
Assume that an investor wants to compare the risk 
involved in two projects (A and B). The investor is 
interested in not only the return, but also the risk.

The method consists of calculating an optimistic, 
most probable and a pessimistic value (of cash 
inflow, for example) for both projects. By deducting 
the pessimistic value (cash inflow or net present 
value) from the optimistic value, a zone is calculated. 
This zone represents the risk involved in a specific 
project. The larger the zone, the greater is the risk.

Table 13.1: Sensitivity analysis

ProJEcT 
A

ProJEcT 
B

Initial amount invested 10 000 10 000

Annual net cash inflow

Outcome

Optimistic 2 500 4 000

Most probable 2 000 2 000

Pessimistic 1 500 0

Zone 1 000 4 000

Net present values

Outcome

Optimistic 9 015 20 424

Most probable 5 212 5 212

Pessimistic 1 409 – 10 000

Zone 7 606 30 424

(Source: Adapted from Gitman 1988: 344)

Regarding the cash inflow, the zone for project B is 
four times greater than for project A. Project B is 
therefore four times as risky as project A. Similarly, 
project B is almost four times as risky as far as its net 
present value is concerned.

13.2.7 Evaluation of the market and 
 external factors that may affect 
 the value of an investment

It is very important that a prospective investor should 
analyse the market for the proposed type of fixed 
property before he/she purchases. To buy a block of 
flats while half the flats are standing empty would 
be a poor investment decision in ordinary market 
conditions. Equally, purchasing a block of flats in 
an industrial area would be a poor investment. The 
resale value of such a property would be very low.

Clearly, there should be a demand for the services 
the property is able to offer. The best investment 
would be one where the demand increases as a 
result of growth in the area in which the property is 
situated. Future demand is as important as current 
demand. A market analysis will demonstrate the 
supply of, and demand for, services similar to those 
the investment property has to offer. It is therefore 
necessary to forecast changes in the demand for a 
certain kind of fixed property among the commu-
nity (Maritz 1983: 319).

Economic factors also play a role. The demand 
for a certain service in a certain area is determined 
by factors such as the resident population, as well as 
their incomes. Obviously, people in a higher income 
bracket will be in a position to pay more. Temporary 
workers, even if there are thousands, are not the 
basis for an investment in fixed property. Once their 
work has been completed, the workers will move 
away and the building will remain unoccupied.

The availability of credit is another factor to be 
considered. Low interest rates would increase the 
demand for sectional title flats and townhouses. The 
investment value of such properties would also rise. 
Monetary and fiscal policies of the authorities play a 
definitive role in investment in fixed property.

The political situation in a country is a factor that 
may increase or decrease investment values. A new 
political order or times of political uncertainty could 
undermine the general confidence in the economy. 
Foreign investors would be scarce and property 
prices would fall temporarily because the demand 
for property would be less. Prospective investors 
would adopt a ‘wait and see’ attitude.
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13.2.8 Making the decision
According to Maritz (1983:319), a decision to invest 
is made when buyer and seller reach agreement on 
the price of the property, as well as on the conditions 
of sale. The price will be significantly influenced 
by the parties’ knowledge of the property market 
(recent transactions, similar properties, the demand 
for certain services, the area, the population and 
their income).

A prospective investor should make sure that his 
financing arrangements correspond with the price 
and conditions of sale. For example, it would make 
no sense to agree to hand over money at a date prior 
to receiving a loan, or to pay interest on a loan at a 
high rate before any money has changed hands.

investor paralysis
Vorster (2014:22) refers to very analytical investors 
who may end up not making any property 
investments at all. They ‘scrutinize a deal beyond 
what is necessary, which is when analysis paralysis 
happens’. According to him these potential investors:
•	 Suffer from the fact that real estate involves both 

give and take
•	 Murder the deal before they get started
•	 Are looking for the perfect/faultless investment
•	 Forget why they wanted to make the investment 

in the first place.

13.3 TyPES of invESTMEnT in fixEd 
 ProPErTy

13.3.1 investing in your own home
This aspect is discussed in Chapter 12.

Building or buying (own home) 
Probably the most frequent question prospective 
home buyers ask themselves is whether to build or 
buy a house. The cost aspects of buying a house are 
discussed in Chapter 12. Further cost aspects were 
dealt with during the discussion on the costing 
method (as a method of valuation).

There are several advantages and disadvantages 
to building a house, which prospective builders and 
buyers should consider.

Some of the advantages are:
•	 The owner/builder can build a house to suit his 

taste and style.

•	 The owner/builder can choose the building 
material he prefers.

•	 The owner/builder can build a house to his own 
requirements (for example, four bedrooms and 
three garages).

•	 The maintenance costs of a new house are gener-
ally lower than those of an older one.

Some of the disadvantages are:
•	 Building a house is more expensive than buying 

an existing house (building costs tend to increase 
considerably every year).

•	 The country’s economy generally determines 
house prices.

•	 The supervision of the building project can be time-
consuming and even a burden to the owner/builder.

•	 The services of an architect increase building 
costs considerably.

•	 Because a home is most people’s first experience 
of building, it may not turn out quite as practical 
as it was intended to be.

•	 Building costs are usually higher than budgeted 
for because of rising building costs and/or lack of 
knowledge of building costs.

•	 The building project usually takes longer than 
planned because of unforeseen events.

•	 There is a risk of workers on the building site 
calling a strike, which would contribute towards 
higher costs.

renting or buying
The motivation for buying a home is discussed in 
Chapter 12. In this chapter, we refer to only a few 
aspects. Unless a person knows that he is not going 
to live in a certain place for any length of time 
(for example, if he is working there for only a few 
months), there is no merit in renting a house rather 
than buying one.

Apart from the security a home offers, it also 
offers a hedge against inflation. The value of a 
house rises annually more or less at a rate equal to 
the current inflation rate. There is also considerable 
capital appreciation in the value of a house (or any 
fixed property) over the long term.

Where people rent a house, they are actually 
paying off the property for someone else. The house 
will never belong to them, even if they remain in the 
house for the rest of their lives. In contrast to this, 
they could have:
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•	 Possessed a home of their own after 20 years (the 
normal mortgage bond term)

•	 Built up an estate with the house as an asset
•	 Built up creditworthiness, since after repayment 

of the home bond they could use the house as 
security for securing a loan

•	 Purchased further assets (even fixed property, 
for example, a second house) with the house as 
security.

According to Hanekom (2015:29), the collection of 
levies in a sectional title scheme is problematic.

13.3.2 holiday homes
A holiday home is a luxury and not normally an 
investment option for less wealthy people. A holiday 
home incurs the same costs as a residential home 
and, like any other house, becomes progressively 
more expensive to maintain.

Unless the holiday home is let to tenants, the 
fact that it is unoccupied most of the time must be 
taken into account. A holiday home that can be let 
for R7 500 per month has an unoccupied factor (or 
cost) equal to R15 000. This money could have been 
employed to pay off the bond that was taken out to 
buy the house.

The distance that has to be travelled to the house 
is another cost factor the owner has to consider. The 
cost of fuel is an important consideration these days. 
The unoccupied home holds great risk, particularly 
as far as theft is concerned. An unoccupied house 
today will almost certainly be burgled, irrespec-
tive of the security measures taken. If someone is 
appointed to look after the house, it will constitute 
another cost item in the form of a salary or other 
benefit. An alarm system will not work over a long 
distance and will not solve the problem. The best 
alternative would be to have someone living in the 
house.

It is important to invest in a growth area, just as 
for any other fixed property. A popular area (by the 
sea or in nature) is the best investment. An area with 
a poor reputation should be avoided, since the resale 
value in such an area would be low. It would also take 
longer to find a suitable buyer for such a holiday home. 
An area such as Plettenberg Bay would have high prices 
and high capital growth in the long term. Beautiful 
natural surroundings and/or a sea view are impor-
tant considerations when buying a holiday home.

13.3.3 Sectional title schemes
In terms of the Sectional Titles Act 95 of 1986, it is 
possible to buy a part or section of a building. This 
part or section may consist of a flat, an office or a 
shop in a shopping centre. Assume that a person 
buys a flat under a sectional title scheme. He (the 
owner) would then have sole proprietorship of 
the purchased part (the flat), together with joint 
ownership of the common property (for example, 
the grounds, staircase, swimming pool, verandas 
and lift). A lock-up garage may be included as part 
of the deal.

From the date of the first sale of a sectional title 
unit, a body corporate is instituted for the building 
(sectional title scheme). The developer (until all 
units have been sold) and the other owners of units 
in a building all become members of the body 
corporate, which is responsible for the control, 
administration and management of the common 
building. The activities of the body corporate must 
always be in the interests of the owners of units. The 
body corporate also stipulates the monthly levy to 
be paid by the owners for maintaining the building.

Buying a unit
It is possible to mortgage sectional title property. 
It is not possible, however, to sell or to buy a unit 
separately from the joint property. The property 
rights to a sectional title unit are conferred in 
a sectional title certificate and are transferred 
by means of an endorsement on the certificate. 
According to Delport (1987:113), the conveyancer 
provides the Registrar of Deeds with a certificate 
during a transfer of property rights, on which the 
following information appears:
•	 The names and marital status of the parties
•	 Proof that all moneys have been paid to the body 

corporate
•	 Proof that the transferor is not insolvent
•	 Proof that the transfer has not been prohibited by 

an interdict
•	 Proof that a person acting on behalf of a church, 

an association or another body corporate has 
been authorised to do so.

rights and obligations of the owner(s) of a 
unit
Owners may either occupy the property (for 
example, a flat) themselves or they may let it. They 
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may not use it for any purpose (for example, as 
an office) other than for the registered purpose. 
They must keep to the rules of the body corporate. 
Keeping pets (dogs and/or cats) or having a braai 
under the carports may be prohibited in terms of 
these rules.

Owners are expected to maintain their section 
and to report any need for repairs (for example, a 
leaking roof) to the body corporate without delay. 
The body corporate is entitled to inspect any 
unit within reasonable hours of the day. Delport 
(1987:122) points out that owners (with the written 
consent of the trustees of the body corporate) may 
subdivide their section, consolidate two sections and 
even extend their boundaries.

When owners insure their section, this insurance 
also applies to their share of the common property. 
No owner may close off any section of the common 
property (for example, a passage) for his own exclu-
sive use. Furthermore, an owner may take action 
against the body corporate if it does not ensure that 
the management rules are enforced and adhered to.

Owners pay a monthly levy to the body corpo-
rate. This levy is revised and adjusted on an annual 
basis to help cover the costs of the body corporate.

The sectional title described here means that owners 
obtain title over the unit which they buy. A type 
of scheme in which title is not obtained, namely a 
share-block scheme, is discussed next.

13.3.4 Share-block schemes
In a share-block scheme, a person obtains a share 
in a company that manages a certain scheme. This 
scheme may consist of an office block or a block of 
flats. The company managing this scheme is called a 
share-block company. A shareholder does not take 
ownership of a flat, for example, which he intends 
occupying or letting, but merely obtains the right to 
use the flat.

Shareholders’ rights and obligations are contained 
in the memorandum of association and articles of 
the share-block company. Their rights and obliga-
tions are also determined by the use and occupation 
agreement concluded between the shareholder and 
the company. Delport (1987:124) mentions that 
a potential buyer may become a shareholder of a 
company in one of the following ways:
•	 By buying shares from the developer

•	 By taking over the shares of an existing share-
holder.

The Share Blocks Control Act 59 of 1980 and the 
Companies Act 71 of 2008 regulate the manage-
ment of share-block schemes. These Acts protect the 
investment made by shareholders in the company. 
The directors are therefore obliged to act in the 
interests of the shareholders.

Delport (1987:130) describes a use and occupa-
tion agreement as ‘an agreement concluded between 
a member (shareholder) of the share-block company 
and the company itself, which contains the negotia-
tions and conditions according to which a person 
may occupy a specified part of a building’.

This agreement usually covers the following:
•	 The maintenance of the building
•	 The payment of electricity accounts
•	 Subletting of rooms
•	 Loan obligations of shareholders
•	 The rights and obligations of shareholders
•	 The rights and obligations of the share-block 

company.

The use and occupation agreement must be in 
writing. Initially, the parties to the agreement, 
according to Delport (1987:130), are the share-block 
developer and the share-block company. As soon as 
a share in a unit is sold, the rights and obligations 
in terms of the use and occupation agreement are 
ceded to the buyer (shareholder).

Potential buyers should carefully study this agree-
ment in order to make an informed decision. Various 
aspects of the sale of shares are also contained in the 
agreement. This information is of great importance 
to a potential investor (shareholder), particularly in 
view of the resale of the shares at a later stage.

As in the case of a sectional title scheme, a 
share-block scheme also has a levy fund to which 
shareholders contribute on a monthly basis. 
The amount of the contribution is determined 
by the number of shares the shareholder holds. 
Furthermore, certain management rules have to be 
adhered to. Delport (1987:142) also points out that 
a share-block scheme may eventually be converted 
into a sectional title scheme.
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13.3.5 Timeshare schemes
‘Time-sharing is a method in which a number of 
people each obtain the exclusive right of use and 
occupation of the accommodation during a specified 
period each year’ (Delport 1987: 144). He mentions 
that the period (called a time module or time unit) 
usually consists of one or more weeks. It may even 
be one day (for example, in the case of a hotel room).

A time unit usually consists of a fixed period, for 
example, the second week in December. The time 
unit may also be arranged or managed according 
to an exchange programme. This means that it is 
possible to move a time unit from December to 
March, for example.

In South Africa, timeshare units are normally 
bought for holiday purposes. Several advantages 
arise from ownership:
•	 Guaranteed holiday periods
•	 Holiday costs are protected against inflation
•	 The bother of making holiday arrangements is 

reduced
•	 Holiday accommodation in a sought-after resort 

is assured
•	 Timeshare interests may be exchanged
•	 The scheme management often undertake to let 

timeshare units.

Some disadvantages are also attached to a timeshare 
scheme (Laurie 1990:127):
•	 The owner is bound to one resort
•	 Service fees may be raised without justification
•	 The resale profit is often low
•	 The market for timeshare units is fairly small
•	 Letting the unit is not very profitable
•	 It is not really an investment, except in the case of 

very expensive resorts.

Delport (1987:144) mentions several factors, which 
may affect the purchase price or the resale value of a 
timeshare interest:
•	 The legal basis of the scheme
•	 The relevant time of the year
•	 Location of the project
•	 Recreational facilities available
•	 Quality of finishes
•	 Size of the unit
•	 Layout of the unit
•	 Furnishing and accessories of the dwelling unit

•	 Availability of exchange facilities
•	 The annual levy fees.

Potential investors are advised to investigate several 
schemes and to obtain advice before buying a 
timeshare unit.

fractional ownership
According to Jay (2015:46) fractional ownership 
means ‘that the purchaser becomes a co-owner of 
shares, together with other people, in a company. 
The company in turn owns the asset, being the 
property’. This type of ownership is used for holiday 
property. Without changing the title deed, shares 
can be sold to accommodate new owners. Owners 
may enjoy the days or weeks per year according to a 
usage roster. Exchange programmes are being used 
in some schemes.

Jay (2015:47) warns against buying into a scheme 
where the marketing and operations are in contra-
vention of the following legislation:
•	 The Share Blocks Control Act 95 of 1980
•	 The Property Time–Sharing Control Act 75 of 1983.

He also warns of heavily indebted schemes where  
‘the investment company which owns the properties, 
did not use their share purchase money to pay off 
the loans on these properties’. 

13.3.6 rented houses
People sometimes consider buying a second house 
and letting it to tenants. The rental is used to pay 
off the bond instalments (or to contribute towards 
the repayment). The interest on the mortgage loan 
is tax-deductible since the loan was taken in order 
to earn an income from the property. The house is 
a better hedge against inflation than, for example, a 
cash investment of R1 000 000.

Where capital growth is the main consideration, 
an investment in a second house would be a good 
idea. Return on the investment (rental income), 
however, is poor.

A specific, unique investment opportunity would 
afford an investor greater benefits than an ordinary 
investment situation. For example, a house for sale from 
an estate or at an auction at a low price would present 
a good investment opportunity (depending on the 
utility features and the property market), in view of 
capital growth and as a hedge against inflation.
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Know the law
Menezes (2015:36–37) emphasises the importance 
for both landlords and tenants to know the 
Consumer Protection Act (CPA), as well as the 
Rental and Housing Act 50 of 1999 (RHA). In terms 
of the RHA the following obligations have to be 
considered:
•	 The investment of the deposit
•	 An inspection of the property
•	 The presentation of all receipts
•	 Landlords should know how to comply to the law
•	 Tenants should know their rights.

13.3.7 Syndicates
It frequently occurs that a person wishes to make 
an investment, but does not have sufficient funds or 
creditworthiness. One option would be to approach 
other investors and convince them to join in the 
investment. This joint endeavour would then be 
called a syndicate. In this way, it becomes possible for 
an individual investor to make a larger investment 
than would otherwise have been possible.

An enterprise can be formed, such as a company. 
Laurie (1990:135) states that a syndicate investment 
is seldom intended as a long-term investment. The 
purpose is usually to make a capital profit when the 
property is sold at a later stage.

Four people decide to form a syndicate. Their plan 
is to build a shopping centre on an empty site, 
and then to let each of the five shops or to sell 
them to another investor. One of the four people 
owns the site, the second has an investment of 
R2 500 000, the third is a building contractor 
and will construct the building, while the fourth 
investor is an attorney who will handle all the 
legal aspects involved in the marketing and 
administration of the shops. They also agree to take 
out a building loan amounting to R10 000 000. It 
may appear as if the construction and marketing of 
the building could proceed without problems, but 
this is not necessarily the case. There are several 
risks attached, namely:

•	 Rising building costs
•	 Liquidation of any of the four members
•	 A shortage of lessees (or tenants) 

➟

   ExAMPlE 7

•	 Too low initial rentals, placing financial 
pressure on the syndicate and compelling them 
to sell the shops at lower than market value

•	 A shortage of buyers for the shops.

13.3.8 The development of property 
  (construction)

An investor may contemplate constructing a 
building with the purpose of letting it. If there is an 
existing building which has to be demolished first, 
the law of ‘lease before sale’ should always be kept 
in mind. This means that lessees cannot be evicted 
from a building while they still have a lease to live 
there. Prospective developers or investors should 
remember this.

It is not easy to distinguish between an investment 
analysis and a feasibility study. A feasibility study is 
usually undertaken when a building is to be erected. 
Maritz (1983:365) distinguishes the following four 
phases in the property development process:
•	 The feasibility study phase
•	 The design phase
•	 The construction phase
•	 The property administration phase.

The feasibility phase is undertaken by an archi-
tect (where applicable). The building contractor 
normally handles the design and construction phase, 
while the letting agent is involved in the property 
administration phase. Some aspects of the feasibility 
phase will be discussed now.

Throughout the process, the prospective 
‘investor/developer’ must reconcile his objectives 
with the feasibility of the property development. 
If he has decided that a return of at least 16% is 
required, he should not begin a project than can 
deliver only a 5% return. In other words, the project 
should not only be feasible but should also fit the 
investor’s objectives.

When an investor intends undertaking a devel-
opment project, he should pay particular attention 
to the applicable market. An investor should deter-
mine, for example, whether there is a demand for a 
shopping centre in a particular residential area. He 
should investigate factors such as: the features of the 
plot, where it is located, and what kind of conveni-
ence and exposure networks are offered.
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It must be possible to offer a service from the plot. 
The investor should examine the most economic 
and legal use of the plot. The residual land value of 
a plot is calculated in Table 13.2. For example, the 
investor should consider whether a building should 
be erected for leasing as a bottle store or as an office 
building.

Table 13.2: Calculation of residual land values

iTEM BoTTlE 
STorE

officE 
BuildinG

1.  Lettable 
areas

800m2 800m2 + 800m2

2.   Rent per m2 R40 R20 + R40

3.   Rental income 
per annum

R384 000 R576 000

4.   Capitalisation 
rate

16% 16%

5.   Value of 
project for 
developer 
requiring 6% 
return on 
capital

R2 400 000 R3 600 000

6.   Construction 
costs of 
improvements

–R1 600 000 –R3 000 000

7.   Residual land 
value

R800 000 R 600 000

(Source: Adapted from Maritz 1983:371)

The residual land value of the bottle store appears to 
be more than that of an office building. The investor 
would therefore decide to construct the building and 
let it as a bottle store.

Assume that another plot has to be purchased at a 
price or market value of R700 000. It is clear that the 
land value of R600 000 of the office building would 
not be considered at all, since it is lower than the 
market value of R700 000. The bottle store, on the 
other hand, has a land value of R800 000, which is 
higher than the market value of R700 000. The latter 
development would therefore be considered.

The prospective developer would consequently 
have to obtain financing in order to purchase the 
plot and erect the building.

A syndicate could be considered. If the decision 
is to build a bottle store, the costs would amount to:

Market value of plot   R700 000 
Construction costs of building R1 600 000
 Total costs   R2 300 000

The developer would have to consider several 
financing options if he decides to proceed with the 
development. The residual land value of R800 000 
means that the developer could pay R800 000 more 
for the project than the anticipated R2 300 000 and 
still earn 16% on his capital. 

The building loan
Jay (2014:175) defines a building loan as follows: ‘a 
building loan is a loan to finance the construction 
of a dwelling, additions or building improvements’. 
He emphasises the fact that once the application 
is approved, the supplier of funds/the bank does 
not pay the building loan amount into your bank 
account. The bank will pay the building contractor 
progress payments, according to the progress with 
the building/job. 

Interim interest is charged on the amount already 
paid to the contractor. You must pay the interest to 
the bank. The bank will also charge you building 
loan charges, for example, administration/service 
fees and initiation fees.

Building costs
Jay (2014:176) lists the building costs as follows: 
the stand; transfer duty or VAT; conveyancing fees; 
bond registration fees; architectural design; the 
building engineer; Home Owner’s Association fees; 
local authority fees; NHBR registration; the actual 
building costs; building loan charges; and interim 
interest. 

13.3.9 retail shops/shopping centres
An investor could buy a share in a shopping centre, 
buy a few shops or decide to build a shopping centre 
and lease the shops. The third option requires very 
thorough planning by the investor/developer (who 
has to act as entrepreneur as well), particularly with 
regard to financing the project and marketing the 
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shops. Developing and marketing a shopping centre 
is expensive and requires careful planning.

This type of investment is usually financed by the 
developer himself, or by the developer with the help 
of retail groups or an insurance company. Before 
deciding to act as developer/investor yourself, you 
should make use of the services and knowledge of 
professional developers. Rather pay ‘cheaply’ now for 
all the very expensive mistakes you would otherwise 
make later. Your research and planning must include, 
among other things: location; building regulations; 
the building site itself; the market; competitors; 
tenants; and accessibility.

The basic budget should already give you some 
idea of the scope of such a development, and of the 
rental income you should be generating to ensure 
the success of the project. The lease contract is of 
cardinal importance to generate rental income and 
also to find and keep tenants. Furthermore, you 
should think about replacements and subleases in 
order to ensure continuity in the centre. Picking the 
right tenants is of critical importance in the case of 
a shopping centre, especially as regards the value 
of the centre as a whole. A few ‘bad’ tenants could 
derail the entire project for yourself and other inves-
tors.

Of course, a shopping centre also has a life cycle, 
just like a product. Effective management of a shop-
ping centre can increase its economic life, because 
you may well find yourself in competition with new 
shopping centres. You may have noticed, in your 
neighbourhood, that shopping centres become obso-
lete in 10 to 20 years, and must then be regenerated 
through further investment by the owners/investors. 
The public does not like shopping in a run-down 
centre. They also find it unacceptable if the toilets or 
elevators do not work properly, particularly if this is 
the case for an unacceptably long period. Such issues 
may attract customers or drive them away forever 
(Cloete 1993:93).

Walters (2014:48) provides the following trends 
to be followed as an individual investor:
•	 There is an increasing demand for sectional 

title offices (high demand areas are Sandton, 
Br yanston,  Rosebank and Craighal l  in 
Johannesburg)

•	 Consider both the cost and the time cost of travel 
to an investment for tenants

•	 Commercial property ‘hotspots’ in the northern 
suburbs of Johannesburg have good access, for 
example to the N1, William Nicol, Main Road 
and Bryanston Drive 

•	 The Gautrain also attracts commercial property 
investment — even the Gautrain bus routes.

According to Engelbrecht (2015:49), it is important 
for the investor that the landlord (the shopping mall) 
ensures the right mix of tenants. The landlord and 
management company must ensure that the tenants 
business will prosper in the centre. Tenants should 
thus be screened thoroughly before signing the lease 
agreement. 

The Financial Intelligence Centre Act 38 of 2001 
establishes a control mechanism in terms of tenants. 
The landlord is also implicated in the Act. Illegal 
activities by tenants must be reported (for example 
money laundering). The landlord should comply 
with the requirements of the Occupational Health 
and Safety Act 85 of 1993 by providing a safe, secure 
and clean environment.

Africanisation

The Africa rising story (Mahlaka 2015b:1)
‘African strategies are on the agenda for most 
developers who are willing to bet on the continent’. 
Local developers are mainly responsible for projects 
in several African countries, especially Nigeria, 
Kenya, Uganda, Mozambique, Zambia and Namibia. 
The main drive is to replace current developments 
with well-established property developments. 
These property developments are driven by one 
of the big players, namely the private equity firm 
Actis Africa. Banks with local understanding are 
involved in the financing of these developments. 
The office sector is also undergoing interest from 
developers. Forming partnerships with local players 
is often the preferred method. Countries such 
as Namibia, Botswana and Mauritius have well-
developed mortgage markets.
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13.3.10 office space
An office development embraces all aspects in 
and outside the office itself, including parking, the 
work environment, the site, office lay-out, elevators 
and stairs, amongst others. The management of an 
office building is therefore of particular importance 
to investors, especially as regards the type of tenant 
the building attracts. The latter will determine the 
return on your investment.

As with shopping centres, offices must meet the 
needs of the tenants. Tenants must always feel good 
about the level of their business, without sacrificing 
their corporate image and losing clients. Their 
physical needs must be met, and the rental must 
be acceptable. As a prospective investor, it is vital 
that you should do research and consult experts on 
tenants’ needs. This should give you a better idea of 
the ins and outs of an office block as a rental and 
investment medium.

It is also important to distinguish between the 
risks attached to a new office development and 
those attached to an established office block. You 
must decide for yourself what type of risk–return 
relationship you want, and can live with. A property 
expert could point out certain market factors to you, 
which could largely determine the short-, medium-
and long-term sustainability of a particular office 
block (or proposed development) — over and above 
the management and marketing aspects involved. 
Therefore, compare various similar office blocks 
with the help of an expert before investing in one.

In the case of a new development, you must be 
sure that the rental income will cover the costs, and 
that the projected rental income will exceed the 
required rental payment by far. Of course, a cost 
calculation and knowledge of the tenants in the 
market are prerequisites for these comparisons and 
calculations (Cloete 1993:5, 165).

Shared office spaces and desks
According to Diener (2015:44), global employment 
and technological trends have changed both the 
world of work and the need for office space. Both 
living spaces and workplace sizes are shrinking. 
Beadle in Diener (2015:44) states: ‘Shared desk 
spaces are sprouting up all over the world.’ People 
can work online from anywhere.

Tenants are now sharing offices and desks 
Tenants are renting desk space for specific time 
periods. The latter is called ‘flexible space’. It is also 
beneficial for start-ups who cannot engage in long-
term leasing contracts as well. Costs are saved and 
shared. It is also advantageous and accessible to 
entrepreneurs who need to get out of their homes 
and garages. 

13.3.11 industrial property
Industrial property includes factories and 
warehouses, as well as undeveloped industrial land 
on which a factory is still to be built. As is the case 
with all other types of fixed property, the zoning 
will determine what such property can be used for. 
The demand for products manufactured in a factory, 
for example, will largely determine the demand for 
industrial property as an investment medium. The 
same goes for the demand for warehouses. Large- 
scale technological change (or obsolescence) could 
negatively affect the value of industrial property, for 
example, because existing technology can no longer 
be used for manufacturing certain products. This is 
particularly the case where specialised equipment is 
used.

Other factors that directly influence the invest-
ment value include changes in the industry, the 
proximity of clients, the source of raw materials or 
semi-finished products and distance from export 
ports. It is only logical that tenants of industrial 
property will have more technical requirements 
than would be the case with other types of prop-
erty. Therefore, make sure that such tenants remain 
happy that their demands are being met and will 
wish to renew their leases.

In general, the return on an investment is 
higher for shopping centres (retail property) and 
office blocks than for industrial property. Someone 
marketing this type of property will also have to 
display greater technical expertise than with other 
types of property. Therefore, make sure that such 
a person indeed has the necessary knowledge, and 
also consult other experts about this specific type of 
investment. You can be sure that this type of prop-
erty will also have to satisfy many legal requirements 
before it can be leased to a tenant (Cloete 1993:187).
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13.3.12 undeveloped residential 
  property (stands)
Undeveloped residential property may be one of 
the best investments of our time. Of course, this 
refers to locations ranging from acceptable to very 
good. Obviously, the more expensive residential 
areas will imply more expensive plots, but also far 
greater profits when these stands are sold after two 
to five years. The main reason, of course, is that 
land becomes scarcer and the demand for it higher. 
Plots in security areas, in particular, can currently be 
sold at a considerable profit after two to three years 
(often even within the first year). You must be able 
to obtain the required financing, and be able to pay 
the rates and taxes until you are able to sell the plot 
again. Plots in security precincts that include golf 
course developments may offer the highest returns 
of all types of property investment (and even some 
other types of investment). However, they do cost a 
great deal more.

13.3.13 undeveloped business property 
  (stands)
Do not simply accept that whatever pertains to 
undeveloped residential property also goes for 
undeveloped business property. Of course, the 
location of an undeveloped business property is 
the prime determinant of its value. However, the 
most economic (the highest residual land value for 
the property) and legal (in terms of its zoning) use 
thereof will determine its investment value now 
and in the future. An estate agent can help you to 
determine the most economic and legal use for a 
property. Investments are usually made in such 
properties with a view to development, either for 
own use or for lease or sale.

Developing a business property should be 
accompanied by a feasibility study. In this way, it can 
be ascertained at the right time whether the utility 
and productivity of the property (proposed develop-
ment) match the needs (objectives and goals) of the 
developer. Any such investment must therefore be 
undertaken with the expertise of a developer and a 
business consultant, who could possibly be used to 
market the property. Someone with such a property 
would therefore seek a developer who is able to act 
as co-investor and co-owner. Of course, the property 
must be managed after the construction phase to 
ensure that it becomes and remains profitable.

Potential investors will invest in an undevel-
oped business property if the projected return on 
the total investment and development is lower than 
the internal rate of return of the developed property 
(Cloete 1993:147).

Energy-efficient buildings are better investments, 
because of:
•	 Higher occupancy levels
•	 Higher net income per square metre
•	 Higher growth rates in net income
•	 Much lower usage of water and electricity.

13.3.14 retirement villages
People buying into a retirement village usually 
regard it as the last investment of their lives. At 
this stage of their lives, they simply do not want 
to take the chance that something could go wrong 
with their investment and (often last) funds. Those 
contemplating such an investment must therefore 
make quite sure that they know what they are letting 
themselves in for. The help of their children could be 
very useful in this case with, amongst other things:
•	 Tracing a few similar schemes
•	 Research regarding the advantages and disadvan-

tages of every type of scheme, and comparable 
schemes

•	 Financing a scheme
•	 Linking the investment to a valid and updated 

will
•	 Moving to their new home
•	 Overcoming any orientation or adaptation prob-

lems subsequent to the move.

If there are no children, a broker can be employed to 
help. It is also a good idea to speak to current resi-
dents about the advantages and disadvantages of a 
scheme. This may help in avoiding many financial 
and other pitfalls. Of course, children could invest 
in a scheme of this nature on behalf of their parents, 
for example, by buying a life interest. The scheme 
will buy back such an interest after the death of the 
owner, and the scheme will pay the proceeds into the 
deceased’s estate. After the death of the occupant(s) 
the unit is then sold to someone else.

Retirement villages are particularly suited to 
people who believe in communal living. The health 
facilities are most attractive to infirm persons. 
Investors will, if possible, choose schemes with facil-
ities that suit their pockets and medical conditions. 
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Make sure that you know exactly what facilities 
(including meals and recreational facilities) the 
scheme offers before investing in it. Also be certain 
that the scheme you are contemplating will ensure 
your independence. Remember that you will be 
required to pay a levy, so you must be able to afford 
any increases in this levy (Cloete 1994:86–88). 

Jordaan (2015:159) lists the following financial 
pitfalls:
•	 The risk of dishonest developers — ask your 

lawyer/accountant to assist
•	 Rising maintenance levies.

Old-age homes and frail care centres
Jordaan discusses the following financial pitfalls 
(2015:160):
•	 Budget before you invest and move to the facility
•	 Distance to family members and friends can be 

very high based on high demand (rising price 
and costs as well)

•	 Not planning your purchase/investment in 
advance.

13.3.15 hotels
You can invest in a hotel on a time-share or sectional 
title basis. Because of the nature of the constant use, 
the investment amount needed for a time-share unit 
is much lower than for the ownership that results 
from a sectional title investment. In the latter case, 
you may use the hotel room or unit registered in 
your name, personally for 30 days of the year. When 
used by the owner, the room is withdrawn from the 
rental pool, and during this time the owner does not 
share in the returns rendered by the room.

The hotel is managed by a hotel group, which 
rents the room or unit to guests or holiday-makers 
for the rest of the year. During occupation by the 
owner, only a cleaning fee is charged. The owner 
receives a monthly statement indicating the owner’s 
income from the rental pool into which all rental 
income is placed. Running costs, a levy fee and 
days of usage by the owner are subtracted from the 
owner’s quota, and then his income is paid.

If the hotel is situated inland, it will be marketed 
to businesspeople and tourists. It is easier to use 
tourism to market a hotel at the coast (or in the 
Kruger National Park), especially if there are 
facilities for business seminars, and business accom-
modation as well. You should not rely on the hotel 

to help pay your mortgage bond, but should rather 
regard this as a lifestyle investment. Make such an 
investment in order to realise capital growth in the 
long term (if you are investing in an upmarket area), 
and because you feel you owe it to yourself (for many 
years of hard work).

Investors are usually expected to buy their rooms or 
units in the name of a close corporation or company. 
Investors are under the impression that they can 
write off the mortgage bond interest against their 
own income. Unfortunately, this is not the case if the 
property is not registered in the investor’s own name. 
As a result, the hotel will usually not provide enough 
income to write off any interest against the corpora-
tion’s or company’s tax. Even worse, the property may 
become so expensive that it cannot really be called an 
investment —after all, an investment must at some 
stage render a positive after-tax return.

Africanisation

According to Mahlaka (2015:1) South Africa is in a 
state of ‘a potential recovery of leisure properties 
following a five-year period (2009 to 2013) of 
zero capital growth’. According to Loos in Mahlaka 
(2015:1) people want holiday homes ‘when 
times are good economically’. Jawitz in Mahlaka 
(2015:1) emphasises that banks are scaling down 
on approving/granting loans. Seeff in Mahlaka 
(2015:1) lists properties experiencing an increase 
in demand in areas such as: the Western Cape’s 
Plettenberg Bay, Clifton, Bantry Bay and Knysna; 
as well as KwaZulu-Natal’s upper coastal suburbs 
such as Ballito and Umhlanga. Seeff declares that 
these properties vary in Price between R1 million 
and R160 million. 

Africa’s luxury property market will receive a boost 
from the growth of the property values of the 
ultra-high net worth individuals (UHNWI). They 
possess property in excess of R371 million.

Shirley in Mahlaka (2015:1) indicates that Africa’s 
luxury properties showed a growth rate of 6.5%. 
The weak rand contributed to the demand for 
South African leisure and luxury properties.

Cape Town received the 36th spot in Knight Frank’s 
top 40 most important cities for UHNWI — the only 
African City.

Personal Finance Management 5e.indb   464 12/12/2016   2:50:27 PM



465Chapter 13 Buying fixed property

13.3.16 Group housing schemes
A group housing scheme is not, as with a sectional 
title or timeshare scheme, regulated by specific 
legislation. Consequently, we can define it as a 
housing development that is not a sectional title 
or share-block development. It is of the greatest 
importance that the deed of sale for a unit in such 
a scheme be drawn up very carefully, in order to 
ensure that the buyer keeps to the scheme’s rules 
and that the requirements of the homeowners’ 
association are met.

If the land on which a group housing scheme is 
developed can be subdivided, each house will be on 
its own stand. The owner of the house is also the 
owner of the stand, and is responsible for paying 
rates and taxes, water, electricity and insurance. If 
subdivision is possible, all the normal rules for home 
ownership apply.

If the land on which the group housing scheme is 
to be developed cannot be subdivided, the following 
pertains: the owners become co-owners of the land and 
all improvements, and are jointly responsible for paying 
rates and taxes, water, electricity and insurance.

The owner (or co-owner) of each house in a 
scheme belongs to a home-owner’s association. 
Furthermore, all owners and co-owners sign an 
agreement on the usage of open areas and communal 
facilities. A levy is paid to the association if the 
scheme includes communal or open areas.

13.3.17 Student flats
It is possible to invest in student flats, which differ 
from ordinary flats. The first examples of this type 
of investment were erected near the University of 
Pretoria and the University of Stellenbosch. The 
student flats are rented out to students during the 
semester, and to holiday-makers during university 
holidays. They should prove very popular amongst 
students who prefer to share these three and four 
bedroom flats with other students, rather than living 
in a residence. The income is placed in a rental pool, 
which is used to pay all running costs. The owners 
must pay the mortgage, but the rental income can be 
used to help pay the bond instalments (Van Tonder 
2000:1).

13.3.18 Golf estates
Why have golf estates become so popular and 
expensive? The answer is quite simple. People are 

seeking protection from the high levels of crime 
in South Africa. Currently, the most profitable 
investment in the country is in the more expensive 
golf estates, especially if you have a package you 
can invest. You may also buy in one of the cheaper 
estates, either to live there yourself (and sell later), to 
sell the plot later or to develop the plot and then sell 
it. Do the necessary homework before making the 
investment. You will notice that where owners live 
on the estate themselves, the prices will be higher.

Africanisation

A multimillion-dollar leisure development targeted 
at high-income buyers.

The Kenyan developer Ronald Ndegwa is 
developing a 123-acre Mt Kenya Holiday Homes 
and Golf Resort development. ‘It will eventually 
have 95 homes for sale, and also features a wildlife 
conservancy and a nine-hole golf course’ (Mulupi 
2016:1). 

According to Ndegwa, 55% of the current buyers 
are women (in their late 30s and early 40s) from 
Kenya and expatriates.

‘When they can associate with the lifestyle — 
women make the decision to buy very quickly,’ says 
Ndegwa in Mulupi (2016:1). Traditionally, men used 
to buy the high-end real estate projects in Kenya. 
Currently ‘women are significantly financially 
empowered’, and are making high-value purchases. 
Some of the homes have been bought by women 
investment groups, commonly referred to as 
chamas.

A four-bedroom villa costs about Ksh.30m 
(US$296,000). Homes are mainly used for weekend 
visits. The resort attracts occasions such as 
weddings, corporate events and tourists climbing 
Mt Kenia (Mulupi 2016:1).

13.3.19 Property unit trusts (PuTs)
Just as you can invest in unit trusts, you can also 
invest in property unit trusts (PUTs). As the name 
indicates, the underlying assets in this type of 
investment are fixed property. PUTs give investors 
the opportunity to invest in property without 
managing it themselves. PUTs are closed unit trusts, 
which means that units are issued when the trust is 
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established. The controlling company decides when 
to issue new units. The number of units issued 
usually remains the same over a long period.

In this regard, they differ from unit trusts, which 
are open trusts. Units are issued as the demand for 
them arises on the market. New units are issued 
continuously, and issued units are bought back 
according to demand. In the case of PUTs, units 
have to be bought back from existing investors, if 
they wish to sell. You should buy PUTs through a 
stockbroker with knowledge of the market.

PUTs invest in gilt-edged commercial, indus-
trial, retail and residential property. An investment 
in PUTs ensures capital growth over the long term, 
which beats the inflation rate. Rental income rises 
annually, as well as the value of the property invested 
in.

Advantages of an investment in PUTs are the 
following:
•	 A small amount of money may be invested
•	 The investor’s risk is spread
•	 Investment management and expertise are 

obtained at relatively low charges
•	 There is no property administration to worry 

about.

13.3.20 Property loan stock (PlS)
Property loan stock (PLS) is quoted on the 
Johannesburg Securities Exchange (JSE). It is 
controlled by a trust deed, and trustees are appointed 
to handle claims by shareholders. PLS companies 
obtain financing by issuing shares and debentures. 
A property management company manages the 
property in which PLS companies invest. Figure 13.2 
illustrates the functioning of a PLS company.

PLS companies are flexible because they can 
invest in new properties quite rapidly by issuing 
shares and debentures. The value of a particular PLS 
company is shown in the newspapers. Units (shares 
in the PLS company) can be bought and sold on the 
JSE.

You should not overestimate the growth in  value 
of either PUTs or PLS companies. Property income 
grows slowly, and the value of PUTs and PLS compa-
nies will be determined mainly by rental income. As 
with other types of fixed property, future earnings 
determine the value of these investments. In the 
case of PLS companies, it is not just the location of 
particular property (office, retail, industrial), but 

also a matter of reliable tenants who will renew their 
leases. Furthermore, investors have a real choice 
between high- and low-risk PLS companies (Fife 
2001:21).

Variable  
loan stock  
company

Property 
management 

company

Registrar of 
Companies

Shareholders
Property com-

pany

Loan stock 
holders

Property 
company

figure 13.2: The functioning of a PLS company

13.3.21 flats
Apart from living in a flat yourself, you can invest in 
a flat with the intention of renting it out. In general, 
a flat is cheaper than a townhouse, especially if it is 
located close to the city centre. Mainly low-income 
groups will invest in a single flat in the city centre, 
in order to earn an income that will help to pay 
the mortgage bond, levy and short-term insurance 
premium.

An investor with good tenants (who pay regu-
larly) will be able to build up an estate in this way. 
Still, you must remember that although the flat may 
be sold at a later stage:
•	 The capital growth will depend on the location
•	 The value and future selling potential will largely 

be determined by neighbours and inner-city 
decay.

Flats are a better investment in rural areas than in 
city centres with graded properties, mainly because:
•	 Rural towns are generally retirement towns with 

thousands of retirees who no longer want to 
maintain a farm or town plot.
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•	 Retired persons do have a culture of paying and 
looking after someone else’s flat as if it were their 
own.

•	 There is peace and quiet at a distance from city 
life.

•	 Retirement packages that may not be worth 
much in city terms may be worth much more 
in rural areas with a cheaper lifestyle, compared 
with urban areas (especially, low rentals — a two- 
bedroom flat in a rural area would cost between 
R2 000 and R3 500 per month, while it would 
cost between R4 800 and R7 500 per month in the 
city).

•	 City rentals are constantly rising, while it is 
merely adjusted for inflation in rural areas; this is 
bad for investors, but it is easier to get and keep 
tenants.

Flats interspersed with houses are also a better 
investment than those massed together in a city 
centre. However, rather try a town house as an 
investment, for the same reason.

using a letting or managing agency
According to Jay (2015:161) landlords without the 
time and/or knowledge to manage their properties 
and tenants, should use a professional letting or 
managing agency. He distinguishes between two 
types of agents, namely: a full management agent 
and a letting only agent.

A full management agent provides the following 
services:
•	 Advertising your property when it is unoccupied
•	 Screening tenants
•	 Drawing up the lease agreement and taking care 

of it
•	 Visiting the property
•	 Arranging the repairs/maintenance
•	 Serving eviction notices
•	 Service costs = ± 10% to 12% of monthly rental 

+ VAT.

A letting-only agent provides the following services:
•	 Finding a tenant
•	 Arranging the lease agreement
•	 Collecting the monthly rent
•	 Managing the lease
•	 Service costs = ± 7.5% to 8.5% of monthly rental 

+ VAT.

The eviction of tenants
Jay (2015:160) declares and explains the fact that a 
landlord:
•	 Cannot just evict a tenant who is in breach of 

contract
•	 Has to follow a certain legal eviction process
•	 Should be aware of the Prevention of Illegal 

Eviction from and Unlawful Occupation of Land 
Act of 1998 (PIE).

•	 Should ascertain that the lease agreement is as 
detailed as possible and does not contravene the 
Consumer Protection Act (CPA). 

13.3.22 Townhouses
The same arguments used in the case of flats relate 
to townhouses. Townhouses in cities or near the sea 
may offer wonderful capital growth (and income), 
particularly if they are situated in a security area 
or golf development, with or without a view of the 
sea. At this stage, you are already aware of the cost 
aspects, valuation, financing and investments that 
pertain to a flat as much as to a town house. It is 
important to buy a town house at a price that will 
be in line with future rent, that is, the mortgage 
bond instalments must be in line with the rental 
income obtained. If townhouses are not situated in a 
security area, golf estate or near the sea, they should 
be situated amidst residences. The marketability and 
capital growth is always higher in such a case than 
where townhouses are grouped together in their 
thousands.

13.3.23 listed property shares
According to Brown (2014:50), listed property 
shares accounted for a market capitalization of R350 
billion on the JSE in 2014. Pension funds are allowed 
by legislation to invest up to 25% of the total assets 
of a Pension or Retirement fund, in listed property 
shares. Advantages of commercial property shares 
are both a high dividend distribution and capital 
growth, contrary to other securities, bonds and 
preference shares.

Property shares receive rent from commercial 
properties (shopping centres, industrial parks and 
office buildings). These properties are well main-
tained and managed, increasing the value of your 
investment in listed property.

The listed property sector was the second best 
performing sector after the financial sector on the 
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JSE in 2014 (Van Niekerk 2015:1). Eight of the 23 
new listings on the JSE were property related. The 
latter contributed to the change in perceptions about 
the inclusion of listed property in investment port-
folios. 

13.3.24 offshore property
See Chapter 14 on offshore investments.

Property portfolio diversification
According to Terrazas (2015:14), ‘the buy-to-let 
property investment model remains one of the most 
effective ways to build wealth’. Investors should find 
a property with a high rental demand, prospects 
for good capital growth, use gearing (a bond) to 
finance the property and rent the property to a well-
screened client. An inflation-linked income stream 
(annuity) is thus created. Terrazas (2015:15–19) lists 
five strategies for property portfolio diversification, 
namely:
•	 Offshore buy-to-let investment
•	 Commercial property investment (global income 

and a Rand hedge)
•	 Listed property (REITs – Real Estate Investment 

Trusts; ETFs – Property Exchange Traded Funds
•	 Offshore listed property
•	 Crowdfunding
•	 Buy-and–sell (in a high demand area, renovating 

a property—add value, sell at a profit).

Africanisation
 

The first residential REIT (Real Estate Investment 
Trust) has been listed on the JSE (Leissner 2015:34). 
It is called ‘Indluplace’ - ‘indlu’ is the Zulu word 
for home.

Buy-to-let or REITs?
Peckover (2015:40–41) made the following 
comparison between buy-to-let and REITs (re-investing 
directly in shares or indirectly in unit trusts).

Buy-To-lET rEiTS

You can see your 
investment

You cannot see your 
investment

Different cost aspect Fewer cost aspects 

Time consuming for the 
investor

Not involved in 
management of 
investment

Gearing at cost minus 
1%

Gearing at cost minus 
2%

Debt in your personal 
capacity

Borrowing by means of 
REITs

Rising interest rates 
directly impacts on your 
borrowing rate

The REIT addresses 
higher interest rates, 
normally hedged against 
them

Less volatility in value/
price

More volatility in value/
price

Vacancy-risk results in 
lower rental income

Vacancy-risk assisted by 
means of management 
companies

Income not guaranteed Income not guaranteed

Difficult to diversify cost Provides diversification 
by means of different 
property types and 
different geographical 
areas

Properties not liquid — 
takes long to sell and 
convert to cash

Very liquid — bought 
and sold online, easily 
converted to cash.

Du Toit (2015:30) emphasises the fact that ‘smart 
investors factor in a vacancy rate of 5% into their 
cash flow calculations’.

13.4 ProPErTy finAncinG
You cannot invest in property without the necessary 
financing. This financing may consist of your own 
or borrowed funds. Never use only your own money 
to invest in rental property, because that means 
losing all the tax benefits of rental deductions from 
bond instalments or on a loan. If you make use of 
borrowed money for the investment, it is called 
leverage. Leverage means that you use borrowed 
money to increase the after-tax return on your own 
money.

13.4.1 Sources and forms of financing
Depending on the specific fixed property being 
discussed for investment purposes, you may use various 
sources and forms of financing. Sources include banks, 
insurance companies, pension funds, other investors 
(natural persons) and developers and retailers.

➟
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Financing involves, among others, some form 
of collateral (loan security) for the supplier of the 
funds, bridging finance, or long-term financing, 
which could take various forms. We will discuss 
each of these briefly.

collateral (security for the loan)
As when buying a dwelling (house, town house, flat), 
the supplier of funds will expect security in the form 
of collateral if 100% financing (with the aid of bonds 
and loans) cannot be obtained. Also, the value of the 
property will have to exceed the purchase price (or 
financing amount). The supplier of funds will also 
judge the creditworthiness of the leverage buyer 
and decide on further collateral, especially if there 
seems to be doubt about repayment of the entire 
financing. A collateral bond may also be used (see 
the discussion below on long-term financing).

Bridging finance
If somebody invests, for example, in a property 
development, bridging finance is often required 
until the long-term loan or bond has been registered 
and starts to deliver funds. Bridging finance may 
take the form of an overdraft or term loan, and these 
are also available at banks.

long-term finance
Long-term finance may be in the form of one of the 
following.

A term loan
This is money borrowed for a fixed term, for 
example ten years.

A bank overdraft
Although this type of debt is repayable annually, it 
can be used for long-term financing.

A mortgage
You are already familiar with the concept of a 
mortgage and its functioning. This may be a first or 
second bond.

A collateral bond
A collateral bond is an auxiliary bond to the primary 
bond, which is registered by a mortgagor in favour of 
the same mortgagee as security for debt already paid. 
The following is an illustration of a collateral bond: 

assume that a person wishes to purchase a house for 
R800 000. He may register a first bond of R600 000 
over the house at a bank. He has R100 000 in cash 
and, therefore, needs a further R100 000, which can 
be obtained by registering a collateral bond over an 
erf he owns, for example (Delport 1987:73; Jones 
1985:473; Kling 1983:41).

A debenture bond
Listed public companies use debentures as a form 
of long-term financing. A natural person may also 
issue a debenture. Celliers and Benadé (1982:143) 
describe a debenture as a certificate issued by a 
natural or legal person as an acknowledgement of 
indebtedness of a specified amount. The certificate 
also indicates the interest rate, date on which 
payment (capital plus interest) must commence 
and the instalment conditions. A debenture may be 
single, in other words, it may be issued to a single 
person, but it may also be a portion of a series of 
debentures issued to several holders.

Celliers and Benadé (1982:144) indicate that a 
bond over immovable property as security for a 
debenture or several debentures occurs by registering 
a debenture bond. A house may serve as security for 
a debenture or several debentures through the regis-
tration of a debenture bond. Kroncke (1978:298) 
points out that all debentures have equal preference 
in respect of a natural or a legal person’s assets in the 
event of liquidation.

A debenture bond is registered in favour of a 
trustee for all the debenture holders. Such mortgage 
deeds are registered in cases where a specific secu-
rity (immovable property) is presented for the debt. 
If the enterprise (company) or person fails to comply 
with the conditions of the mortgage deed, the trustee 
may act on behalf of the debenture holders (mort-
gagees) and sell the insured assets, after which the 
proceeds may be used to pay the debenture holders. 
Van Jaarsveld (1983:609) mentions that if the 
proceeds are less than the outstanding loan amount, 
the debenture holders become general creditors of 
the enterprise (company).

A participation bond
Such bonds are a source of finance for office blocks, 
shopping centres, blocks of flats and industrial 
properties. Maritz (1983:327) defines a participation 
bond as a first bond registered over immovable 
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property in favour of a designated natural or legal 
person.

In a participation bond scheme, several partici-
pating lenders invest cash amounts in an investment 
company, which in turn lends the collective amount 
against the security of a mortgage bond, in favour 
of the investment company. Although the bond is 
registered in the name of the nominated company, 
the participants to the bond have the same rights as 
though they are the registered mortgagees (Falkena 
et al. 1984:151).

The nominated company’s sole aim is to keep 
participation bonds in trust as the nominee for, or 
the representative of, the participants to each specific 
bond registered in its name. In the event of insol-
vency of the nominated company, the participation 
bond will not form part of the insolvent estate. This 
means that participants cannot suffer any losses.

Investors in participation bonds are usually 
pension funds, charity organisations and persons 
whose after-tax incomes from participation bonds 
are higher than could be realised elsewhere. The 
attractive feature of participation bonds is the 
fact that the scheme manager (of the nominated 
company) makes a conservative estimate of the 
value of the immovable property and then lends only 
two thirds of the value of the bond (Falkena et al. 
1984:152).

According to the Collective investment Schemes 
Control Act 45 of 2002, participants must invest 
their funds for a minimum period of five years. At 
the end of this period, the capital remains invested, 
but may be withdrawn at three months’ notice, 
provided that the scheme manager can transfer the 
investment to another investor or take up the invest-
ment personally. Estate agents must inform buyers 
and sellers who wish to enter into such a transac-
tion about the possible withdrawal of funds and the 
period for which funds must remain invested, if a 
party is relying on the use of such funds.

After the expiry of the five-year period, capital is 
normally redeemed over a 20-year period in annual 
or half-yearly instalments. Redemption require-
ments vary among participation schemes.

A covering bond
Covering bonds are dealt with in Chapter 12, but 
they may be used to finance properties other than 
houses.

A special mortgage bond
An immovable, incorporeal object, such as a 
registered long-term lease, may be mortgaged by a 
special bond (Van Jaarsveld 1983:216). Consequently, 
potential buyers may, with a special bond, mortgage 
a lease attached to a property that they are leasing in 
order to purchase a property.

A building loan
A building loan entails the granting and registration 
of a mortgage bond, where debts are incurred over 
the period that it takes to erect the building. A bank 
undertakes to pay as the work progresses. Interest is 
collected on a daily basis on the mortgage amount 
and capitalised monthly. The mortgagor (or buyer) 
of the plot (on which the building is to be erected) 
must make provision for this interest plus inspection 
fees against the total amount of the loan, or else 
he must pay in cash. This interest is called interim 
interest (Maritz 1983:333–349; Technikon RSA 
1986:132).

A building contractor has the right (at common 
law) to retain the keys of a building until they have 
been paid the full contract price. This right is called 
the right of retention or builder’s lien. Banks require 
builds to waive their right of retention in writing, 
since it takes priority over the bond registered by the 
bank (Caney 1975:383 Delport 1987:78).

13.4.2 Purchase and leaseback of 
  property
People who are considering an investment can buy 
an existing property from its owner and then let it 
to the owner (seller) from which to run his business. 
The previous owner becomes the lessee of the 
building. He receives a capital amount for the sale 
and, in turn, pays rent to the new owner (the lessor). 
The sale of the building enables the previous owner 
to obtain operating capital, for example.

The agreement concluded between the buyer 
(investor) and the seller (lessee), is called a lease- 
back agreement. Maritz (1983:341) describes a 
leaseback agreement as ‘the transfer of property 
rights to a buyer-investor with simultaneous lease-
back of the property to the seller-leaseholder for 
a specified time at an agreed rental’. He states that 
the rental is usually known as net receipts for the 
investor (buyer-investor). The reason for this is that 
the leaseholder (seller-leaseholder) is responsible for 
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the payment of all expenses, such as property tax, 
insurance, operating costs and maintenance.

Advantages for the seller-leaseholder
•	 Operating capital is increased, because the 

purchase sum (net) can be employed to purchase 
stock, for example.

•	 The rental may be indicated as an expenditure for 
tax purposes.

•	 The problems of ownership are carried over to 
the buyer-investor.

•	 The purchase sum may be employed in such a 
manner that a maximum return is obtained.

Advantages for the buyer-investor
•	 A building is acquired, allowing him to achieve 

capital growth over the long term.
•	 At the end of the lease period, the property 

remains in the hands of the buyer-investor.
•	 The investment does not require as many 

management requirements as the purchase of an 
existing business, for example.

•	 The risk is particularly low in comparison with, 
for example, the share market.

A prospective investor should therefore consider a 
purchase and leaseback agreement as an investment 
option. The building may not always be exactly what 
the investor is looking for, but he invests for the sake 
of the rental income. Laurie (1990:134) emphasises 
that it is important that the buyer-investor should 
check the creditworthiness of the leaseholder (seller- 
leaseholder). He must also look into the possibility 
of letting the building to someone else in the event of 
the seller-leaseholder becoming insolvent.

13.5 diffErEnT wAyS To own 
 ProPErTy
You may own property in various ways, amongst 
others as sole owner (in full), as sole owner (partly) 
or with other people or co-owners (who have 
invested in it jointly). From the discussion so far you 
have become familiar with the concepts of sectional 
title, share block, syndications, companies and 
trusts. These are ways of owning property on your 
own or together with others.

Ownership is the greatest right that a person 
can have over a property. An interest in immov-

able property is a lesser right than ownership. An 
interest in immovable property limits the ownership 
of such property and has certain implications as far as 
the value and utilisation of the property are concerned. 
Consequently, before purchasing or selling an immov-
able property, it is essential that you ascertain whether 
someone has a specific interest in such property.

Normally, you can determine who the registered 
owner of immovable property is by inspecting the 
title deeds of the property in the Deeds Office. In 
the following cases, someone other than the regis-
tered owner (according to the title deeds) may be 
the owner or co-owner of the property: as a result of 
prescription (note the 30-year requirement), expro-
priation, statutory vesting (the state acquires ownership 
without registration), a marriage in community of 
property or where the system of accrual has been 
included, the insolvency of the registered owner, the 
death of the owner or the deregistration of a company 
and abandonment (eg the owner dies without leaving 
an heir, or disappears).

Joint ownership comes into being once an 
immovable property is registered in the names of 
two or more persons. Each joint owner has a specific 
share (percentage interest) in the property. Specific 
rights and obligations exist among joint owners (as 
regards their negotiations with third parties). Like 
ownership, joint ownership can be terminated. In 
addition to common law provisions governing the 
rights and obligations of joint owners, joint owners 
can contractually agree on actions concerning their 
property. Joint ownership does, however, have 
specific implications for the future sale or marketing 
of the undivided shares, that is, for the joint owner 
(seller) or buyer. Ensure that you have a thorough 
understanding of both the advantages and disadvan-
tages of joint ownership for joint owners.

Remember that total or full ownership consists of 
the following:

bare dominium + usufruct = total/full ownership 
(dominium)

You must decide for yourself what type of owner-
ship you require, just as you need to decide about 
buying property in your own name, or in the name 
of a close corporation or a trust. In order to make 
these decisions, you need to evaluate the property 
you have decided on in terms of your:
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•	 Specific matrimonial property regime
•	 Various investment criteria
•	 Investment goals
•	 Income tax goals
•	 Estate planning goals
•	 Retirement planning goals.

13.6 ProPErTy conTrAcTS
When immovable property is disposed of, use is 
made of property contracts. The same applies in 
the case of the leasing of immovable property. Such 
contracts must be valid and must be concluded by 
parties (themselves or on behalf of an institution) 
who have contractual capacity. Depending on 
the type of contract and the situation concerned, 
different conditions will be included in such property 
contracts. The matter of property contracts will now 
be discussed on the basis of the following questions:
•	 What general principles apply to property 

contracts?
•	 What is meant by ‘the purchase and sale of 

immovable property’?
•	 What is meant by ‘the sale of land in instalments’?
•	 What aspects should be dealt with in a contract 

of lease?

13.6.1 General principles
A contract comes into being as soon as two or 
more parties conclude an agreement. In the case of 
alienation of immovable property, the contract must 
be in writing. In order to be valid, a contract must 
comply with certain general requirements:
•	 The parties must have contractual capacity.
•	 There must be a meeting of the minds, or 

consensus, between the parties.
•	 The contract must be lawful.
•	 Performance in terms of the contract must be 

possible at the time of conclusion of the contract.
•	 The prescribed formalities must be complied 

with.

Make sure that you understand what is meant by 
each of the above five requirements. Refer to Chapter 
12 in this regard.

Both natural and legal persons can be parties 
to a contract. In addition, there is no limit to the 
number of persons who may be parties to a contract 

of purchase and sale or to a contract of lease. Make 
sure that you understand how a partnership (the 
partners), a close corporation or company (that is 
currently in existence or that must still be estab-
lished) and a trust (the trustees, on behalf of a trust 
that already exists) can be a party to a contract of 
purchase and sale or to a contract of lease. Property 
can, however, be purchased on behalf of a trust 
which still has to be established if the agreement is 
drawn up to the benefit of a third party (stipulatio 
alteri) or as an ordinary nominated transaction (‘X 
or his nominee’).

In many cases, suspensive and resolutive condi-
tions are prerequisites for the coming into being of 
a contract. An example of a suspensive condition is 
where a buyer states that his offer is subject to his 
getting a mortgage loan from a bank within a period 
of, say, six weeks. In terms of a resolutive condition, 
an offer to purchase would lapse if, for example, a 
road were to be built through a residential area 
within three months. Should the mortgage loan 
be granted a contract comes into being, but if the 
road is built, the offer to purchase lapses and conse-
quently so does the contract.

An option may be described as an offer to 
purchase (or to sell or lease) property that includes 
an undertaking not to withdraw the offer within 
a specific period (ie from the point of view of the 
person granting the option). As soon as the person 
to whom the option has been granted (the addressee) 
accepts the option, a contract is concluded. Both 
the option and the acceptance thereof must be 
in writing. You must know when it is advisable to 
obtain an option in respect of immovable property.

A right of first refusal, or a pre-emptive right, 
gives the holder the right to purchase a specific 
property in the future should the owner thereof 
wish to sell the property. In contrast to an option, 
the owner thereof does not have to sell the prop-
erty. However, the owner must give the holder of the 
right preference should he (the owner) wish to sell 
the property concerned. In the case of an option, the 
person granting the option (the owner) is obliged 
to sell the property should the holder of the option 
exercise (accept) the option.

Standard-form contracts relating to immovable 
property can be obtained from the Estate Agency 
Affairs Board as well as the Institute of Realtors of 
South Africa.
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13.6.2 The purchase and sale of 
 immovable property
You must note that the general principles of the law 
of contract are also applicable to a contract for the 
purchase and sale of immovable property. Just as 
ownership does not necessarily always vest in the 
registered owner, so the seller does not have to be 
the owner of the thing being bought or sold.

If you are wondering what is and is not included 
in the purchase of immovable property, refresh your 
memory by reconsidering the definition of immovable 
property. In particular, note permanent improve-
ments, permanent fixtures, and all movable assets 
that permanently serve the immovable property.

Frequently, a contract of purchase and sale is 
concluded between family members for the purpose 
of estate planning. In many cases of this nature, 
the purchase price is set unreasonably low in order 
to save on transfer duty and conveyancing fees. 
However, the law regards such a transaction as one 
that is not concluded in good faith, and will ensure 
that the necessary costs are paid.

A seller can be held liable for defects in the prop-
erty that is sold if:
•	 A written guarantee has been given to the effect 

that no defects exist
•	 A misrepresentation has been made regarding the 

condition of the property
•	 There are hidden (latent or dormant) defects in 

the property of which the seller is aware.

The seller is, however, not liable for patent (visible) 
defects in the property. It is also important that you 
know when the risk attaching to the object being 
sold passes from the seller to the buyer. Note espe-
cially the influence of suspensive and resolutive 
conditions on the passing of risk.

A voetstoots clause in a contract of purchase and 
sale excludes sellers’ liability for hidden (latent or 
dormant) defects, but not their liability for misrepre-
sentation (concerning, for example, defects of which 
they were aware).

Remember that estate agent’s commission is 
payable where the actions of the agent (on the basis 
of a mandate) result in the conclusion of a contract 
of purchase and sale (or a contract of lease or the 
sale of land in instalments). Normally, the seller pays 
the commission (unless the agent has a mandate 
from the buyer), but the parties can agree otherwise.

Immovable property can also be sold by auction 
(voluntary or in execution in terms of a court order). 
If the auction is subject to a reserve, the auctioneer is 
not obliged to accept any offer that is lower than the 
reserve or minimum price. In the case of an auction 
without reserve, the property is sold to the highest 
bidder. With an auction subject to confirmation, the 
seller can accept a higher bid during the period of 
confirmation. In such a case, the person making the 
previous highest offer is afforded the opportunity of 
buying the property at this new bid price.

A company can purchase property through a 
person who has the necessary written mandate to 
contract on behalf of the company. Company prop-
erty may be sold only after the necessary approval 
has been obtained for such sale at the annual general 
meeting. The sale of shares in a private company is 
governed by the company’s articles of association.

Written permission representing 75% of the 
members’ interests in a close corporation is required 
for the purchase or sale of immovable property. A 
person who has a written mandate from a close 
corporation can purchase land, a share block or a 
timeshare interest. Members’ interests may be sold 
only to a member, to the close corporation itself, 
or to another person who qualifies to become a 
member. Only natural persons and testamentary 
trusts may be members of a close corporation.

13.6.3 The sale of land in instalments
The sale of land on instalments is governed by 
the Alienation of Land Act 65 of 1981. In terms of 
a transaction for the sale of land in instalments, 
the purchase price of the land is payable in more 
than two instalments over a period longer than 
a year. Land that is destined to be used mainly 
for residential purposes may be sold by way of an 
instalment transaction.

It is especially important that you know that 
the parties to a sale of land in instalments may also 
be known as a remote party and an intermediary. 
Always make sure if this is in fact the case.

13.6.4 The leasing of immovable 
 property
A contract of lease is a contract for the letting and 
hiring of immovable property. A lessor and lessee 
may conclude a contract of lease by agreeing only 
on the thing to be leased and on the payment of 

Personal Finance Management 5e.indb   473 12/12/2016   2:50:28 PM



Personal Financial Management474

rental. It is, however, advisable to refer in a contract 
of lease to the date of occupation, the duration of the 
contract and the place of payment of rental. In this 
way, misunderstandings can be avoided.

A contract of lease for longer than ten years 
should be registered against the title deed of the 
property concerned. The advantage of registration 
is that it ensures that the contract of lease will be 
binding on the lessor’s successor in title. Successors 
in title are not always aware of long leases. A lessor 
and a lessee have numerous rights and obligations, 
which, if not included in the contract, will be regu-
lated by the common law.

The importance of contracts of lease for the 
property market can never be over emphasised. Both 
lessees and lessors must ensure that their rights (over 
and above those provided under the common law) 
are protected in contracts of lease. Likewise, they 
must familiarise themselves with their obligations.

13.7 GovErnMEnT conTrol ovEr 
 ProPErTy
The government exercises control over immovable 
property. When a specific property is analysed for 
the purpose of purchasing, leasing or valuing it, 
such government control can have either a positive 
or a negative influence on the value of the property. 
Consequently, it is extremely important to note both 
the nature and degree of government control over 
immovable property. Such control will be discussed 
on the basis of the following question: in what ways 
does the government exercise control over the real 
estate industry?

Government control over immovable property is 
exercised mainly in the following three ways:
•	 Government control measures
•	 Taxation
•	 Expropriation.

For the purpose of our discussion on government 
control measures, it is especially important that you 
have some knowledge of town planning schemes. 
The object of these schemes is to bring about coor-
dinated and harmonious development in order to 
promote the general welfare (health, safety, order 
and convenience) of the community. In addition, the 
aim is to promote the attractiveness of the environ-
ment in the most effective and economic way.

A town planning scheme is a legal document 
which comprises the following:
•	 Provisions in the clauses of the scheme
•	 The identification of the land to which the 

scheme applies
•	 Scheme maps, appendices or schedules in respect 

of the latter.

The clauses of a scheme deal with, among other 
things, the following: the use of the land, drainage, 
the dumping of waste products and refuse, streets, 
zoning, erf sizes, regulation of the construction of 
buildings, control over advertisements, the planning 
of developed or undeveloped areas and control over 
the development of land containing dolomite, clay 
or subsiding soil.

The identification of land and buildings refers to 
the following:
•	 The purposes for which land may be used or 

buildings may be constructed (eg a dwelling unit)
•	 Where construction of a building may be under-

taken only with the permission of the local 
authority concerned (eg the building of a church 
or school)

•	 The purposes for which land may not be used or 
for which buildings may not be constructed (eg 
any use other than for residential purposes).

Among other things, the maps, appendices or sched-
ules for a scheme comprise:
•	 A map indicating all matters to which a scheme 

applies (eg the scale, the boundaries and name of 
township areas, farms, smallholdings and erven, 
the position and names of streets, roads, squares 
and open areas, every railway siding, cadastral 
information, and permissible land uses)

•	 Appendices or schedules indicating special rights, 
as well as special conditions in respect of specific 
properties (Ghyoot 1996:106).

Information concerning a scheme can be obtained 
from the relevant local authority. You must know 
what information is included in such a scheme, as 
well as what the information means. Also ensure 
that you have knowledge of, among other things, 
building regulations and the control over township 
establishment and agricultural and industrial land. 
You must make certain that you know how property 
taxes are calculated on the basis of property value in 
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the various provinces. Property taxes have a consid-
erable influence on the productivity and value of a 
property. Make sure that you understand this.

Immovable property is often required by the state 
for use in the public interest. The process by which 
such property is acquired by the state is termed 
‘expropriation’. Make sure that you know how the 
compensation paid by the state is calculated. It is 
very important to know what influence possible 
future expropriation may have on the value of a 
property for potential buyers or lessees.

Consequently, as far as land is concerned, the 
state determines, among other things, what prod-
ucts may be sold in the industry, what rights may 
be acquired over such products, how these rights 
may be transferred, restrictions with regard to 
certain rights (zoning, subdivision, building within 
two-year standards, health and safety) and adminis-
trative control (inspections, acceptance or rejection 
of applications, permits, licences, fines and registra-
tions) (Ghyoot 1997).

According to Ghyoot (1997), the influence of 
the state is far greater than is actually indicated in 
the preceding discussion and includes the following 
strategies adopted by the government:
•	 Indirect intervention by way of monetary and 

fiscal policy
•	 Intervention via the market mechanism
•	 Direct participation for own advantage.

Indirect intervention by way of monetary and fiscal 
policy encompasses the exertion of a financial 
influence by the state. In the monetary sphere, the 
supply and cost of credit (eg mortgage interest rates) 
are controlled, which, among other things, influ-
ences the demand for houses, the prices of houses 
and sales in the residential property market. As far 
as fiscal policy is concerned, high property taxes 
may be levied in order to discourage development. 
The converse is also possible. In addition, subsidies 
or low-cost loans may be permitted with a view to 
achieving specific government objectives.

Intervention via the market mechanism may 
occur in the following ways: by manipulating 
demand and supply (eg by making state land avail-
able or by facilitating subdivision), zoning (eg for 

public use), rent control, by freezing development 
(until such time as the state decides to purchase or 
use the property concerned), by confiscating prop-
erty (eg where it is used illegally, say, to manufacture 
drugs) and by means of land restitution (eg where it 
is returned to the original inhabitants).

The state also participates directly in the activi-
ties of the real estate industry for its own benefit. In 
order to do this, the state’s involvement includes all 
those activities normally performed by estate agents, 
property valuers, property investors and property 
developers in the private sector.

13.8 AdMiniSTrATion of 
 ProPErTy
Almost any fixed property, even a home, requires a 
measure of administration. There are aspects such 
as rates and taxes, water and electricity, telephone 
accounts, insurance of the building against fire 
damage, as well as insurance of the contents of the 
house against possible loss. In the case of rented 
property, the administrative aspect involves a great 
deal more.

Owners may let rented property themselves or 
employ an attorney, an estate agent or a business 
specialising in letting fixed property. Where the 
owner has the necessary knowledge and time, he 
would do the letting, which would be much cheaper 
than using the services of others or another business.

Administrative expenses and aspects involved in 
the letting of fixed property involve the following:
•	 Collection costs
•	 The payment of rates and taxes
•	 Repairs and maintenance costs
•	 Finding lessees (tenants)
•	 Drawing up rental contracts
•	 The insurance of buildings against fire and storm 

damage, as well as political unrest
•	 Insurance against possible interruptions in the 

running of the business (if a building burns 
down, it may take six months to repair the 
damage, during which time there would be no 
rental income)

•	 The risk of not being able to find occupants or 
tenants.
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13.9 SourcES of inforMATion in 
 ThE rEAl ESTATE induSTry

Participants in the real estate industry require 
information concerning immovable property and 
the property market. Such information can be 
obtained from specific sources and it is therefore 
important to know what sources exist.

In terms of the code of conduct for estate agents, 
an agent should convey all relevant information 
about a property to a prospective buyer or lessee. An 
estate agent is not expected to climb onto the roof 
or to make specific excavations, but he is expected 
to acquaint himself with those facts that can be 
ascertained fairly easily and to convey these facts to 
prospective buyers or lessees.

This topic will therefore be discussed on the 
basis of the following question: what information 
does a market participant require, and where does 
he obtain such information? Prospective buyers and 
lessees require information concerning the following 
(Estate Agents Board 1993:70):
•	 The residential area
•	 The erf (without improvements)
•	 Improvements to the erf (dwelling, duplex)
•	 Financial aspects concerning the property.

Important information concerning a specific area 
includes:
•	 The convenience network of the residential area 

(distance to schools, shopping centres, hospitals, 
medical services, churches and the midpoint of a 
town or city)

•	 Exposure network (pollution, noise, flooding)
•	 The general condition of the residential area 

(clean, old or new, streets in good condition)
•	 Reputation of the residential area (type of people, 

criminal activities)
•	 Recreational facilities (parks, tennis courts, golf 

courses)
•	 Zoning and future developments (shopping 

centres, schools).

An agent can obtain information regarding a resi-
dential area in the following ways: by personally 
inspecting the area, by interviewing residents, 
through local newspapers and from the local 
authority.

An undeveloped erf limits considerably the 
potential uses to which it can be put by a buyer who 
wishes to develop such an erf. Limited real rights (eg 
a servitude), specific building regulations, the type 
of land, and the shape, slope and size of the erf, are 
examples of the type of information an agent must 
gather concerning a property. Such information may 
be acquired by visiting the erf, by consulting local 
authorities and by obtaining a copy of the title deed 
in respect of the property.

The following information should be gathered 
concerning improvements: type of building material; 
slope of the roof; age of the improvements; the layout 
of the improvements; floor area of all improvements; 
apartments attached to, for example, a dwelling; the 
kitchen area of a dwelling; security aspects; movable 
property that is not included in the improvements; 
garden layout; appearance; general condition of 
improvements and possibilities for further improve-
ment. The property may be inspected physically in 
order to obtain the aforementioned information.

Information concerning financial aspects 
includes information on the selling price; the market 
value of the property; the municipal value; the 
possible replacement value (insurance value); the 
last selling price; the mortgage amount involved and 
the name of the mortgagee; and the rates and taxes 
(or levy) payable.

Note, however, that information sources embrace 
far more than merely the data that can be gathered 
by means of a physical inspection of the residential 
area, and of the land and improvements. A lack of 
local, available information on property is one of 
the biggest problems faced by the South African 
real estate industry. It is therefore important that 
you know about the numerous sources of secondary 
data that are at your disposal. By ‘secondary data’ we 
mean data that has already been gathered by other 
persons or organisations and which, hopefully, is 
available somewhere for your use. Also note that the 
accuracy of secondary data must be determined, and 
that such data has a limited useful lifespan owning to 
the dynamic nature of the property market.

We shall now consider briefly the following 
secondary sources of data encountered in the South 
African real estate industry:
•	 Internal and informal sources
•	 Statutory and professional bodies
•	 Collective sales networks
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•	 Syndicated property research services
•	 State sources
•	 Private surveying and mapping companies
•	 Research and tertiary institutions
•	 Commercial marketing research firms
•	 Other sources.

Internal and informal sources of data include the 
following: internal records concerning clients; their 
preferences; type of property; market areas and 
income levels; sales figures; budgets; correspond-
ence; reports and service records pertaining to a 
property.

Statutory and professional bodies in the real 
estate industry have already been discussed in the 
overview of the real estate industry.

Collective sales networks provide secondary data 
concerning property sales and the leasing of prop-
erty in particular. Examples of such networks are 
Multi Listing Services (MLS) and Comprehensive 
Property Services (CPS).

Syndicated property research services are 
provided by firms that conduct surveys on the 
various sectors in the property market. In South 
Africa, Rode and Associates provides such a service 
by way of, among other things, the Rode’s Report. 
In addition, the BMI Building Research Strategy 
Consulting Group conducts research for the 
construction industry.

State data sources, such as central, regional and 
local authorities, as well as semi-state data sources, 
contain valuable records pertaining to the real estate 
industry. In most cases, the public may inspect these 
records, often for a small fee. The Offices of the 
Surveyor-General provide cadastral records for the 
purposes of land surveying and registration.

Maps and aerial photographs are available to the 
public from the Offices of the Director: Mapping, and 
from the Government Printer in Pretoria. Cadastral 
maps indicate, among other things, the following 
aspects concerning a property: beacons, bounda-
ries, servitudes, co-ordinates and physical and 
institutional particulars. Particulars on properties, 
and of the persons or institutions having acquired 
real rights in immovable property, may be obtained 
from the various Deeds Offices. However, a person 
wishing to obtain such particulars must know the 
full name of the owner, his identity number or date 

of birth, or the description of the property (name of 
farm, or number of smallholding or erf).

The Central Statistical Service (CSS) – Statistics 
SA – provides official statistics for the Republic of 
South Africa. In addition to conducting a population 
census every five years, the CSS also provides statis-
tics covering a wide field. Data on rental properties, 
property development and property developers are 
provided either in printed form or on magnetic tape.

Local and regional authorities provide, for 
example, guide and structure plans, town planning 
schemes (maps and clauses), general town plans, 
individual building plans and valuation rolls.

Private firms and mapping companies have offices 
in most of the large cities and provide numerous 
types of aerial photographs and maps. Examples of 
such firms or companies are AOC Holdings and 
Map Studios.

The Human Sciences Research Council (HSRC) 
and the Council for Scientific and Industrial 
Research (CSIR) also possess data on aspects of the 
real estate industry.

The following institutions at universities also 
provide relevant data: the Bureau for Economic 
Research at the University of Stellenbosch, the 
Institute for Planning Research (IPR) at the 
University of Port Elizabeth, the Bureau for Financial 
Analysis at the University of Pretoria and the Bureau 
of Market Research at the University of South Africa.

Commercial research firms possess data that can 
be of use to the real estate industry. Other sources 
of secondary data include large real estate agencies, 
developers and investors. These sources often have 
specific and relevant publications at their disposal.

13.10 SuMMAry
Investment in fixed property constitutes a process 
called the investment process. During this process, 
potential investors must be aware of aspects such as: 
their needs, objectives and resources, the availability 
of their own and borrowed funds, the physical nature 
of the property, the utility value or productivity of 
the property, the investment value of the property 
and the market, economic and other factors that 
may affect the value of the property. Once all these 
factors have been investigated, the investment 
decision can be made.
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Several kinds of investment (investment options) 
are open to an investor: building, buying or renting a 
home, holiday homes, sectional title schemes, share-
block schemes, timeshare schemes, rented houses, 
purchase and leaseback of property, syndicates and 
the development of property. Further, the investor 
should be aware of the management and adminis-
trative aspects involved in an investment in fixed 
property.

13.11 SElf-ASSESSMEnT
•	 Briefly discuss the steps you would follow 

regarding an investment in fixed property.
•	 Briefly discuss the functioning of 20 different 

types of fixed property.
•	 Explain ways to finance fixed property.
•	 Briefly explain different ways to own property.
•	 Explain the functioning and key aspects of prop-

erty contracts.
•	 Motivate the importance of a well-organised 

property administration system.
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After studying this chapter, you will be able to:
•	 Explain the motivation for offshore investments
•	 Identify the research required before investing 

in foreign countries

•	 Explain the different types of offshore investments
•	 Illustrate the relationship between offshore 

investments and your estate.

lEArninG ouTcoMES

Heystek (2014:2) asks the following question: ‘Why 
is it OK to spend great chunks of your money on 
imported goods but not to invest your money 
offshore?’ He suggested ‘that local investors should 
consider increasing their offshore exposure, to as 
much as 100% of their overall liquid investments’. 

I totally agree with him—‘it involves the very 
crucial element of diversification. Offshore markets 
offer better medium- to long-term opportunities 
than the local market’. (Heystek 2014:4)

This is why local fund management companies do 
not accept any money for offshore investing—they 
have used up their entire allocation allowed in 
terms of the forex laws.

According to Terrazas (2015:15), ‘the uncertainty 
and volatility in the local and global investment 
markets have underscored the importance of 
diversifying an investment portfolio to spread, 
and therefore reduce, risk’. She emphasises 
that ‘the property sector offers great scope for 
diversification in numerous different ways and 
across geographies’.

Why do you think South Africans should consider 
offshore investments?

cASE STudy

14.1 inTroducTion
‘Offshore investments’ are currently buzzwords in 
the South African financial world, particularly in the 
media. Whether you are young, old, poor, rich, have 
your own business, are a farmer, or are unemployed, 
you want to know more about offshore investments. 
If you have a retirement package to invest, you will 
obviously consider this type of investment. However, 
if your package is just big enough (or not big enough) 
to survive on, you should rather not make any risky 
investments (locally or internationally). Offshore 

investments are not necessarily risky, but they are 
clouded in a lot of uncertainty and confusion.

There is not a great deal of transparency about 
offshore investments, and sometimes we even find 
it difficult to locate the country in which we want 
to invest on a world map. When making offshore 
investments, your peace of mind will depend on 
whether you have acquired the necessary informa-
tion and knowledge.

South Africans have been torn from their relaxed 
public service background with its prospects of a 
peaceful retirement. Suddenly, we are living in an 
information environment. We are informed about 
offshore investments, wills, trusts, tax havens, 
income tax systems, donations’ tax and estate duty. 
To add to our confusion, all of these differ in one 
way or another (or even totally) in various countries.

Suddenly, the whole world’s investment products 
are being sold on our doorsteps via the Internet. 
South Africans can invest and reinvest on other 
continents within seconds. South African investors 
are therefore ripped from their comfort zones by the 
realisation that most of us have all our financial eggs 
(assets) in one basket (in South Africa). In addition, 
the value of our currency is constantly fluctuating 
against those of developed countries.

According to Bershidsky (in Bloomberg, 2016:1), 
‘the offshore business started in ancient Athens, 
whose wealthy citizens liked to keep their money 
on the island of Delos, where bankers maintained 
accounts for them and handled transfers and loans 
somewhat like modern banks do. The modern 
offshore industry, however, is pretty young: it origi-
nated in the United Kingdom in the 1980s and 
became huge by the end of the following decade.’

The period of offshore prosperity coincided 
with — and probably contributed to — an explo-
sive growth in global private wealth (Bershidsky in 
Bloomberg 2016:1).
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We are waking up to the fact that our invest-
ment portfolios do not meet international standards. 
This is to say nothing about South African inves-
tors whose investment portfolios do not even meet 
South African standards, or who do not even have 
local portfolios. We have to restructure our invest-
ment portfolios to prevent ourselves from becoming 
poorer all the time.

Most South Africans do not even know how to 
invest in South Africa, where they have been living 
all their lives, let alone overseas. Do not rush in 
where angels fear to tread.

14.1.1 why do we have exchange control?
The South African government applies exchange 
control to prevent large amounts of capital from 
flowing out of the country as a result of factors such 
as:
•	 Local political shocks
•	 A poor economy (markets)
•	 Constant changes in legislation and new legisla-

tion (particularly regarding the payment of tax).

According to Bershidsky (Bloomberg 2016: 2): 
‘Politicians, officials and other politically exposed 
people (PEPs) are supposed to fix their own 
countries so that citizens don’t have to go offshore 
for tax benefits or better legal protection.’ The man 
in the street knows (it is general knowledge) that 
they are not capable of fixing their countries; nor 
do they have a prosperity-agenda for the people 
or the country.

Exchange control amounts to government control 
over the buying and selling of foreign currencies. 
This restricts the free market system. Of course, 
South African investors also want to be free to invest 
where they wish. This would help them to cope with 
the increasing financial demands the government is 
making on their income and assets.

Africanisation

Mauritius
According to Naidoo (2016:1), the Board of 
Investment in Mauritius announced plans to open 
a Johannesburg office in 2016.  

➟

The goal is to encourage businesses within South 
Africa to obtain investments in Mauritius. It will 
be easier for South African investors to identify 
investment opportunities in Mauritius.

South Africa accounts for 20% of all investments 
in Mauritius. More than 500 South Africans were 
issued with occupation and residence permits in 
the first half of 2016. 

According to Mahadeo-Jeetah in Naidoo (2016:2): 
‘Mauritius is currently ranked as the best country in 
which to do business in Africa by the World Bank, 
the most competitive nation in Africa by the World 
Economic Forum, first in the Mo Ibrahim Index of 
African Governance and first in Africa in terms of 
economic freedom in separate indices by the Fraser 
Institute and the Heritage Foundation.’

South Africa
According to Mahlaka (2015:2), ‘capital inflows 
for developments are still concentrated in South 
Africa.’ Property development in Africa “boomed” 
and the main regions that are attracting billions 
of development capital are Nigeria, Kenya, Uganda, 
Mozambique, Zambia and Namibia. The office 
sector has also peaked.’ 

Unfortunately, ‘debt capital is difficult to raise and 
is usually based on a 50% to 60% loan-to-value,’ 
according to PricewaterhouseCoopers.

Zimbabwe
According to Reuters (2016:1), Zimbabwe will 
start circulating local bank notes in October 
2016, although the dollar and foreign currencies 
will continue to be used. Zimbabwe’s depositors 
(savers/investors) fear that ‘the central bank may 
turn on the printing presses again and render 
their cash worthless’. These people wait in long 
queues outside banks to withdraw the daily limit 
of ZWD50.

14.1.2 The abolition of exchange control
South Africans may:
•	 Invest R11 000 000 (2016) per person per 

calender year above the age of 18 years in over-
seas countries

•	 Open a South African foreign bank account and 
use a foreign currency of their choice (eg invest 
in overseas countries)
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•	 Open a foreign exchange bank account
•	 Buy property overseas (including fixed property)
•	 Invest in various overseas financial assets (eg unit 

trusts and shares).

The Reserve Bank, has however, set a prerequisite, 
namely that South Africans must pay their taxes 
before they can invest in foreign countries. (These 
investments will be discussed later.)

We expect exchange control to be relaxed gradu-
ally and ultimately abolished. Only then will foreign 
countries and foreign investors see that the govern-
ment has faith in investment opportunities in its 
own country, and the average South African investor 
will be able to escape from the ‘investment jail’.

We do have a choice – we should find out 
more about offshore investments and apply this 
knowledge.

Advantages of the abolition of exchange control
If exchange control is abolished, investors will be 
able to invest in various overseas products, each 
with its own unique advantages. The risk of limiting 
our investments to South Africa will increase. By 
investing in foreign countries we will be able to 
increase our returns and lower our risks. We will be 
able to reduce our risks in international terms and 
apply international diversification.

14.1.3 why invest offshore?
There are numerous reasons you should invest 
offshore. Investors are motivated by a number of 
factors, but the main reasons are:
•	 The decreasing value of the rand
•	 Protection against fluctuations of a single 

currency and market
•	 Thousands of new investment opportunities
•	 The expertise of offshore fund managers who 

know the foreign markets
•	 A balanced portfolio
•	 The possibility of increasing the return of your 

portfolio on an after-tax basis.

Heystek (2015:1) calls the following the ‘perfect 
storm’, referring to the rand exchange rate: 
•	 The end of the cycle of upgrades by rating agen-

cies

•	 The decline (free-fall or disappearance) in the 
commodity cycle 

•	  Crime and corruption are out of control
•	 The twin deficits (budget and trade) are rising
•	 We as a nation have become openly hostile to 

European and American multinational com-
panies and their governments

•	 Talks of increased BBBEE
•	 Land nationalisation of farms and other assets.

Big financial institutions are also prevented from 
moving more investments offshore by means of 
the limit of Regulation 28, whereby only 25% of 
assets under management may be invested offshore. 
The same applies for asset swaps. The retirement 
industry and Treasury are preventing investors from 
becoming wealthy.

South African investors and their advisors ‘are 
not being allowed to protect your retirement capital 
in global terms’. According to Heystek (2015:2), this 
restriction (Regulation 28 – 25%) is a very big threat 
to our financial wellbeing over the long-term. 

Heystek (2015:3) proves a very valid point about 
‘the distorted logic about Regulation 28’. He asks the 
question: ‘What happens when you retire from any 
one of the Reg 28 compliant funds?’ His answer: ‘you 
transfer your capital in most cases to a living annuity 
not subject to this artificial asset allocation restric-
tion and you can invest and change whenever you 
feel like it’.  His explanations:
•	 If you want to ‘protect’ investors, create an asset 

restriction when they retire and need to be 
conservative, not when they are still investing for 
retirement 

•	 Younger people should invest aggressively when 
it comes to risk, and they cannot wait until retire-
ment to be free to invest offshore

•	 Young investors need to invest for capital growth 
over the long-term — they need lots of time to 
invest at a much higher risk.

The same Regulation 28 restrictions apply for listed 
property. 

Adding to the ‘perfect storm’ are the following 
looming disasters, according to Heystek:
•	 The cosy arrangement between the investment 

industry and the Treasury
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•	 Regulation 28, with its restrictions on wealth 
creation

•	 The FAIS Act
•	 The Retail Distribution Review.

The following groups of investors should invest in 
the international market:
•	 All investors: about 20% to 30% of their invest-

ments (total belongings) depending on the 
composition of their asset portfolio

•	 Wealthier people: up to 50% of their assets
•	 Those who are considering emigration: as much 

as possible (set up an offshore trust, make assets 
liquid, buy an expensive timeshare that may be 
exchanged later for an overseas timeshare)

•	 People with children who may later want to emigrate 
or work in overseas countries and/or who want to 
send their children (or grandchildren) overseas

•	 People whose income is sufficient to live on after 
they have invested part of their retirement pack-
ages offshore

•	 If you think you may live for another 10, 20 or 
30 years; your international investment will later 
be worth a lot in rand terms if you bring it back 
to South Africa.

Africanisation

Is South Africa becoming just another African 
country? 

Troost (2016:1) compares the worsening exchange 
rate of the rand with the song by Paul Simon: ‘Slip 
Slidin’ Away’.

According to millions of South Africans, developed 
countries, the European Union, global companies, 
economists, businesses and investors, as well as 
thousands of newspapers and articles, there is 
no sign of any political will to change any of the 
following attitudes, deeds, decision making and 
behaviour in South Africa:

•	 Our country and its people are not important 
for the ruling party—their political agenda for 
purposes of self-enrichment (themselves, family 
members and their cadres) is all that matters

•	 The endless desire to obtain votes in order to 
maintain the status quo

•	 Political instability  
➟

•	 The making of endless empty promises to the 
poor to get votes

•	 An educational system disaster (schools); no 
quality education

•	 Lowering of standards at universities — dishing 
out certificates to keep unemployed students 
occupied (no job opportunities/no job creation)

•	 No job allocation/employment on merit
•	 Never ending world class corruption 
•	 No economic growth
•	 No job creation
•	 Police criminality on a large scale
•	 Total immorality
•	 No ethics in the workplace 
•	 Ethical cover-ups
•	 A new culture of destruction of property
•	 No/not enough/incorrect stimulation of 

growth to attract foreign investments
•	 No ability to create enough confidence 

amongst South Africans to spend or to invest 
locally

•	 Never ending growth in millions of unemployed 
school leavers

•	 No accountability
•	 No interest in proven ways to develop our 

economy
•	 An increase in racism—politicians are sowing 

the seed daily all over our country in every 
speech and at every possible occasion

•	 Lies to and about South Africa and the future 
of its people

•	 A non-democratic South Africa—media, 
opinions, saying what is right and wrong or 
what others are doing

•	 Thousands of professional people have left the 
country

•	 The educational level of future doctors/
specialists

•	 The disaster in state hospitals
•	 The deterioration of private hospitals
•	 A non-democratic Parliament—members are 

not allowed to choose between right and 
wrong or to make their own decisions, merely 
serving as a rubber stamp representing the 
wealth-pot of many family members and 
political cadres

•	 Ignorance about the Constitution
•	 Totally failing and being ignorance about the 

creation of business infrastructure
•	 Tenderpreneurship 

➟
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•	 Golden handshakes
•	 The ongoing destruction of small towns— 

infrastructure and industries or development
•	 No local management or government—see the 

report of the Auditor-General
•	 The ridiculous size of the state
•	 State salary increases
•	 R650 billion in banks—companies not willing to 

spend /invest their profits in a no-confidence 
country

•	 Outrageous salaries and increases 
•	 The total destruction of all confidence in the 

country and its future
•	 The ever-increasing and unbearable tax burden 
•	 Nationalisation
•	 The mismanagement of government controlled 

businesses — wasting billions and billions on 
failed businesses

•	 The total destruction of the municipalities and 
service delivery

•	 Appointment of incapable people to ruin (not 
run or manage) municipalities and as a result 
the towns and cities

•	 Not understanding job creation 
•	 Drowning the country in administrative 

activities
•	 Destroying white businesses/entrepreneurship
•	 Refusing to allow whites to start their own 

family businesses, employ a few jobless people 
and obtain business opportunities, without 
forcing them to stick to quotas and to share 
ownership 

•	 The destruction of South Afr ica,  i ts 
infrastructure, its resources, its mining, its 
agriculture

•	 Millions of poor black people without an 
income and any financial future

•	 Millions of babies without food because their 
parents cannot afford to have a baby — these 
parents cannot even provide for themselves!

•	 Confusing the countrywide destruction of 
property with ‘the democracy is working’

•	 Confusing the State of the Nation address with 
the past, a political and liberation struggle, 
ongoing threats to whites and minority rights, 
as well as ‘we have a good story to tell’ 

•	 Refusing to acknowledge the total decay of 
this African country which is on the brink of 
junk status and civil war 

➟

•	 The negative effects of Nkandlagate/
Nenegate/Zuptagate

•	 Following a hidden agenda of radically 
transforming the economy instead of job 
creation and growing the economy and South 
Africa

•	 Constant threats and actions to destroy the 
country’s forever-successful agricultural sector 
—the producers of food—in a similar way to 
Zimbabwe

•	 Refusing to allow economic growth by means 
of informal and small businesses without all 
the red tape—refusing entrepreneurship

•	 Confusing the red carpet for entrepreneurs in 
the developed world with party-political red 
tape

•	 Refusing South Africans to make a living in a 
‘democratic country’

•	 Refusing to create a future for South Africa 
and/or all South Africans 

•	 Not knowing what you don’t know and not 
caring about what you don’t know.

The weak rand does not allow the smaller investor 
to invest directly offshore, because of the size of 
the minimum investment amount (Lamprecht 
2016:2-3). Some fund management companies 
have closed their offshore feeder funds to new 
investments, as a result of the sharp depreciation 
in our currency (see Regulation 28 of our Exchange 
Control Regulations). New investments are not 
allowed when a fund has reached the allowed 
exposure to offshore investments, for example, 
25% for a retirement annuity; and for unit trusts, 
35% of their retail assets under management in 
foreign investments (Lamprecht 2016: 2).

According to The Investor (2016:1):

•	 ‘The allure of foreign markets gleams ever 
brighter in the turbulent market conditions 
facing the ordinary South African investor. 
Investors may look to diversify their 
investments internationally and invest in a 
more stable currency as an inflation hedge.’

Heystek (2014:4) warns that rand-hedge 
investments and asset swaps will not protect you 
when the collapse of the rand really gets going. 
If government orders the SARB to unwind these 
investments, we will end up with local investments 
again.
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What should we do? Firstly, we should make provi-
sion for rand hedging (to protect ourselves against 
a falling rand) and, secondly, we should diversify 
our investments internationally. We will now look at 
these two actions.

Protect yourself against the falling rand
Low productivity and high real wages are placing 
more and more pressure on our inflation rate. If we 
add the overseas influences and perceptions about 
Africa and South Africa to these factors, it is only 
logical that we should keep a falling rand in mind 
when we do our financial planning.

Overseas investors find out more about what 
is happening here every day. The most important 
realities include increasing violence, lack of law 
enforcement, corruption, mismanagement, the tax 
burden on investors, and the influence of the trade 
unions on the government, not to mention the unre-
alistic socioeconomic expectations of millions of 
South Africans.

Let us look at a few methods that can be used to 
protect your money against a falling rand. You will 
see that one (or more) of these options is within your 
reach (after your needs and objectives have been 
taken into account). Your broker or adviser can help 
you. Note that the risks and terms of an exchange 
account (which invests in a call account and fixed 
deposits) are lower than those of an offshore invest-
ment in shares. The various rand protectors/ offshore 
investments fall into the spectrum, illustrated in 
Figure 14.1, as far as risk is concerned.

Other than the two extremes, each investor will 
have a different perception of the risks of the various 
types of offshore investment. Unfortunately, you will 
have to take these risks if you want to protect your 
rands, whether you like it or not.

international diversification
International diversification means the following:
•	 You invest in different countries
•	 You invest in different offshore investment prod-

ucts in different industries or sectors
•	 Your investments are internationalised
•	 Your total investment risk is lowered and the 

returns on your investments are higher over the 
long term

•	 You protect yourself against a decrease in your 
real wealth

•	 Your international risk is smaller and your inter-
national wealth increases.

At this stage, informed South Africans have accepted 
that offshore investments should form part of their 
investment portfolios. The investment world regards 
South Africa as an emerging market (and more 
particularly as part of Africa), and nothing will 
change this fact and perception. As a result, foreign 
investors are prepared to place only a small part of 
their investments in South Africa.

Do not place more than 10% of your investment 
portfolio in emerging countries — there is simply 
too much risk that you may lose it all. Everything 
you own is already tied up in an emerging country, 
namely South Africa. Avoid further investments in 
emerging countries.

Low risk 
   and return

  Local/international exchange account (call 
money, fixed deposits)

 Policies

 Linked unit trust products

 Local unit trusts

 Structured funds

 Guaranteed share schemes

 Offshore property trusts 

 Fixed property

 Containers

 Offshore unit trusts

 Offshore share portfolios

High risk 
   and return

figure 14.1: The spectrum of risks and returns

Offshore investment in a developed country is 
essential for self-preservation.
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It is never easy for the government of an emerging 
country to attract foreign investment, particularly if 
funds are withdrawn because of some economic or 
political situation or event in that country. Often the 
only method is to raise interest rates, and this has the 
following far-reaching financial implications, for the 
local population and country:
•	 Higher mortgage bond interest rates
•	 Higher rates for overdraft facilities
•	 Higher credit card rates
•	 A great deal of money is spent on interest 

payments
•	 There is less money for saving and investing
•	 Household budgets no longer balance
•	 No or little money is available for sustenance and 

household necessities
•	 Lower profits for businesses
•	 Lower share prices
•	 Lower unit trust values
•	 People sell investments at a loss
•	 People try to obtain money to avoid going bank-

rupt
•	 Thousands of people go bankrupt
•	 More unemployment
•	 Less money/income tax for the requirements of 

the state and country
•	 More political unrest and socioeconomic 

problems
•	 Still less foreign investment
•	 Yet more withdrawals of foreign investment.

This vicious circle is endless in the case of emerging 
countries (currently also in developed countries), 
markets and their people.

The fact is that the wealthy sector of the South 
African population has spirited millions of rands 
abroad, which they cannot bring back easily because 
it was taken out of the country illegally before the 
easing of exchange controls. On the other hand, 
the average South African investor should start an 
offshore investment portfolio when they can afford 
it. The millions of poor people will probably never 
own foreign assets.

An advantage of offshore investments is the 
greater choice of investment products this offers 
investors, for example, hedge funds and shares in the 
largest and most profitable companies in the world.

Stick to well-known companies and products. Do 
not allow greed, on the one hand, or the cunning of a 

dishonest salesperson/broker, on the other, to cause 
you to throw away money. It is better to deal with a 
well-known and reputable South African investment 
firm. In this way, you reduce your risk and enjoy 
peace of mind. Consult the Financial Services Board 
if you have any doubts about an investment scheme.

Much research must be done, however, before 
and after an investment, because it must be moni-
tored continually in order to guard against changes.

Remember to diversify into as many different 
countries, different types of offshore investment 
and different currencies as possible, and to use the 
rand hedging that protects you against any further 
decline in the rand.

‘Money has lost its nationality’ (Melton 1996: 10).

‘We are citizens of the world; and the tragedy of 
our times is that we do not know this’ (Melton 
1996: 27).

Sewath in Lamprecht (2015:2) explains that offshore 
investing is a long-term journey and that the average 
investor stays in this market for periods longer than 
eight years. According to him, the most important 
aspect is the risk–return profile of offshore invest-
ments in rands.

Protecting your capital
According to Lubbe in Ziady (2016:1), Investec 
created a rand-hedge product that offers South 
African investors the ability to earn pound-based 
returns while protecting their capital in full. The 
product, ‘China Seas Basket Limited’, is listed on 
the Bermuda Stock Exchange and the company is 
incorporated in Guernsey. China Seas gives investors 
an equal weighting on a basket of five indices: 
•	 The MSCI Taiwan Index
•	 MSCI Singapore Index
•	 Nikkei 225
•	 Hang Seng Index
•	 Eurostoxx 50.

A minimum investment of R160 000 is required 
(2016).

14.1.4 Types of offshore investor
It is only logical that various types of investor will 
invest offshore. Their financial situations differ 
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widely, and so, too, do their reasons for investing 
abroad. Some may never emigrate, while others who 
do emigrate may wish to return to the country at a 
later stage. It may be fashionable for some, but for 
those who live in an emerging country, who have 
both a job and the financial means, it is an essential 
requirement. Others spot investment opportunities 
and realise that there is no international co-operation 
regarding the tax liability of individuals/juristic 
persons. As an individual’s wealth increases, offshore 
investments become essential. According to Gough 
(1998:16), the primary reason is the protection 
of current assets, rather than making money. 
‘Whatever their reasons for investing offshore, all 
these groups are taking advantage of the anomalies 
that exist between the financial and tax regimes of 
the different nations of the world’ (Gough 1998: 2).

Steyn in Moneyweb (2015:1–2) explains two 
hurdles that offshore investors should overcome, 
namely:
•	 Complexity (the investor’s limited access to infor-

mation about the large number of fund managers, 
investment options, different asset allocations, 
currency exposures and geographic focus)

•	 Costs (high management fees). He recommends 
the use of index-tracker funds—simpler to use 
and very cost-effective. Coronation offers an 
index-tracker International Balanced Fund.

14.1.5 The role of scenario planners
Financial advisers, brokerage firms and portfolio 
managers use the services of scenario planners. 
Yes, these experts are involved in all investments, 
where things can and do change all the time. They 
create several scenarios for all countries on the basis 
of many economic, social and political situations. 
Likewise, they use probabilities that these scenarios 
will occur, when they will occur and cases where 
they have already occurred. In this way they can 
determine where the next investments must be made 
and where they must be avoided. Countries that 
may hold value for investors in the future are thus 
predicted, as are crisis countries that should rather 
be avoided. All global trends are thus identified and 
researched.

The global financial expert Magnus Heystek 
compares this to a rugby player who scored many 
tries because he almostly always knew where the 

ball (the best investment and best value and growth) 
would be; in other words, where your money will 
grow the most in international terms. As an invest-
ment strategist, Heystek does exactly the same. His 
maxim is nowhere more applicable than in the iden-
tification, analysis and assessment of such scenarios 
by the scenario expert and planner, Clem Sunter 
(Swart 2015).

14.2 rESEArch BEforE invESTinG 
 in forEiGn counTriES
Before you decide to make any offshore investment 
you need to do a lot of research. Never make an 
offshore investment impulsively. After you have 
talked to a few people and brokers, you should 
realise that one uninformed decision could have 
a snowball effect. As you go through the learning 
curve and learning process, you will soon find out 
that if you are uninformed, you are on a dangerous 
route.

Let us look at the research you should do before 
you invest overseas:
•	 Remember that you want to invest your money 

in such a way that you will be financially inde-
pendent after your retirement.

•	 Consult various sources of information about 
offshore investments (we discuss this later).

•	 Consult various brokers and experts.
•	 Make sure that you know why you want to invest 

in a foreign country.
•	 Determine your risk profile.
•	 Find out whether your investment objectives fit 

in with your retirement objectives.

Decide which product, countries and currencies you 
want to invest in, and then:
•	 Avoid swindlers and never be too optimistic or 

too pessimistic — always be realistic.
•	 Find out whether you have to obtain the approval 

of the Reserve Bank for your investment.
•	 Make sure that you know which forms to complete 

for the Reserve Bank and your own bank, and 
what additional proof they may require.

•	 Find out whether the company’s way of doing 
business will be acceptable to you (how they 
operate overseas—their services, confidentiality 
and the products they offer).
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•	 What is the situation in the countries in which 
you want to invest? Find out more about polit-
ical stability, language, religion, acceptance, 
the strength of their currencies, tax legislation 
(income tax, donations tax and estate duty) and 
legislation affecting trusts and companies.

•	 Let a broker or institution help you to determine 
the exact timing on when your investment should 
be converted into the other currency.

•	 Identify the economic cycles of overseas coun-
tries and invest in countries in which the cycle is 
favourable for the growth of your investment (eg 
during a phase of economic restructuring).

•	 Evaluate the investment risks of specific overseas 
countries.

•	 Ascertain the management style, reputation, infra-
structure and performance record of the offshore 
fund manager (particularly when markets are 
weak).

•	 Find out about the inflation rates and interest 
rates of the various countries.

•	 Analyse these countries’ investment histories for 
investors.

14.2.1 offshore investment pitfalls
If an investor has no knowledge of the investment 
traps in South Africa (based on financial principles, 
personal needs and goals), the broader picture and 
other pitfalls will be missed as well. Knowledge of 
local investment pitfalls must therefore be regarded 
as a prerequisite for offshore investments.

In discussions of offshore investments there 
may have been warnings against a particular 
person, event or legislation (local and abroad). It 
bears repeating that research must be done before 
contemplating any offshore investment. Only proper 
research, knowledge of personal planning and the 
help of experts in foreign legislation can result in 
purposeful offshore investments.

14.2.2 Money laundering
The process whereby illicit money becomes part of 
the system and is invested in legal products with 
financial institutions is known as ‘money laundering’. 
Brokers found guilty of such investments in South 
Africa can land in a great deal of trouble.

14.2.3 where can i get information 
 about foreign investments?
Consult the following sources:
•	 Information pamphlets issued by brokers
•	 Newsletters of financial institutions, insurance 

companies and brokers
•	 The Internet (www.businessweek.com, www. 

yahoo.com, www.micropal.com, etc.)
•	 Local newspapers
•	 Overseas newspapers (Financial Times, Asia 

Money, Money Observer, International Money 
Marketing, etc.)

•	 Local information business (International 
Information Business and Stock Press)

•	 Computerised investment analysis (Micropal, 
Money Mate)

•	 The University of Pretoria’s quarterly survey of 
unit trusts.

14.2.4 how much am i allowed to invest 
 offshore?
At the moment, R11 000 000 per person per calendar 
year may permanently be invested offshore. The 
usual requirements of the Reserve Bank will apply 
because the money does not have to be returned to 
South Africa.

According to Bradford in Lamprecht (2015:3–4), 
the optimal offshore allocation can be between 20% 
and 40%. The latter depends on the ‘return objective’ 
and comes into play after consideration has been 
given to the economic cycle.

Tyer in Lamprecht (2015:3–4) explains that 
‘currency diversification and earnings growth as 
well as the fact that the South African Market is 
extremely concentrated’ are the most important 
considerations for offshore investing. ‘Concentrated’ 
means that between 70% and 80% of the total South 
African market capitalisation consists of 20 stocks. 

If you want to invest overseas in the form of an 
onshore investment, you may invest any amount 
(there is no maximum) because the investment will 
have to come back to South Africa and may not be 
used in a foreign country.

It is, of course, possible to invest more than 
R10 000 000 overseas, through a donation to a spouse 
(who does not have R10 000 000) and by means of 
interest-free loans to family members (and/or your 
parents).
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14.2.5 how much should i invest 
 offshore?
The average investor should not invest more than 
20%–30% of a portfolio offshore. A wealthy investor, 
who has sufficient assets and is in a position to invest 
offshore without incurring any debts, may invest up 
to 50% of a portfolio. It is impossible to determine a 
fixed percentage. Decide where you fit in, after you 
have obtained the necessary information.

14.2.6 in which currency should i invest?
The American dollar and the British pound are still 
the most popular currencies. Another possibility 
is the euro. The dollar/pound sterling remains the 
number one choice.

14.2.7 in which country (or countries) 
 should i invest?
Emerging markets usually offer good investment 
opportunities (so international investors tell us). 
Even South Africa appears on the list of countries 
that are regarded as emerging markets.

The US, the United Kingdom and Western 
Europe offer long-term benefits.

Find out whether it would be better to invest in 
tax-friendly countries and use a trust (or trusts) for 
your investment or business. South African investors 
usually prefer the Isle of Man and the English-
speaking (British) Channel Islands of Guernsey and 
Jersey as tax havens. The British government gave 
them total financial independence to protect their 
investors in an acceptable manner and at an accept-
able level. The legal system and tax systems are also 
acceptable to South Africans.

14.2.8 investment guidelines: your 
  international investment strategy
•	 Decide how much money you have to invest.
•	 Are you going to invest a lump sum, or are you 

going to invest on a monthly basis from another 
source/investment?

•	 Decide whether you want to invest money locally 
or internationally.

•	 Choose one or more investment products; for 
example, a container, unit trusts and shares.

•	 Choose, for example, a certain type of unit trust 
in a specific industry.

•	 Diversify further by investing not only in one 
unit trust but in, say, five different unit trusts. 

•	 Your investment choices must meet your needs 
for income or capital growth.

•	 Choose safe countries, particularly tax-friendly 
countries, for your investment.

•	 Establish a trust if it can help you to avoid paying 
income tax in a tax-friendly country.

•	 Use the Internet and personal references by 
brokers (but do your homework first) and choose 
a management company for your investment.

•	 Make sure that you understand the investment 
risk.

•	 Use the Internet to monitor your investment 
performance.

•	 Never make impulsive, emotional decisions about 
your long-term investment.

•	 Always keep your investment objectives in mind.
•	 Compare your international investment strategy 

with your retirement planning process and make 
sure that you will achieve your retirement goals.

•	 Beware of investing in only emerging countries 
(markets). They are all influenced by more or less 
the same factors, and you are already exposed to an 
emerging market in South Africa (with all the risks).

•	 Regard your investment in an emerging market 
as a medium- to long-term investment.

These are only a few general guidelines that should 
be evaluated together with a lot of other informa-
tion. Use them to make more informed and sensible 
investment decisions on your offshore investments.

14.2.9 how do South African companies 
 handle offshore investments?
Local companies that market unit trusts have added 
an overseas component to their companies. They 
have used various methods for this:
•	 Some companies opened offices in overseas 

countries.
•	 Others formed partnerships with overseas insti-

tutions.
•	 Alliances were formed between local and over- 

seas institutions with the local institutions acting 
as agents for their counterparts overseas.

•	 Various offshore fund managers have been 
appointed at different institutions. They handle 
offshore investments in a specific product as the 
need arises. 

Overseas institutions are already doing business in 
South Africa to attract offshore investments.
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Banks and insurance companies have also 
appointed offshore fund managers in various 
countries in which South Africans can invest their 
R11 000 000. Brokers, financial institutions and 
insurance companies all over South Africa use one 
or more of these methods (and combinations of 
these) in their offshore investment sections.

These institutions also offer the following types 
of offshore fund: global or international funds, 
sector funds, share funds, government securities, 
money market funds and currency funds.

14.2.10 which factors determine the 
  return on offshore investments?
Firstly, the type of investment will determine the 
return on your investment. Over the long term, 
shares seem to beat cash, government securities and 
fixed property. Secondly, the weight (percentage of 
the total portfolio) of the type of investment should 
be determined, for example:
•	 Shares: 60%
•	 Government securities: 20%
•	 Property: 10%
•	 Cash: 10%.

Then you have to decide on the type of economy 
in which you want to invest, namely a developed 
country or an emerging country, for example: 
•	 Developed countries (eg US): 60%
•	 Emerging markets (Brazil, Singapore, Malaysia, 

and so on): 40%
•	 As a last step, decide on the specific currency in a 

specific country, for example:

American dollar: 60% US 
60% British pound: 40%

Choose which currency Brazil 
in Brazil 40% 

All these decisions (and many others, such as the 
decisions of the fund manager) will affect the returns 
on your offshore investment.

Heystek (2015:1) emphasises the fact that curren-
cies matter, as well as how you invest and into which 
currency.

According to Lamprecht (2015:1) investors 
should diversify their investment portfolios across 
geographies, sectors, companies and currencies.

To put things in perspective, the benefits of such 
an investment should be compared with the costs.

14.2.11 what are the costs of investing 
  in a foreign country?
It would be impossible to specify the costs of 
offshore investments. You have to establish the 
initial costs and the annual fees (or management 
charges). It is safe to assume that the costs of an 
offshore investment will always be higher than the 
costs of South African investments. 

14.2.12 An international currency 
 exchange guide
If you want to find out how much a specific currency 
(eg the rand) is worth in another currency you may 
consult an international exchange guide, which can 
be obtained from the Reserve Bank and other banks. 
The guide will enable you to calculate how much 
your offshore investment is worth in the currency 
of a specific country. The exchange rate between the 
rand, the American dollar, the euro or the British 
pound is also quoted on radio and TV.

According to Gough (1998:150), ‘an exchange 
rate is simply the ratio at which one currency can be 
exchanged for another at a given time’. Furthermore, 
you can distinguish between the nominal and the 
effective/real exchange rate, where the latter also 
takes into account the price levels of the two coun-
tries that are compared. It is never easy to predict the 
specific exchange rate, because a great many factors 
determine and influence it, among others:
•	 Inflation
•	 Trade figures
•	 Flows of capital
•	 Interest rates
•	 Investment abroad
•	 Money flowing to a country’s stock market
•	 Productivity
•	 Savings
•	 Bank intervention
•	 Confidence in a country
•	 Bull and bear markets
•	 Events such as war and crime.
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14.2.13 Tax on offshore investments
For various reasons it is not possible to discuss the 
tax position regarding offshore investment here.

Some of these reasons are:
•	 Tax systems and the basis of income tax calcula-

tion differ from country to country.
•	 Not all countries have entered into tax agree-

ments that eliminate double taxation of investors.
•	 Different countries attach different meanings to 

the term ‘offshore investment’.

You will therefore have to consult an international tax 
expert in order to evaluate and accept or reject the tax 
implications regarding your offshore investment.

Troost (2016:2) explains the following: when an 
investor disposes of assets bought and sold in the 
same currency, the foreign loss or gain has to be 
calculated first, before it is translated into rands. 
This can be done using either the average exchange 
rate or spot rate (whichever is more beneficial to 
the taxpayer). He provides the following two quoted 
examples (Troost 2016:2):

1.  Acquiring cost of shares = $1 million at a spot rate of R10/$

 Selling price of shares  = $1.5 million (the rand strengthened)

 The gain for tax purposes  = $500 000 converted at R8/$

 Capital gain on sale  = R4 million ($500 x R8)

 Commercial gain on sale =  R2 million [proceeds of R12 million ($1.5 million x R8) – cost of 
  R10 million ($1 million x R10)

 ExAMPlE 1

2. Assume a currency gain for the investor

 Use the same example

 Acquiring cost of shares at 
a spot rate of R8/$

 Selling cost of shares at a 
spot rate of R10/$

 Commercial gain  = R4 million

 Capital gain for tax purposes = R2 million

   ExAMPlE 2

If you invest in an overseas country, which has not 
entered into an agreement with South Africa to 
avoid the payment of double tax, you will have to 
pay tax in both countries. Let us look briefly at the 
tax position of a few offshore investments:
•	 Interest earned overseas — interest will be taxable 

unless it is received by an offshore trust in a tax 
haven. Local interest is tax free up to a certain 
amount (R23 800 in 2016).

•	 Interest on a local foreign exchange account — 
interest will be taxable.

•	 The exchange rate profit, which results when the 
offshore interest income is converted into rand, 
is taxable.

•	 Income from the leasing of buildings — rent is 
taxable unless received by an offshore trust in a 
tax haven.

•	 Income from the leasing of a container — rent is 
taxable unless received by a trust in a tax haven.

•	 Dividends from unit trusts and shares are taxable 
(not all countries distinguish between the interest 
part and the dividends of unit trusts, however).

•	 The effective tax rate of foreign dividends usually 
equals that of local dividends (Troost 2016: 2)

•	 Capital growth is taxable.
•	 Capital profit is taxable, unless received by a trust 

in a tax haven (study residence based taxation).

It is important to realise, firstly, that the tax base 
differs in different countries, so offshore investments 
will be treated differently by various tax authorities. 
It is not the purpose of this book to point out the 
myriad differences, because this would require a 
book all of its own, which would, furthermore, have 
to be revised every year. However, the main tax cate-
gories comprise the following: income tax, capital 
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gains tax, estate duty and withholding tax (tax on 
income from an investment by a non-resident).

Do consult an international tax expert for infor-
mation regarding your particular case. In particular, 
find out more about tax havens and their various posi-
tions regarding tax. Always remember that, as is the 
case with other investment criteria, you should also 
give attention to tax matters. After all, you do expect 
a positive after-tax return on your investments.

Especially remember the following with regard 
to the taxability of a South African’s offshore invest-
ments:
•	 Capital gains tax is applicable to local, as well as 

foreign, assets (not in a trust, unless controlled 
from South Africa or permanently in an offshore 
financial centre as part of an offshore investment).

•	 Because we are subject to residence-based tax, all 
income derived from a foreign source is taxable.

•	 Although dividends earned in South Africa 
remain tax free, dividends from a foreign source 
are taxable (certain exemptions exist).

•	 Withholding tax paid abroad is tax deductible in 
South Africa.

Any capital gain or taxable income will be payable 
in South Africa and should be declared in your tax 
return form.

14.2.14 capital gains tax (cGT)
Capital gains tax (CGT) was discussed in Chapter 
6, dealing with income tax planning. The fact that 
CGT applies to all assets/investments owned by 
South Africans, wherever they may be in the world, 
is of great importance.

14.2.15 The global investment process
Kruger et al. (2001:101) point out the following steps 
an investor must follow in view of South African 
exchange controls:
•	 Complete and submit a ‘Declaration of Good 

Standing’. (The person making the investment 
must sign the form. Without it, the investor is 
limited to asset swaps or tank containers. This 
form must be completed and handed in to the 
bank. The form will be approved if the applicant 
has paid all income tax. If there are outstanding 
amounts, these must be paid before approval is 
given.)

•	 Complete the South African Reserve Bank form. 
(This form must be completed in duplicate, and 
shows, among other things, the offshore invest-
ment amount, as well as amounts already invested 
there. The specific bank making the investment 
on behalf of the investor handles this form and 
must inform the Reserve Bank as soon as the 
investment has been made.)

•	 Complete form MP 1423. (This form must be 
completed by the investor in duplicate, and shows 
where the investment will be made, and in which 
bank account.)

•	 Complete the investment application forms. (A 
form is completed for the specific investment 
product, and for the fund concerned. A second 
form indicates the transfer from the investor’s 
account to the offshore account. A third form 
indicates whether the investment accrues to a 
trust. The trust doing the investment, and the 
products, must also be indicated.)

•	 Hand in the documentation. (The representative 
for the products collects all the forms and the 
investor’s cheque, unless an electronic transfer is 
effected. The authorised representative receives 
the Declaration of Good Standing, SARB forms, 
MP 1423s, the cheque/authorisation for the elec-
tronic transfer, and a copy of the investor’s ID.)

14.3 offShorE invESTMEnT 
 AlTErnATivES
It is important to remember that the products 
considered below should be taken out in offshore 
financial centres (tax havens), rather than in foreign 
countries (foreign jurisdictions), the main reason 
being the tax and estate duty advantages.

14.3.1 Policies
It is possible to contribute to retirement annuities 
and endowment policies via offshore investments 
(eg an offshore share portfolio). The usual income 
tax deductions for annuities will apply. Consult a 
broker for information about the latest products.

You will also be allowed to borrow against this 
type of endowment policy, or cede it.

life policies
Both life and disability coverage can be obtained 
abroad. The risk is somewhat higher because the 
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businesses that market these are registered in 
offshore financial centres in those countries, and 
not here. Monthly premiums are usually paid from 
a foreign currency bank account (local or offshore). 
A life policy can, as in South Africa, be used to pay 
debts and meet other obligations after your death. 
The proceeds can also be used to protect existing 
investments. The premiums of a life policy issued 
from an offshore financial centre (tax haven) will 
be lower and the return higher than a South African 
life policy—the main reason is the taxability of 
the returns of the policy in the hands of insurance 
companies in South Africa.

Endowment policies
Most endowment policies that you can invest 
in involve a lump sum, rather than monthly 
contributions. Nevertheless, you should receive a 
higher return because of the lower or no income 
tax, and the capital gain. Such policies include the 
following:
•	 Market-linked policies (return depends on the 

market value of the underlying assets at maturity)
•	 With-profit-guaranteed policies (remember that 

the higher the guarantee and the less the risk, the 
lower the profit)

•	 Geared guaranteed policies (make use of the 
derivative market and guarantee capital as well as 
growth).

14.3.2 unit trusts (collective 
 investments)
At present, South Africans may invest in thousands 
of unit trusts all over the world. For the purposes of 
this discussion, it is important to be informed about 
the three categories from which the investor may 
choose.

Firstly, you may invest in South African unit 
trusts that invest in South African shares. These unit 
trusts do not invest in overseas assets. They include 
the well-known general, specialist and income trusts 
(as well as other groups).

Secondly, you may invest in South African unit 
trusts that invest in offshore assets (shares). These 
international trusts offer so-called ‘onshore’ invest-
ments.

As an investor, you do not need any form of 
approval from the Reserve Bank to invest in these 
onshore unit trusts. The main reason is that these 

investments must be returned to South Africa and 
do not form part of the R11 000 000 you are allowed 
to take out of the country to invest permanently 
overseas. You may, for example, invest R5 000 000 
(or more) overseas in this way through onshore unit 
trusts.

Thirdly, you may invest directly in offshore unit 
trusts as part of the R11 000 000 per person that 
may be invested permanently overseas. You have 
to obtain the approval of the Reserve Bank for this 
type of unit trust investment. Investors will have to 
complete certain Reserve Bank forms and supply 
proof that they do not have any overdue tax liabili-
ties. These unit trust investments are known as 
offshore investments, because the money does not 
have to be returned to South Africa and does not 
have to go through the Reserve Bank.

Like all other investments, the choice in offshore 
is not as easy as it is in South Africa, which is familiar 
to investors. Research has shown that people who 
want to invest offshore regard the security, trustwor-
thiness and return of a fund as the most important 
criteria. These aspects are of the utmost importance 
when offshore unit trusts are selected. However, 
there is one more vital question: who will be able to 
link these criteria for you, as an investor, to specific 
offshore unit trusts?

It is clear that a multi-management approach or 
a ‘fund of funds’ approach should be followed. This 
means that a very reliable overseas company which 
is a good performer will give your investment to 
various offshore fund managers in various sectors to 
manage. These fund managers are regarded as the 
best in their fields.

If you are a more cautious investor, index trusts 
would be the best unit trusts in which to invest. The 
return is always good and the risk relatively low. It 
would be even better to invest in a group of different 
index trusts.

An analysis of offshore unit trusts shows that 
specialist trusts are at the top of the list. A specialist 
trust is a unit trust which invests in shares in a 
specific industry, for example computers or finance. 
As with South African specialist trusts, the risk is 
higher, but so are the returns.

There are various methods of investing in offshore 
unit trusts. Brokers, financial institutions and insur-
ance companies can help you with this, either with a 
local investment or an international one.
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Sewnath in Lamprecht (2015:3) lists three ways to 
invest in offshore unit trusts, namely:
•	 Investing with the allowed 25% offshore 

component
•	 Investing in a local feeder unit trust (called a rand 

feeder fund) that feeds into an offshore fund
•	 Investing in a fund denominated in an offshore 

currency (using the R11 million foreign currency 
allowance for example—only natural persons 
older than 18 years may invest in this way).

Coronation (2015:2) lists the following factors when 
you have to choose between a rand-dominated or 
foreign currency-dominated fund:
•	 The status of the investor (trust or natural person)
•	 Family needs (children on different continents)
•	 Purpose of your investment (income or capital 

growth).

Stick to offshore financial centres in order to avoid 
various future financial disappointments in the form 
of tax. Also remember to make sure that the specific 
fund you choose has been registered with the 
Financial Services Board. If so, it will reduce your 
investment risk. As you know, unit trusts offer no 
guarantees, and are medium- to long-term invest-
ments. If you want to compare yields, it is advisable 
to measure them against indices such as the FTSE 
100 (the top 100 companies on the London Stock 
Exchange). Also compare different fund managers, 
fund manager companies and the costs of offshore 
investments.

14.3.3 Shares
According to Lamprecht (2015:1) our investable 
universe consists of roughly 15 000 stocks. 
Lamprecht (2015:3) points out the concentration 
of investments in mining, industrial and financial 
stocks in South Africa. Offshore investments should 
complement your South African portfolio.

Currently, the stock market represents less 
than 1% of the global stock market (Sewnath in 
Lamprecht 2015:2). The main advantage of offshore 
investing is the access it provides to other types 
of stocks, namely: healthcare; and technology. 
Coronation (2016:1) adds information technology 
and electronics to the advantages. These investors 
should aim at a return of inflation plus 4% to 5%.

It is possible to invest in shares overseas through 
South African shares listed on the Johannesburg 
Securities Exchange (JSE). This type of share earns 
income mainly through overseas business. Examples 
are Richmond, Minorco, Charter, Sasol and Fit. 
Another possibility is to invest in export shares 
(which earn an income from exports), for example 
gold and platinum shares.

One advantage of shares is that your investment 
is more flexible. You can buy and sell shares at any 
time. Disadvantages include lack of security for 
your capital and the restrictions placed by the South 
African market on diversification. Risks and returns 
are high.

You may invest directly in overseas shares via a 
broker, or invest in prime overseas shares with an 
insurance company. Part of these shares may be 
used to make contributions to retirement annui-
ties, endowment policies, preservation funds and 
provident funds. You are allowed the usual income 
tax deductions, even though the contributions to 
the retirement annuity form part of your offshore 
investment.

Like ordinary South African shares, these over-
seas share funds hold a higher risk than other types 
of investment. Your objectives—and the return on 
your investment—should always be kept in mind.

Remember that an investment of R11 000 000 in 
offshore shares does not provide a very large port- 
folio after conversion of the rand.

14.3.4 Tank containers
Containers must be one of the least-known 
investment instruments. The lease of containers 
originated in the 1960s, and today it is one of the 
ways in which South Africans can invest offshore.

What is a container?
A container is made of steel and is used to transport 
all sorts of products: food; cars; motorbikes; 
beverages; liquids; chemicals and so on.

How does an investment in a container work?
An individual (or a group of people) buys a container 
and leases it overseas to earn an income.

The container will be in a pool with other 
containers and an income is earned from the pool.
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Who can invest in containers?
Anyone who can afford to invest Rx may invest 
in containers. An investor who has Rx may club 
together with others to invest in a container. This 
type of investment is meant for wealthy investors, 
particularly those who are about to retire (or have 
just retired) and need an income from an investment.

Is the investment legal?
The Commissioner of Inland Revenue and the 
Reserve Bank (exchange control) have both approved 
this type of investment.

What are the most important benefits?
•	 Tax savings
•	 Investments are protected against inflation
•	 Protection against a weak rand
•	 The beneficiary of an estate may inherit in a 

foreign country.

Can this investment be combined with other 
investments? 
Yes, an investment in containers can be combined with:
•	 Annuities
•	 Unit trusts
•	 Managed investment accounts.

What are the prospects for the container market?
At the moment, more than 100 000 containers are 
in use worldwide. The demand for containers is 
expected to grow immensely because traditional 
methods of transport are being abolished. Giant 
multinational industries are responsible mostly for 
the demand.

How can I finance the purchase?
Use borrowed money (a loan) to finance part of the 
transaction. You may even borrow the full amount. 
Because the loan is made in order to earn an income, 
the interest is tax-deductible. The purchase price is 
also written off over five years (at 20% per year) in 
the form of depreciation.

What do I have to pay tax on?
The investor pays income tax on the income earned; 
it forms part of the investor’s gross income. If there 
is a capital profit when a container is sold, tax is 
payable. When a container is sold there will be a tax 
refund on amounts received to the date of sale. VAT 

is payable when the container is bought but may be 
refunded within two months of being claimed.

What proof do I obtain of my investment?
The investor receives a copy of the certified certificate 
of ownership from the Reserve Bank (where the 
original is kept). Each container has three numbers:
•	 An identity number
•	 A trade number
•	 An international number of certification.

How do I receive my income?
Income is paid out quarterly in arrears.

May I sell the container?
Yes. The agent will handle the marketing and the 
documentation. The container may be sold only 
to South African investors, because this type of 
investment was created especially for South Africans.

Are there any other risks?
No. The pool of containers carries the risk. The 
investor may never be held responsible for anything 
regarding the use of the container.

Who will manage my investment?
In foreign countries, leasing agents will manage 
your investment. In South Africa, the investor will 
appoint an agent when the container is bought. This 
agent will enter into certain agreements with the 
leasing agent on behalf of the investor. The agent 
will also charge a management fee of 5% of the gross 
income earned by the container.

Where do I buy or invest?
Investments in containers are marketed by Ocean 
Container Investments, Seeff Container Investments, 
Investec Bank, International Tank Containers, 
Multistar Container Transport and Médit 
Containers. New products are being developed in 
co-operation with financial institutions, for example 
First National Bank and Southern Life’s ‘Combo-
Link’. Analyse and compare these companies before 
you choose one for your investment.

What return can I expect?
The return is determined by the measure of 
occupation/usage (10%, 20% and 80%) of the 
container pool. If the containers are used 80% of the 
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time, they will provide a higher income. Very low 
usage (10%) will mean that you do not receive any 
return on your investment.

For what term should I invest?
You should invest for five to ten years in containers 
to get the maximum tax benefit and protection for 
your rand.

What percentage should I invest in containers? 
Preferably do not invest more than 10% of your 
investment portfolio.

14.3.5 yachts
You may also invest in yachts to protect your rands. 
Investments in yachts function in the same way as 
investments in containers, and investors receive a 
free week per year on the yacht. MASMAS (Marine 
Syndicate Management Systems) is an example of a 
yacht investment company. These investments are 
meant for investors with the same needs as those 
who invest in containers.

14.3.6 Krugerrands
Krugerrands are a good rand protector and can be 
bought in the primary market at the South African 
Mint and in the secondary market (where they are 
traded) from banks, brokers and the public. The 
South African Reserve Bank also buys Krugerrands 
if you want to sell yours. The lower the value of the 
rand exchange rate, the higher is the value of your 
Krugerrands.

There are, of course, certain risks associated 
with Krugerrands, namely theft, no capital growth 
or income from interest for certain periods, and the 
cost of keeping the Krugerrands safe in a bank.

If you have sufficient funds, you may invest part 
of them in Krugerrands, but these should never 
make up more than 5% of your investment portfolio.

14.3.7 fixed property
Many South Africans have already purchased fixed 
property overseas, whether for investment purposes 
(buying and letting); for holiday purposes (on an 
island, on the coast); for lifestyle purposes (travel 
from there into Europe and the United Kingdom); 
for estate planning purposes (children want to 
emigrate for the sake of the grandchildren—studies 
and work), or for emigration purposes (want to 

become a citizen of that particular country—now or 
later) (Swart 2015: 1). 

However, not everyone is prepared to do this 
or has the necessary finances to do so. Needless to 
say, making an investment in overseas property (for 
whatever reason) requires a lot of homework with 
the aid of experts. Let us briefly look at some of 
these. 

why buy overseas?
One can write a thick book on the infinite list of 
reasons why South Africans not only want to invest 
overseas for purposes of their family’s financial 
future, but would like to transfer their entire estate 
overseas. However, it is a fact that we will have to 
take care of the remote investment as well as the 
unfamiliar investment process. 

Some of the main reasons are benefits owing to 
citizenship, lack of exchange control, lower tax rates 
and possibly the absence of various types of taxes, 
such as capital gains tax and estate duty. Likewise, 
the tradition of a second property for South Africans 
in international cities is an established one. To us the 
proximity (in terms of regular visits and flying time) 
of Mauritius and the Seychelles, particularly for 
holiday accommodation, has become increasingly 
important.

A practical example 
According to Pam Golding’s website, property 
in Mauritius can be purchased with or without 
a residence permit. At present, the purchase of a 
property to the value of more than US$500  000 
(approximately R7 million at the time of writing) 
also includes a residence permit. Naturally there 
are many unfamiliar forms to be completed by us 
as property investors. The list of documents to 
be provided and documents to be signed for the 
purchase/investment, examples of the seven steps 
(payment times of different payment percentages 
of the purchase price) during the payment when 
property is purchased from plan, as well as different 
properties that are marketed in different national 
monetary units, are also available on the website.

Protect yourself at all costs
Buying an overseas property blindly, quickly, and 
uninformed from Tom, Dick or Harry because you 
think or feel emotionally that you are buying cheaply 
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and will receive capital growth or a high rental income 
can cost you dearly. Behavioural economists can 
confirm that you should never make an emotional 
investment decision—regardless of whether you 
are feeling very well or very bad. Emotional means, 
among other things: displaying despair; fear; 
shock; disappointment; excitement; and obsession. 
Emotions can manipulate like a dog wagging its tail. 
You will then buy/invest or not on the basis of how 
you feel and which emotion has taken possession of 
you. You must first recover emotionally before you 
can make the purchase decision. Think carefully and 
over time, with the necessary information based on 
your homework, before merely signing on the dotted 
line of an offer to purchase.

Unstable countries should be avoided at all costs. 
However, the problem is that investments as well as 
citizenship (stricter admission requirements) will 
cost much more in countries that are politically and 
economically more stable. For economic reasons 
(more stable income, capital growth and capital 
protection), markets in such countries are more 
attractive to most investors. Do not be swayed by 
promises of great income and capital growth when 
overseas property is being marketed.

According to the user guide for overseas investors 
of the AIPP (Association of International Property 
Professionals), you can protect yourself as follows: 
get your own attorney who serves your interests; 
plan according to your budget for the purchase/
investment; discuss loan costs that can change in the 
long term with an adviser—where you have obtained 
an overseas mortgage and earn your income in South 
Africa; beware of changes in the exchange rate—this 
can increase the value of your proposed purchase to 
such an extent that it is out of your reach—problems 
for you if you have already signed a contract; use 
the services of a professional agent and developer, if 
applicable; and also look at the negative side of the 
investment (should things go wrong).

Pay for expertise
Do not try to avoid the cost of legal advice or choose 
the cheapest option. Potential problems can thus be 
identified and assistance can be obtained if things  
go wrong.

Linguistic ability (knowledge of English as well 
as the language of the country of investment—think 
about property and business terms, the offer, cost 

aspects, the contract, registration and transfer docu-
ments, the power of attorney in case the attorney has 
to sign documents on your behalf) is just as impor-
tant. Thorough homework helps to avoid pitfalls, 
including: 
1.  Your finances. Establish your total personal 

financial situation before making the offer 
to purchase—before you sign the contract. 
Communicate your entire situation to your 
adviser. Convert the funds you have available in 
your budget to the relevant overseas currency. 
Likewise, if you want to purchase with a view 
to citizenship/emigration, find out everything 
about your future income and expenditure 
(cost of living); tax position; pension situation; 
and particularly healthcare in the destination 
country.

2. The right property, viewing and assessment 
(convenience and exposure network). Many 
investors ask others to view the property on their 
behalf or purchase on the basis of a photograph 
in a marketing brochure. Assess the total location 
of the property with respect to public transport, 
places of work, residential areas, factories, new 
and planned developments, as well as distance 
from hospitals, and so on. 

3. Risk. Your purchase will entail various risks. 
Allow your experts to identify and quantify 
these, in other words how these affect you in 
financial terms  (costs and possible future losses 
or additional costs). 

4. The exchange rate. This is your new friend and 
enemy (if you do not have an expert investment 
team or if your investment becomes too expen-
sive).

5. Rent before you buy. It may be wise to rent in 
the vicinity first (if your finances permit this) to 
study the area with the aid of experts. Perhaps 
you should go there on holiday and check things 
out.

6. Your offer to purchase must include everything 
you can think of: incomplete property; existing 
tenants and legislation; outstanding debt by 
the previous owner or previous tenant to the 
government; exactly what you are buying and 
what is therefore included in the price; whether 
all machinery and equipment are in working 
order. Is all of this set out in the deed of sale?
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7. Cost aspects: your checklist of cost items. As with 
the purchase of local property, there is a long list 
of cost items similar to those which I developed 
for our property industry in 1986. Think about 
the following: some countries may require you 
to take out business insurance if you are going 
to have tenants; is your furniture insured until 
it gets to your residence? if you are emigrating, 
your moving costs can include matters such as 
shipping costs, where your furniture, equipment 
and vehicles have to be transported in a shipping 
container on a ship.

8. Documentation. Make sure that your legal expert 
explains all aspects of the content of documents 
to you because they understand it themselves, 
including the country’s business language. 

9. Financing. Compare different financing pack-
ages and currency packages. Certain currency 
exchange businesses guarantee a better currency 
conversion rate of as much as 4% higher than 
banks offer you. Naturally, the source of your 
financing for your overseas property is very 
important: a cash purchase (your retirement 
fund/pension money/inheritance); an additional 
advance on the existing mortgagee on your 
South African property; a new mortgage on your 
South African property; or an overseas loan? 
Each method will have specific cost aspects and 
opportunity costs for you and your family. In the 
case of overseas loans you should identify the 
source of financing early in the total property 
investment process.  

10. Insurance. Make sure that the property as well 
as the content is insured. The content (your 
furniture and equipment and vehicles) must be 
insured from your house in South Africa until 
it reaches the new house overseas. If you let it 
at certain times of the year, make sure that the 
property is also insured for legal liability towards 
the tenants (for example for injuries).

11. Legal aspects. The purchase process in another 
country will differ considerably from that in 
South Africa. Find out everything about the 
buyer and the property—do they really exist?

12. Letting. Study the legislation and tax issues with 
respect to letting in the destination country, 
as well as the rules of complexes or resorts in 
which you are buying. Your legal adviser will be 
able to assist you. Overseas estate agents, letting 

agents and developers can assist you with letting 
concerns.

13. Managing your investment. Agencies can manage 
it for you, particularly with respect to content, 
in the same way as they would the letting of the 
property.

14. Citizenship/emigration is a very far-reaching 
decision that cannot be covered here.

15. Retired, or are you retiring later? Consult your 
financial adviser and employer.

16. Reselling. Study the legislation and tax issues with 
respect to reselling in the destination country, as 
well as the rules of complexes or resorts in which 
you are buying. Your legal adviser will be able 
to assist you. Overseas estate agents and devel-
opers will also be able to provide assistance with 
reselling issues.

17. Your will. Update your will as soon as you have 
purchased a property overseas. You can also 
preserve the overseas property in an overseas 
trust for your heirs. Certain countries may even 
require you to draw up a will in the language of 
that country (Swart 2015: 2).

You can invest in fixed property in foreign coun-
tries through a reliable South African estate agency. 
You can invest directly by buying property, or by 
investing in property trusts. Another possibility is to 
invest in a timeshare, which can be exchanged inter-
nationally.

Do not assume that you will necessarily receive a 
higher return on property overseas, especially if you are 
an individual investor. A syndicated investment (where 
you are part of a group of investors) may be preferable, 
since a better property may be bought or a better invest-
ment made because of the larger amount involved. A 
syndicated investment may therefore spread (lower) 
the investment risk through diversification.

At this stage, it seems that it is a full-time job to 
speculate from South Africa (even if the property 
is renovated and sold at a profit). Anyone who has 
lived in Pretoria and has invested money in fixed 
property in Cape Town will be familiar with the feel-
ings of frustration and helplessness. It will be much 
worse if you invest in fixed property overseas.

If you use the R11 000 000 that may remain in a 
foreign country to buy fixed property overseas, you 
may find that after conversion, you have enough for 
only the deposit.
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In view of the relaxation of exchange controls, 
offshore property investments have become consid-
erably more desirable. Just as with any other offshore 
investment, the main reason for and greatest advan-
tage of such an investment is the possible future use 
of the property. Among others, the property (and/ or 
return) can be:
•	 Reinvested
•	 Occupied by children/grandchildren in the future
•	 Used for retirement purposes
•	 Used for emigration purposes
•	 Rented
•	 Used for vacations.

Make sure you have knowledge of the following 
before you invest directly in property:
•	 The investment amount required
•	 How the currency will decrease your available 

amount
•	 The deposit you need in the foreign country
•	 How you are going to finance the balance of the 

purchase price
•	 Other cost-items involved when buying a house
•	 The tax position of residents/non-residents with 

regard to the various types of tax (income tax, 
capital gains tax, estate tax)

•	 A comparison with existing property in regard to 
location (especially the convenience and expo-
sure network), resale value, repairs, and so on.

•	 Inheritance laws (for example, in France, prop-
erty is inherited by the children when you die).

Offshore buy-to-let
According to Terrazas (2015:15) this method works 
in developed (UK, USA Canada and Australia) and 
emerging markets (Kenia, Nigeria, Tanzania). South 
Africans can benefit a lot from lower interest rates 
for financing in countries with stronger currencies.

Several countries are boosting their econo-
mies by offering various citizenship-by-investment 
programmes (in property). Benefits are more 
than diversification, income and capital growth, 
and include the possibility of a second passport, 
according to her. She emphasises that the fundamen-
tals of investing remains the same, irrespective of the 
global location.

Terrazas (2015: 16) explains that the buy-to-
let property investment model works equally 
well in the case of global commercial property. 

‘Several local listed property companies have global  
property holdings, for example global property 
portfolios such as: Capital & Countries Property 
PLC; Intu Properties PLC; New Europe Property 
Investments PLC (NEPI); and Redefine International 
PLC.’ She mentions that there are nine unit trust 
funds (2015) classified as global real estate funds.

The following global property investments are 
also available: global real estate securities; REITs 
(Real Estate Investment Trusts); property-related 
securities via asset swap transactions; and crowd 
funding (Terrazas 2015: 18). 

Crowdfunding
Scot Picken, chief executive chairperson of Wealth 
Migrate, and Clem Sunter jointly wrote a book called 
Property Going Global. This shows potential Third 
World investors the best investment opportunities in 
developed countries and markets (mainly in the USA, 
Australia and the United Kingdom) on the basis of a 
model. This can be used to prevent many investment 
losses and select the best investments. The method 
used by Picken is based on crowdfunding, in terms 
of which projects are financed by a large number of 
investors (Swart 2015: 2). 

Crowdfunding involves three parties, namely 
the person who initiates the project (eg property 
development) for which financing is being obtained; 
individuals (investors/financers) who support the 
project/idea; and someone like Scot Picken, who 
provides the platform for getting together the other 
two parties/groups (developer and investors meet on 
the platform). There are various platforms for over-
seas property investments. 

Crowdfunding is a global trend in terms of which 
investors invest on property crowdfunding plat-
forms and obtain certain benefits from properties, 
including: the property serves as collateral/security; 
intermediaries are eliminated, reducing the costs; 
global investment is more accessible; a lower cost 
structure; people with different profiles can invest 
here; a fixed-property investment is acquired; and it 
is transparent to investors. 

This has grown particularly as platform for 
investing in business property. Be warned. People 
who want to invest like this should use the services 
of experienced international property experts with 
the necessary property knowledge. Watch out for the 
many new platforms (CFPs—crowdfunding portals) 
that appear on the market and try to obtain investments.
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According to Terrazas (2015:18), crowdfunding 
offers investors the following:
•	 Diversification beyond geographical borders
•	 Fundraising for specific buy-to-let property 

acquisitions
•	 Property development
•	 Individual financing/mortgages for buy-to-let 

loans.

14.3.8 Bonds
Consult your broker regarding investments in bonds 
abroad. Apart from the usual foreign exchange 
advantages, the primary goals should be income and 
guaranteed capital. However, remember that interest 
rates are far lower abroad than in South Africa.

According to Bester (2015:1), the investor should 
link a specific type of investment with goals and risk:
•	 A less risky investor: bonds
•	 A more risky investor: stocks and exchange traded 

funds
•	 A very risky investor: active investors and traders 

in derivative markets (commodities, indexes, 
forex and options).

14.3.9 unlisted companies
Handle such investments with great care and get 
advice from only the most reputable investment 
companies/brokers.

14.3.10 An export business
If you choose to invest in a business, you should 
rather invest in an export business, because it will 
offer you an ideal opportunity to profit from the 
continuously falling rand. The main advantage is 
that you will receive your business income in a 
currency that is worth more than the rand. You will 
get so much more if you convert your income to 
rands.

Information about export opportunities (busi-
nesses) is readily available and you will even be able 
to find out which products or services are required 
in which countries. As part of a complete business 
plan, you will also need to obtain information on 
how to start your business and how it will function. 
Television programmes, magazines and seminars, 
which are advertised in the newspapers, are further 
sources of information.

14.3.11 A business in a foreign country
Another possibility is to establish or buy a business 
in an overseas country. If you receive income from 
an overseas business which is making a trade profit, 
the profit will not be taxable in South Africa but in 
the other country. Offshore businesses which earn 
an income from investments are excluded; this 
income will be taxed in South Africa.

14.3.12 An offshore trust
The long-term benefits of South African trusts are 
under threat. Through estate duty, the government 
has placed a huge financial burden on individuals’ 
assets or estates. This has forced many people to use 
trusts when they do their estate planning.

At present, about 600 to 650 trusts are registered 
in Pretoria every month. A problem which people 
who establish trusts may have to face in the future 
is that the government may levy estate duty on 
trusts. As early as 1987, the previous government 
tabled a White Paper in which estate duty on trusts 
was proposed: trusts would be taxed every 15 to 21 
years, as if the owner of the trust had died. It may 
be assumed that the budget (and the small number 
of taxpayers) will soon ‘force’ the South African 
government to take this drastic step.

why tax trusts?
The government needs to finance the budget 
and provide for the needs of an ever- increasing 
population for education, housing and medical 
services.

The end of trusts?
Will this mean the end of trusts? No, definitely not. 
At the moment, there is no alternative to trusts as 
estate planning instruments. But it is important that 
individuals who want to establish trusts (as well as 
those who have already done so) realise that this is 
not the end of their estate planning and that they 
should continue planning.

implications
What are the implications for trust assets? The way a 
trust is structured (eg farms, buildings only, or cash 
only) will have different implications for donors, 
income beneficiaries and capital beneficiaries.

Trusts will have to be liquid enough to make 
provision for estate duty or tax on capital growth, say 
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every 20 years. The implication of this is that donors 
who have only fixed assets in the trust (little cash 
liquidity) will have to donate cash to the trust (or 
convert assets into cash, inside or outside the trust) 
to meet these financial liabilities.

Suppose a man establishes a trust for his two-
year-old son. In terms of existing legislation, the 
capital growth of trust assets does not incur estate 
duty. If estate duty on trusts is introduced, it would 
mean that in the next 63 years, the trust (with the 
son as beneficiary) will have to pay estate duty three 
times. If the father passes his assets on to his son 
by inheritance or donates or sells them to the son 
without establishing a trust, the son would not pay 
any estate duty, even when he is 63 years older.

higher tax? (cGT)
Will the rate of estate duty be increased first? The 
rate will definitely be increased (at the moment it 
is 20% on an estate that exceeds R3.5 million). The 
rate of 20% will be increased and the rebate of R3.5 
million will be reduced. We expect that adjustments 
in the rate of estate duty and the rebate will be made 
before estate duty on trusts is introduced.

interest-free loans?
What about interest-free loans? We expect that in 
future, loans to a trust will no longer be tax free when 
assets are sold to the trust. If this occurs, it will have 
different financial implications for different estates.

South African investors seem to invest interna-
tionally, not only for investment planning, but also 
for estate planning, in order to protect their assets 
for their offspring. Some form of offshore trust in 
a country that is investment- and tax-friendly is 
particularly suited to this.

what is a trust?
A trust is an independent entity (legal entity) that is 
used for estate planning, in particular. The person 
who establishes the trust places assets in the trust 
to limit (or stop) their capital growth in their own 
estate. Estate duty is saved in this way. The founder 
of the trust (the donor) retains control over the 
assets, but loses the right of ownership to the trust. 
There are also tax benefits.

what is an offshore trust?
An offshore trust is one that is registered in one 
of the ‘tax-friendly’ countries (‘tax havens’) of the 

world, such as Jersey, the Isle of Man, Guernsey, 
Luxembourg, Monaco, Liechtenstein and the 
Bahamas.

Advantages of an offshore trust
•	 An offshore trust is a substitute for drawing up an 

offshore will. In a will (local and international), 
the testator’s assets are actually made known to 
everybody. In offshore trusts, the assets are not 
revealed to third parties. Confidentiality is of the 
utmost importance.

•	 Your assets are protected against local legal 
and political developments as they belong to 
an offshore trust and, thus, cannot be affected 
directly. New legislation will therefore not have 
any effect on your assets.

•	 Assets in offshore trusts are protected against 
current estate duty as well as an increase in the 
rate (in 2016, 20% on amounts above R3 500 000) 
and/or a reduction of the rebate (R3 500 000). 
Husband and wife can use a R7 million ‘rollover’ 
rebate.

•	 If overseas assets are in an offshore trust, the 
beneficiaries will find it easy to trace them.

•	 It is easy to divide assets among capital benefi-
ciaries.

•	 International tax benefits are obtained in tax- 
friendly countries.

•	 International fund managers are in an ideal posi-
tion to manage these assets by investing and 
reinvesting. These fund managers have more 
freedom than their counterparts in South Africa.

•	 Assets in an offshore trust are protected against 
the sequestration of the person who established 
the trust. The same is true of future liabilities.

•	 Income tax benefits are obtained in these 
‘friendly’ countries (this is really what they are, 
because they protect investors).

If you want to take your R11 000 000 overseas, you 
should seriously consider the benefits of an offshore 
trust.

14.3.13 A business trust
Establish a business trust if you want to:
•	 Start a business in South Africa
•	 Start an export business
•	 Buy or establish a business in a foreign country
•	 Manage overseas investments via a trust.
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You should also look at tax havens and ask an expert 
to help you establish a business trust in a common- 
law country. When business trusts and companies 
are linked, there are many benefits for the person 
who establishes them. Some of the most important 
benefits are that you will save on income tax and 
estate duty. The other usual benefits of a trust will 
also apply.

14.3.14 An investment trust (asset 
  protection trust)
A tax-friendly country or tax haven is the ideal 
place to establish an offshore investment trust. You 
can place investments in this trust by lending or 
selling them to the trust, depending on the nature 
of the investment (eg a lump sum of money or 
fixed property). An investment trust is particularly 
suited to people who already have capital overseas. 
Investments in further overseas countries may be 
made from the investment trust.

Once again, pay a lot of attention to the trust deed 
when you consult an expert. Take special note of the 
measure of control you will retain over the capital, 
for example by indicating that you, as the founder, 
are entitled to the income as well as the capital if you 
need it. Also note the political stability of the country 
in which you want to establish the investment trust. 
Ask a legal expert to explain the common-law or 
civil-law implications of that country for the estab-
lishment of an investment trust.

14.3.15 Banking overseas
A foreign currency bank account is particularly 
useful for making foreign payments. It saves a great 
deal of cost, for example, when converting one 
currency into another so as to apply the funds else- 
where. Such a bank account can be opened locally 
or abroad.

A local foreign exchange bank account
It is possible to invest internationally via a local bank 
account. The careful investor who wants to avoid all 
risks, no matter for what reason, usually chooses 
this option. You can invest your money either as 
call money or as a fixed deposit. The first step will 
be to decide in which overseas currency you want 
to keep your money. You may also decide to keep 
your money in different currencies. Note that 
this investment may only be made at an overseas 

bank and not in property or shares. Ascertain the 
minimum and/ or maximum investment amounts, 
the interest rate and the costs involved. This kind of 
investment is particularly useful for small investors.

In the case of a local bank account, you will 
receive the same interest rate as the currency of the 
offshore bank. The greatest advantage comes when 
you want to convert the money back into rands 
(which depreciate). Every time you transfer money 
to the foreign country in which your bank account is, 
you must first obtain tax clearance in South Africa.

A foreign exchange bank account in a 
foreign country
It is also possible to open a foreign exchange bank 
account in an overseas country to protect yourself 
against a falling rand. Unfortunately, the interest 
rates on these accounts are rather low. Even after the 
fall in the rand, they are unlikely to be higher than 
those of local banks. Compare the various banks and 
obtain all the necessary information. You may also 
use international banks that have branches in South 
Africa.

A foreign bank account in an offshore centre 
offers far greater confidentiality, as well as more 
income tax and estate planning advantages. These 
bank accounts offer many services, as well as debit 
card facilities (subject to certain requirements). 
The banks themselves decide which currencies are 
offered at their branches, so choose your preferred 
currency beforehand, and check with the bank in 
the country concerned. If the bank account is in an 
offshore financial centre, you should not pay tax on 
interest (on your bank balance).

rand denominated foreign investment
This is an offshore investment you can make in 
rands, and receive the returns on the investment in 
rands. It is possible to invest small amounts monthly 
with well-known local businesses specialising in 
such investments. Examples are unit trusts, shares 
and endowment policies.

foreign currency denominated investments
Since February 2002, South Africans have been able 
to invest R4 000 000 permanently abroad (2016:  
R11 000 000). After tax clearance by the Reserve 
Bank, these funds can be applied abroad in any 
manner, namely in any currency, type of investment, 
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spending or country. Investments usually require 
larger amounts, and not everyone can afford them. 
As a result, many South African investors prefer 
rand denominated investments.

Gough (1998:127) points out that offshore inves-
tors should not rely on confidentiality by foreign 
banks, even if they are situated in so-called tax 
havens. Similarly, Gough declares that banks find 
themselves in the grey area between politics and 
commerce: ‘It should be plain by now that banks 
are not all the same! They vary from ultra-rich, 
ultra-conservative organisations, with reputations to 
protect, to out-and-out crooks, with every shade and 
variety imaginable in between’ (Gough 1998: 129). 
According to Gough, the US, UK, German and Swiss 
banks offer the greatest stability and security. As 
with offshore trusts, foreign bank accounts are not 
always worth it. They carry high costs. This is the 
reason why only very rich people make use of them 
on a large scale. Make sure that the bank you are 
contemplating can provide for your specific needs. 
If you do have sufficient financial means to open a 
foreign bank account, Gough (1998:131) suggests 
the following steps:
•	 Spread your business across various banks, coun-

tries and currencies.
•	 Do research about the stability of a bank, espe-

cially as regards new management (if applicable).
•	 Study the banking regulations of various coun-

tries and banks.
•	 Watch the media.
•	 Avoid unstable countries with undemocratic 

governments and nationalisation policies.

It is only logical that South Africans will largely have 
to make use of local bank managers and the Reserve 
Bank when judging and choosing foreign banks.

14.3.16 offshore investor protection
The Financial Services Board (FSB) is perhaps the 
greatest protector of South Africans with regard to 
offshore investments. For example, the FSB requires 
the registration of all unit trust funds if they are 
marketed in South Africa. The protection of investors 
in foreign countries receives special attention. Find 
out from the FSB if they have any knowledge of the 
product in which you want to invest, as far as the 
required local or foreign registration, history, risk, 
and so on are concerned. The protection must be the 

same as for local investment products. Of course, we 
could invest in products that are not registered here, 
for example, hedge funds. Remember that the FSB 
does not protect you against all offshore products – 
it is still your responsibility to determine the pitfalls 
and risks.

14.4 your ESTATE
The ‘new’ estate planning almost forces South 
Africans to include offshore activities where their 
money matters are concerned. After all, it is only 
logical that any investment decision (local or 
offshore) will influence all other personal financial 
planning areas, including your estate planning. Just 
as offshore investments are influenced by foreign 
income tax legislation, they are also influenced by 
foreign estate duty legislation. It is therefore very 
important to protect your assets by means of estate 
planning and to transfer them to your heirs in the 
most tax-efficient manner (or to keep and manage 
them on their behalf). If offshore investments are 
made, estate planning must be done beforehand 
with the help of an expert (on that foreign country 
or those countries).

For the purposes of estate planning, you may 
make an offshore investment in your own name, or 
that of a company or trust. Each of these methods 
has particular present and future financial implica-
tions for you and your heirs. Therefore, each method 
must be weighed and compared to determine what 
would be best in your situation, and would serve 
your goals the best. If you intend to realise the 
investments at a later stage, the best decision is prob-
ably to retain them in your own name. If they will 
go to your heirs at a later stage, either during your 
lifetime or after your death, it may be better to invest 
them in the name of a company or trust. You must 
also take account of capital gains tax. Make sure that 
you do not become liable for double estate duty after 
your death.

Generally, a company is used for the purposes of 
perpetual succession, that is, for continued trading. 
Where estate planning is concerned, a company is of 
particular value because it may be linked to a trust. 
You can therefore make investments in the name 
of a company which belongs to a trust (something 
you cannot do in the case of a close corporation). 
All legislation in the foreign country or countries 
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which applies to companies and trusts should be 
studied carefully with expert aid. It is very impor-
tant that 50% of the company should be in foreign 
ownership, or else the tax authorities will regard it 
as a controlled foreign entity managed from South 
Africa. This would result in you having to pay 
income tax in South Africa, which means the advan-
tages offered by the company would disappear.

Note carefully any legislation regarding the move-
ment of assets to an offshore trust, and how this may 
be effected from within South Africa (or not). You 
will note that you may not grant interest-free loans 
to an offshore trust. Neither may you, as you may in 
South Africa, donate an annual amount of R30 000 
to an offshore trust. In such cases, income tax, dona-
tions tax and interest income will be a factor.

It is fairly expensive to set up an offshore trust. 
Make sure that you structure the offshore trust, by 
means of a trust deed, in such a way that it satis-
fies your particular requirements. For example, if 
you know that you will be receiving an inheritance 
sometime in the future, you could create an offshore 
trust with yourself as the beneficiary and ensure 
that your inheritance is left directly to the trust. The 
trust then, in effect, inherits, and you will receive the 
future benefits offshore.

In order to ensure that your offshore trust and 
your offshore assets/investments are not regarded as 
foreign controlled entities, you must ensure that:
•	 South Africans do not have a right to more than 

50% of the trust benefits.
•	 South Africans do not control more than 50% 

of the trust by making up more than 50% of the 
trustees.

•	 South Africans are not entitled to more than 50% 
of the trust income.

Apart from income tax advantages (because no income 
tax is payable in certain offshore financial centres), an 
offshore trust offers estate protection of foreign assets 
and the same trust advantages as a South African trust. 
Furthermore, it offers protection from the slow admin-
istrative process in foreign countries known as probate, 
which is used to administer estate assets that do not 
form part of an offshore trust.

14.4.1 Types of offshore trust
At this stage you already know of the existence of 
the parties to a trust, namely the founder (or settlor), 

the beneficiaries and the trustees. In the case of 
an offshore trust, legislation in certain countries 
requires a protector. This protector ensures that the 
wishes of the founder are carried out. The protector 
also protects the trust fund and may even dismiss 
trustees at his discretion. The founder may appoint a 
friend or family member as protector.

As in South Africa, there are mainly two types 
of offshore trust: testamentary trusts and inter vivos 
trusts. The former type is established after a person’s 
death, while the latter is established while a person 
(the founder) is still alive.

It is important to note that foreign countries 
permit trusts to exist for only limited periods. Do 
not simply assume, therefore, that you can create 
an offshore trust in perpetuity. Furthermore, you 
should make sure that you do not underestimate 
the costs (initial and annual) involved in an offshore 
trust, because these could erode the other financial 
advantages of the trust.

Many foreign countries accept the existence of 
trusts, but not all of them are tax havens. The taxa-
bility of a trust depends, among other factors, on the 
following:
•	 The legal jurisdiction of the trust
•	 The legal jurisdiction of the country
•	 The domicile of the settlor
•	 The domicile of the trustees
•	 The domicile of the beneficiaries.

Gough (1998:18) points out that a trust is not worth 
it for a small investor, especially in view of the costs 
involved. He suggests that a person should rather 
move to a tax haven, study the local legislation and 
then decide whether it is essential to set up the trust. 
However, the arguments in favour of such a trust 
carry more weight if an heir is involved. Gough also 
warns against the temptations to which offshore trus-
tees are subjected, which include applying money 
other than according to the wishes of the founder, 
when the founder is no longer able to think for him- 
or herself (because of old age or illness). This is but 
one of many reasons why such a trust should not be 
set up without the help of competent lawyers.

14.4.2 The duration of a trust
Generally, only a special/charitable trust can exist 
or be created in perpetuity. Most countries have 
particular requirements regarding the duration of 
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a trust. In England, for example, a trust can be set 
up for 80 years, or for a period which may extend 
for up to 21 years after the death of the last survivor 
of all the descendants who were alive when the 
trust was created — the ‘royal lives period’ (Gough 
1998: 105). Jersey and Guernsey allow a maximum 
of 100 years. Gough (1998:105) points out that 
there are also restrictions in countries regarding the 
periods for which income may accumulate in trusts 
without being paid out to the beneficiaries. As soon 
as such a period has expired, the accumulated funds 
must be paid to the beneficiaries. England allows a 
maximum period of either 21 years or the term of 
the settlor’s life. Jersey and Guernsey allow 100 years, 
while Ireland allows the royal lives period. All these 
aspects need to be taken into account when planning 
an offshore trust.

14.4.3 choosing a jurisdiction
Various offshore financial centres allow you to 
choose the jurisdiction that applies to your trust or 
even to parts of it. This means that you may choose 
different jurisdictions for, among other things, the 
following aspects of your trust (Gough 1998:111):
•	 The trust deed itself
•	 The validity of the trust deed
•	 How the trust is administered
•	 Trust assets located in different countries.

Similarly, the settlor or the protector may be 
permitted to alter the jurisdictions applicable to 
various aspects of the trust in terms of the trust 
deed. However, the requirement is that there must 
be a court capable of imposing its jurisdiction so as 
to amend various aspects of the trust. There should 
also be a court that is capable of guiding the admin-
istration of the trust with regard to the following 
aspects (Gough 1998: 112):
•	 How the trustees can invest the trust’s money
•	 What happens when a trustee retires
•	 How the trustees can delegate
•	 The appointment of new trustees
•	 How the trustees can be paid and claim expenses
•	 The indemnity of trustees
•	 Whether the court itself has the power to 

authorise particular acts or change the terms of 
the trust deed.

14.4.4 The protector
A protector offers great peace of mind if you are 
continents removed from your trust. According to 
Gough (1998:116) a protector may be afforded the 
power to, among others:
•	 Approve the fees/expenses of trustees
•	 Change the trustees
•	 Change the jurisdiction of the trust
•	 Monitor the way in which the trust is being run
•	 Stop a proposed investment
•	 Stop the distribution of money to a beneficiary
•	 Stop an addition of a beneficiary or the removal 

of one.

Consequently, it is very important that such a 
protector should know exactly what is happening to 
the trust, and when. If not, the role of the protector 
is undermined and becomes useless. Protectors  
therefore require hands-on information at all times 
in order to protect and carry out the wishes of the 
settlor.

14.4.5 Trusts in civil law countries
Civil law is based on Roman law, and has the 
following features (Gough 1998: 120):
•	 Ownership is an abstract concept.
•	 Ownership of property includes all ownership 

rights.
•	 Two people cannot be co-owners of the same 

property.
•	 The power to bequeath assets/belongings by the 

owner is more limited than in common law coun-
tries.

•	 The meaning of contract is much wider in civil 
law, and includes third parties.

A problem is that assets may be transferred to third 
parties who have not been declared beneficiaries. 
Similarly, probates may easily take place, or a trust 
may not be recognised. Do not, therefore, transfer 
assets to a civil law country. Stick to common law 
countries.

It should be clear by now that the creation of an 
offshore trust may involve various pitfalls, and is not 
suitable for smaller estates. Very few people know 
what they are letting themselves in for with regard 
to an offshore trust. Unless you know the field of 
personal finance in the foreign countries concerned 
very well (in particular, the legislation pertaining to 
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the entire field), and already have the best foreign 
advisers on your side, you should not even contem-
plate an offshore investment or trust. Professional 
foreign trustees are of the utmost importance.

14.4.6 An offshore will
The purpose of any will is to help the executor of an 
estate to administer it after the death of the testator/ 
testatrix. A South African with offshore assets 
should provide for the disposal thereof in a South 
African or an offshore will. Study the legislation of 
the foreign country or countries concerned to deter- 
mine which situation would best satisfy your needs 
in regard to disposal, and at the lowest cost.

Also consider the country or countries in which 
your heirs are living or intend living. An offshore 
will for offshore heirs may be best if your adviser 
agrees.

Kruger et al. (2001:113) point out the following 
regarding an offshore will, which persons with 
offshore assets or investments should keep in mind:
•	 In the absence of an offshore will, the executor 

must first apply abroad to gain rights as a foreign 
executor.

•	 It may become even more difficult if the executor 
is confronted with a foreign language.

•	 This also creates higher costs and wastes time.
•	 There should be a separate will for each foreign 

jurisdiction.
•	 An offshore will makes it easier to trace the 

estate’s assets and to administer the estate.
•	 The estate in each country needs to be adminis-

tered in that country.
•	 A separate executor therefore needs to be 

appointed for each country, and each executor 
needs to be knowledgeable regarding local legis-
lation and must be able to administer the estate 
without problems.

•	 It is important that the testator/testatrix should 
choose the legislation of the specific foreign 
country in his or her will for the purposes of 
administering the estate.

•	 South African legislation in respect of the admin-
istration of estates can be avoided in this way.

•	 Let an expert draw up your offshore will, and 
appoint a foreign executor and foreign trustees.

14.4.7 Estate duty
Kruger et al. (2001:115) discuss offshore estate 
planning in terms of the following guidelines:
•	 South Africans’ estates are made up of all of their 

assets/investments, no matter where in the world 
they are.

However, the following assets are excluded:
•	 Assets that were acquired before a person became 

a South African citizen
•	 Assets inherited from a foreign resident
•	 Assets donated by a foreign resident.

Where no double taxation agreement exists, a person 
will first pay foreign estate duty and then be entitled 
to a rebate in South Africa.
•	 In the case of a double taxation agreement 

between the two countries, the specific agree-
ment will determine which country is entitled to 
the estate duty.

•	 A non-resident does not pay estate duty in South 
Africa on assets in other countries.

•	 A non-resident does pay estate duty on assets in 
South Africa, subject to double taxation agree-
ments.

•	 Non-residents do not pay donations tax on their 
South African assets, which means that estate 
duty is also avoided.

14.4.8 donations
South Africans should be careful when they have to 
make decisions about donations tax and estate duty 
on offshore assets or investments. Consult an expert 
about international estate duty and donations tax, 
because otherwise you may make very expensive 
mistakes. Never assume that it will be possible to 
transfer certain assets or investments to, say, a trust 
at a later stage or after your death. Countries with a 
judicial system based on civil law may hold problems 
for your trust. You may have to pay donations tax 
or estate duty in two countries (South Africa will 
be one of them). An expert can help you to avoid 
paying donations tax or estate duty. 

Note that the beneficiaries of a trust and/or the 
trust may be held responsible for paying income tax.

This depends on factors such as:
•	 The rights of the beneficiaries of the trust
•	 The discretionary powers of the trustees
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•	 Whether the income is divided among the trust, 
the beneficiaries of the trust and the trustees

•	 Whether income is retained by the trust.

The taxability of income from overseas sources has 
been changed drastically by recent legislation (resi-
dence-based taxation):
•	 If capital donations or loans at low interest rates 

are made to a trust or a person who is not a South 
African resident, the donor will be responsible 
for paying tax on all income that may accrue.

•	 If more than 50% of the income from an offshore 
trust accrues to a South African resident, the 
income will be taxable even if it is received in the 
form of capital.

In the case of an offshore trust, do not:
•	 Form an offshore trust via a donation or loan if 

you (as the donor) are also a beneficiary of the 
trust

•	 Transfer trust income or trust capital to a South 
African resident unless there are other benefi-
ciaries who are not resident in South Africa.

14.5 SuMMAry
Offshore investment planning has become a part 
of the lives of all South African investors. There 
are thousands of offshore investment products and 
the South African investor will have to do a lot of 
homework before investing. Various specialists 
should be consulted about different subjects to 
help you master the information required. You 
should also consult the many sources of financial 
information that are readily available.

You will have to plan very carefully before you 
choose specific offshore investments, offshore fund 
managers, and particular countries and currencies. 
This will enable you to reap the benefits of investing 
offshore, while your rand is protected against 
depreciation and your risk is spread through diversi-
fication. You may also take advantage of the different 
economic cycles of the different countries to increase 
the long-term returns on your investments.

Use the various opportunities for investing 
offshore and do not keep all your financial eggs 
in the South African basket, particularly if you 

have children or grandchildren who may leave the 
country in the future.

It is recommend that investors who want to invest 
offshore make use of the services of fund managers. 
Choose the right fund manager and enjoy a higher 
investment return in the long term, as well as income 
tax and estate duty benefits. Do not even consider 
trying to make and manage an offshore investment 
on your own. If you are nervous of investing over- 
seas, you should make less risky investments.

14.6 SElf-ASSESSMEnT
•	 Explain the importance of offshore investments 

to South African investors.
•	 You are a South African who wants to invest 

offshore. Discuss the local research you should 
do before you actually make the investment.

•	 Explain the influence of offshore investments on 
your estate and estate planning.
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After studying this chapter, you will be able to:
•	 Identify and quantify the various risks to 

which a household is exposed
•	 Explain which financial products protect 

against which risks

•	 Explain long-term, short-term, medical and 
business insurance

•	 State the importance of protection planning.

lEArninG ouTcoMES

My neighbour, John, and I were driving home after 
work one afternoon (this is a true story). We were 
driving slowly around the curve in the road in the 
crescent in which we live. The next moment a white 
car in the left lane began to reverse towards us, 
indicating that he was turning right. We bumped 
into the car, damaging its rear side as well as its 
front side, and hitting a gate (the owner’s gate) 
on the right side of this narrow road. This car was 
not really in reverse but in first gear, accelerating 
forwards and turning to the right upon impact.

Somebody had borrowed the owner’s uninsured 
car. The owner did not want to accept the fact that 
my car was insured and that the insurance route 
was now the applicable one. He simply harassed 
me day and night for weeks about the fact that I 
was ‘influencing his livelihood negatively’ and he 
demanded immediate payment for his damages.

We caught him trying to hide his white car 
(the same one with both the old and some new 
damages) after he had arranged a second accident 
with the same car — to collect cash from people. 
This time the car was damaged very badly.

My insurance paid for his damages although he 
caused ‘my’ accident. They ignored his fraud (the 
second accident) to claim more damages from me, 
as well as possible damages from somebody else.

fact: Only one in three (33%) of South Africa’s 
vehicles are covered by some type of insurance, 
varying from third party only to comprehensive 
insurance. Since the early nineties I have proposed 
that the South African government should 
introduce legislation relating to compulsory 
comprehensive (100%) insurance (short-term 
insurance). 

➟

cASE STudy

fact: Most drivers do not even know about the 
existence or functioning of short-term insurance 
and insurance claims. They need financial literacy.

fact: People bump into parked cars in shopping 
centres and drive off (or leave faulty personal 
contact info in case of a witness), in most cases 
because they do not have any insurance for their 
vehicles.

fact: Most of these people do not even fix their 
own vehicles after an accident or small bumps.

do you agree or disagree with my proposal? 
Supply reasons for your opinion on the matter.

15.1 inTroducTion
The process of personal financial planning is 
currently occurring in a very dynamic environment. 
Many amendments to legislation, as well as expected 
changes, leave individuals very uncertain when it 
comes to personal financial matters. Economic and 
political imperatives regarding widespread poverty, 
job-creation and a lack of international investment 
in South Africa contribute to this uncertainty.

Every individual and household is exposed to a 
great many financial risks. Perhaps the greatest risk 
is being, or becoming unemployed, so individuals 
must continuously try to increase their employ-
ability. If you do have a job and receive a salary, the 
greatest risks are:
•	 A lack of knowledge of personal financial plan-

ning and management
•	 Too much debt and consequently, too little cash 

flow for your livelihood and investments
•	 Children who live with you who fritter away both 

your life essentials and investments for retirement
•	 Receiving a retrenchment or retirement package 

and applying or investing it badly
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•	 Children growing up with no knowledge of 
money matters

•	 Domestic workers with no knowledge of money 
matters.

A basic human need is to protect ourselves and 
our possessions. The reason is that there is always 
a possibility of losing our possessions because of 
circumstances beyond our control, or even within 
our control. Uncertainty and risk have formed part 
of the human environment from the earliest times. 
To help us protect ourselves against all kinds of risk, 
financial institutions and insurance companies are 
prepared to carry part of the burden in return for a 
certain sum of money, paid in premiums.

You will note that risks create certain financial 
needs. Individuals must plan for themselves so as 
to meet these financial needs through financial and 
insurance products.

Buying affordable financial insurance products 
may result in high risk (because of inadequate finan-
cial protection), average risk (reasonable protection) 
or low risk (adequate protection). Many types of 
risk, or perhaps only the basic risks that will always 
be around, may remain.

The secret is to protect yourself in each of these 
fields of financial planning. Below, you will be shown 
that currently there should be only one approach 
to financial planning, namely self-protection. The 
protection planning perspective will therefore be 
used.

As you will note, risks need to be planned for. We 
are therefore also dealing with risk management as 
part of personal financial management.

Africanisation

‘Compulsory car insurance has merit, but it must 
be linked to more affordable insurance products’ 
(Momoniat in Ziady 2016:1). In rural areas the 
percentage of motorists without insurance is higher 
than the remaining 65% of the country. According 
to him there is a need for cheaper insurance for 
low- and middle-income South Africans.

Insurers have commented that Government should 
make third party insurance compulsory. 

➟

Third party insurance is very cheap and protects 
other motorists against damages caused by your 
vehicle. It also protects the guilty party against 
claims for damages (Ziady 2016:1).

Insurers find it difficult to recover costs from 
the guilty party (uninsured), after paying for 
the damages incurred by the other party to an 
accident. The cost of insurance is thus increased 
by: the high number of vehicle accidents; the cost 
to repair vehicles; towing and parts; the cost of 
imported parts; more claims from insured vehicle 
owners for minor accidents; drought claims (Ziady 
2016:1) and Lamprecht in Ziady (2016:1).

Financial literacy education to enhance financial 
inclusion is still the main problem.

Remember that you can provide for risks only 
if you are able to accommodate the associated 
expenses in your budget.

15.2 houSEhold riSKS
Every household is unique, also with regard to 
certain financial risks. Conversely, many risks 
will pertain to all individuals and households, and 
everyone should make provision for these.

Let us look at a list of possible financial risks to 
which individuals and households may be exposed. 
Identify the risks which apply to you in regard to 
each of the various personal financial planning areas:
•	 Career planning
•	 Income tax planning
•	 Estate planning
•	 Investment planning
•	 Protection planning
•	 Credit planning
•	 Productivity planning
•	 Healthcare planning
•	 Retirement planning
•	 Emigration planning
•	 Business planning.

You should also consider the following specific risks:
•	 Loss of income as a result of

 – Death (a life policy, group insurance)
 – Disease (medical insurance)
 – Disability (disability insurance)
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•	 Loss of property
 – Death/fire (mortgage, short-term insurance, 

life policy)
 – Motor vehicle (short-term insurance)
 – Contents of your house (short-term insurance)

•	 Personal liability as a result of
 – Home ownership (short-term insurance)
 – Ownership of a motor vehicle (short-term 

insurance)
 – Malpractices (insurance that covers liability)

•	 Business risks (business insurance is discussed in 
Section 15.6.3)

•	 Estate duty (life policy or trust with donations 
and loans)

•	 Cost of winding up your estate (any investment)
•	 Retirement (long-term investment with capital 

growth)
•	 Too many debts because of ‘living it up’ (use 

borrowed money to provide for your needs and 
acquire assets that offer capital growth)

•	 Inflation (investments with capital growth, adapt 
policies for inflation)

•	 Income tax (use the legal instrument of tax avoid-
ance where possible)

•	 Frequent changes in legislation (be informed and 
consult a knowledgeable broker)

•	 Interest rate changes – interest rates may drop, 
but you are depending on your income from 
interest for your survival (invest for a fixed term 
of, say, two years)

•	 Market risk – overseas markets may fluctuate and 
cause the prices of local unit trusts to drop (invest 
in money market funds)

•	 Financial risks (do not finance your business with 
95% borrowed money—the cost of interest is high 
and your repayments will therefore be very high)

•	 Fluctuations in exchange rates—people who 
invest in foreign countries will be exposed to this 
risk, as will those who import or export (adapt 
your strategies to accommodate changes)

•	 National risks, for example, investments in coun-
tries that are politically unstable

•	 Health risks (healthcare planning is a prerequisite 
for retirement planning).

•	 Ill dog/cat (pet insurance)
•	 Resale value of house (maintenance)
•	 Being attacked (avoid travelling at night)
•	 Power failure (power generator)
•	 Sewerage in drinking water (water purifier)

•	 No water (water storage tanks)
•	 Garden (plant succulents)
•	 Buying/selling property (an independent inspec-

tion, an electrical certificate, an electrical fence 
certificate, a water certificate, a gas certificate if 
applicable)

•	 Rivers polluted by sewage (do not buy property 
close to water)

•	 Business (knowledge about applicable HR legis-
lation, HR contracts drawn up by a labour-law 
attorney, BBEE requirements, business contracts)

•	 A request to sign surety (say ‘no’).

Jordaan (2016:161–164) discusses the following 
safety and security risks:
•	 Safety in your home—prevent unsafe conditions 

(accidents and fires)
•	 Security measures in and around your home—

prevent insecure situations and conditions (locks, 
safety doors, proper lighting, alarm system, 
burglar proofing, an emergency number list, 
maintain your car, avoid unsafe areas, lock your 
car and doors, and so on).

According to Jordaan (2016:161–164), the following 
are the main factors causing our high crime rate in 
South Africa:
•	 Overpopulation
•	 Unemployment causing financial pressures
•	 Rapid urbanisation together with associated 

poverty and drug abuse
•	 Political instability
•	 An ineffective police force.

RISKS FINANCIAL 
NEEDS

PROTECTION 
 PLANNING

FINANCIAL AND INSURANCE  PRODUCTS

HIGH MEDIUM LOW

FEW RISKSMANY RISKS

figure 15.1: Degrees of risk
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15.2.1 needs and risks
The financial needs that arise from certain risks 
must be identified. After you have determined the 
extent of a specific risk, you must determine how 
often the risk may occur. As the risks increase and 
decrease, your financial needs will do the same. 
Financial needs are also determined by your goals 
for the future.

There are various types of financial need. All 
of them have their own characteristics, which will 
largely determine the type of financial product 
(investment) that should be bought (invested in) to 
satisfy each specific need. A single product could 
also satisfy a combination of financial needs.

Financial needs are made up mainly of income 
and capital needs. Income needs exist or develop 
during your lifetime, as well as in cases of unem-
ployment, disability or disease. Capital needs exist 
or develop primarily after your death, in the form of 
mortgage debts, estate duty and the cost of winding 
up your estate. Your financial needs could be:
•	 Temporary (three months, two years)
•	 Permanent (estate duty)
•	 Future (debts after your death)
•	 Increasing (provision for retirement must beat 

inflation)
•	 Decreasing (a mortgage bond which is decreasing)
•	 Constant (food, clothing).

Pay special attention to financial needs that may 
arise because of death, disability or retirement. Find 
out how you can combine provisions for these needs 
– ask a broker to help you. Remember, the better you 
know your own financial situation, the more your 
broker can help you.

15.3 TyPES of riSK
There are various types of risk. Some are insurable, 
while others are not. Vaughan (1989:36) lists the 
following types of risk.

financial and non-financial risks
In the insurance industry, the risks for which 
insurance is provided are restricted to financial 
losses.

Such losses are called financial risks. A non-
financial loss or risk is, for example, the emotional 
loss involved in the demise of a loved one (Du Toit 

& Laas 1985: 3). In turn, financial risks can be subdi-
vided into speculative and pure risks.

Speculative risks
A speculative risk is one in which either a profit or 
a loss may occur (Mowbray & Blanchard 1961: 6–8). 
Investment in shares is an example of a speculative 
type of risk. The various insurance alternatives do 
not provide for speculative risks.

Pure risks
In the case of pure risks, there is no possibility of 
profit or benefit, only of loss (Mowbray & Blanchard 
1961: 6–8). A home destroyed by a fire is an example 
of pure risk, since the owner of the home would not 
normally derive any financial benefit from such an 
event.

fundamental and specific risks
Fundamental risks have an impersonal source, such 
as a war (Insurance Institute of SA 3–4). These risks 
affect the community as a whole and it is generally 
accepted that the community should bear the burden 
of such risks. Specific risks, on the other hand, have 
a personal origin, and insurance provides protection 
against these.

15.4 clASSificATion of PurE riSKS:  
 ThE SuBJEcT of inSurAncE
We are all exposed to numerous risks. Amling and 
Droms (1986:237) and De Klerk (1978:39) provide 
the following categories of pure risk.

Personal risk
This type of risk is related to the loss of a life or an 
income as a result of one of the following events:
•	 Untimely death
•	 Physical disability
•	 Age
•	 Unemployment.

Property risk
Property risk is related to the possible loss of 
property. There are two types of such loss: direct loss 
and indirect loss. If your house burns down, the loss 
of the value of the house is a direct loss. Additional 
expenses involved, such as accommodation costs for 
six months, represent an indirect loss.
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liability risk
You may damage someone else’s property 
unintentionally, or you may suffer injury as a result 
of another’s negligence or unintentional action. In 
other words, there is a risk (called a liability risk) 
of being held liable for damage to another person 
or their property. The person held liable could lose 
assets or income as a result of a claim for damages 
instituted against them.

Insurance may be taken out against these risks, or 
funds may be invested with the objective of paying 
for such possible losses. However, sufficient funds 
may not be available for compensation in the event 
of fairly large losses. For that reason, it is essential 
to build up an insurance portfolio at an early stage 
(at a young age at a relatively low cost) in order to 
provide for risks resulting from unforeseen events/ 
losses in the future.

Insurance is one method of providing cover for 
pure risks as part of a person’s risk management. 
Risk management is our next point of discussion.

15.5 riSK MAnAGEMEnT
The purpose of risk management is to minimise the 
consequences of pure risks at the lowest possible 
cost. The following steps are distinguished (Du Toit 
& Laas 1985: 6):
•	 The identification of risk
•	 The evaluation of risk
•	 The choice of a suitable method of handling risk
•	 The implementation of a suitable (chosen) risk 

programme, and periodic re-evaluation of the 
programme.

We will discuss these four steps briefly.

15.5.1 Step 1: The identification of risk
If you are not aware of a certain risk, you cannot 
take precautions against a possible loss. Table 15.1 
indicates possible risks that may be identified, as 
well as the losses that may arise from these risks.

This table indicates risks to which individual 
people and small business enterprises are exposed 
(Athearn 1981: 22). As an enterprise expands, its risk 
components and associated losses also increase. For 
the purpose of our discussion, we will concentrate 
on how individual persons identify risks to their 
households.

Table 15.1: The identification of risk

TyPE 
PErSonAl

riSK PoSSiBlE 
loSS

Employee Physical 
disability

Income, 
services, extra 
expenses

Employee Death, illness, 
disability

Income, 
services, extra 
expenses

Property

Industrial 
secrets

Theft Income

Buildings Damage or 
destruction

Assets, income, 
extra expenses

Equipment Damage or 
destruction

Assets, income

Inventory Damage or 
destruction

Assets, income

liability

Property 
(home)

Liability Asset, extra 
expenses

Activities Product liability Asset, income, 
extra expenses

Activities Pollution Asset, extra 
expenses

(Source: Adapted from Athearn 1981: 29)

15.5.2 Step 2: The evaluation of risk
Once the various risks have been identified, they 
must be expressed in financial terms. Financial 
implications and subsequent financial loss are 
determined for each type of risk. An evaluation of 
risk is conducted as follows (Du Toit & Laas 1985: 8):
•	 The intensity or degree of a potential loss is 

calculated and
•	 The frequency of a loss is determined.

Table 15.2 indicates a method of evaluating risk 
based on frequency and intensity (degree). Risk is 
classified as bearable, unbearable or unimportant.
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Table 15.2: The evaluation of risk

frEQuEncy inTEnSiTy EvAluATion

High High Unbearable (1)

High Low Bearable (2)

Low Low Unimportant (3)

Low High Unbearable (4)

(Source: Du Toit & Laas 1985: 8)

Risks that fall into group (1) should be avoided. It is 
possible to make your own provision for risks that 
fall into groups (2) and (3); it is not necessary to take 
out insurance for those risks. Risks falling into group 
(4) should be shifted to an insurance company. 
Whereas the risk premium would be too high for 
group (1), this would not be the case for group (4).

15.5.3 Step 3: Methods of handling risk
Dinsdale and McMurdie (1983:2–4) mention the 
following methods of handling risk:
•	 Loss prevention and control
•	 Risk avoidance
•	 Retention
•	 Transfer.

Table 15.3 gives an indication of the relationship 
between the various methods of handling risk.

Table 15.3: Methods of handling risk

frEQuEncy

Low High

intensity High Retention Loss prevention

degree Low Transfer Avoidance

(Source: Dorfman 1982: 44)

loss prevention
Loss prevention or control is an activity aimed at 
limiting or lessening the intensity or degree of a loss. 
An example is the installation of a burglar alarm 
system in a home. This may deter thieves, which 
may limit the loss if, for example, the neighbours 
arrive. A fire sprinkler system is another example of 
lessening the extent of fire damage.

risk avoidance
Say, for example, the breadwinner of a household 
practises parachute jumping as a hobby. He also has 
a heart problem, which means that he cannot take 
out life insurance (he is uninsurable). Should he die 
or become disabled, his family would be left with 
a great amount of debt. In order to avoid the risk 
associated with the hobby, he should give it up.

retention
Assume that a business carries stock valued at 
R1 000 000. Insurance against theft would amount 
to R100 000 per year (10% of turnover = 10% of the 
R1 000 000 in our example). Since the frequency 
of theft is low (or has been in the past), the owners 
may decide to carry the associated risk themselves. 
This would mean that the stock would be uninsured 
and the possible loss would be regarded as operating 
cost.

Transfer
In reality, risk cannot be shifted or transferred 
to someone else. However, the consequences of 
risk can be transferred, for example, by taking out 
insurance against a specific risk (eg fire damage) 
with a financial institution. The risk remains with 
the owner of the property (for example, a home) that 
is insured.

15.5.4 Step 4: implementation and 
  re-evaluation
It is necessary to choose a programme (for example, 
a certain type of insurance such as a mortgage 
bond insurance) that will best meet your needs for 
protection against risk, and which is affordable.

The programme must then be implemented, for 
example, by taking out insurance. The programmes 
or methods chosen and implemented must be 
re-evaluated from time to time to ensure that they 
are still able to prevent specific losses and to adapt 
to changing circumstances. Table 15.4 indicates 
possible products (insurance) or provisions to 
provide protection against risks.

15.6 nEEdS And inSurAncE
It is important to choose the most suitable risk 
protection. A household is exposed to risks of all 
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kinds. The needs arising from these risks should be 
addressed in order to provide the best cover possible.

It is essential to analyse the features of the 
different kinds of needs (see Table 15.5), since these 
features will determine the extent of the needs, as 
well as the type of product (for example, endowment 
insurance) best suited to the need for protection.

An income need relates to the monthly salary a 
person would require were he to become disabled 
and unable to work. A capital need, on the other 
hand, indicates the need for capital that would arise 
after a person’s death in order to redeem his home 
mortgage bond.

A need is temporary when it is time-bound. A 
permanent need will arise after a person’s death, 
when estate duty becomes payable. Although there 
is uncertainty about the period, there is certainty 
about the event (for example, death). In the case of a 
future need, parents could, for example, begin saving 
to cover the cost of their children’s future education.

The extent of a need could increase as a result of 
the declining purchasing power of money, in other 
words, inflation. The value of fixed property could 
rise, which would at the same time increase the need 
for capital to pay estate duty. A reducing need arises 
when, for example, the outstanding amount on a 
home loan (mortgage bond) decreases as monthly 
payments are made. A constant (level) need means 
that the financial obligation remains the same.

These needs can be dealt with separately or in 
combination. For example, a policy can be taken out 
for needs arising from someone’s death, while needs 
arising from disability, could be avoided. These 
needs may also be combined, which would reduce 
administration costs and save money for the policy-
holder. All these needs must be quantified to be of 
any use.

All the provisions made for needs after death must 
be available at the death of the person concerned.

Provision for needs must be taken into account in 
order to prevent unnecessary expenses. Information 
about existing provisions can be fairly readily 
obtained from insurance companies, employers and 
financial institutions.

The existing provisions are weighed up against the 
needs in order to determine shortfalls or surpluses. 
Shortfalls can be supplemented by acquiring a 
single- or a multi-insurance policy.

Various methods (or products) are available to 
meet the different kinds of need. The most suitable 
product(s) for each kind of need must be chosen 
within the constraints of your cash flow (personal 
budget). It is particularly important to compare 
the features of a specific product with your specific 
needs. In the paragraphs that follow, we shall discuss 
some of the available insurance products.

Table 15.4: Risk exposure

TyPE of riSK inSurAncE

Personal risk

•	 Loss of income — 
untimely death

•	 Loss of income — 
disability

•	 Loss of income — illness 
or injury 

Property risks

•	 Loss of or damage to 
vehicle

•	 Loss of or damage to 
home and/or contents

•	 Loss of or damage to 
personal property

liability risks

•	 Liability as a result of 
home ownership

•	 Liability as a result of 
vehicle ownership

•	 Liability as a result of 
negligence

•	 Malpractice

Life insurance 

Disability insurance

Insurance with sick 
benefits

Vehicle insurance 

Homeowner’s 
insurance 
Personal property 
insurance

Homeowner’s 
insurance
Vehicle insurance 

Liability insurance

Malpractice insurance

(Source: Amling & Droms 1986: 237)

Table 15.5: Features of needs

1.  Category 
of needs:  

 2.  Features 
of needs: 

3.  Nature of 
needs:

Income need 
Capital need

Temporary need 
Permanent need 
Future need

Increasing need 
Reducing need 
Consistent need

Combination 
of 1, 2 and 3

(Source: Van der Walt 1990: 11)
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15.6.1 long-term insurance
By definition long-term insurance means insurance 
for a period of longer than a year. Long-term 
insurance provides for insurance:
•	 As an investment
•	 As protection against risks as a result of death or 

disability.

In the discussion below we will briefly look at the 
following types of long-term insurance:
•	 Endowment policies
•	 Single premium policies
•	 Second-hand policies
•	 Life assurance
•	 Term insurance
•	 Universal policies
•	 Credit/debt life assurance
•	 Disability assurance
•	 New generation products
•	 Funeral assurance
•	 Medical assurance.

Insurance as a long-term investment instrument was 
developed with the following goals in mind:
•	 To provide policyholders with different kinds of 

indemnity
•	 To provide members with a savings plan aimed 

at retirement.

The broad categories of need experienced by indi-
viduals include the following:
•	 Income in the case of death before retirement
•	 Income in the case of disability before retirement
•	 Income at retirement
•	 Capital in the case of death before retirement
•	 Capital in the case of disability before retirement
•	 Capital at retirement.

Insurance products could serve all these needs. That 
is why insurance products should be included in all 
investment portfolios.

Insurance quotations
Policyholders (of endowment and life policies) 
currently receive two quotations on their policy 
documents, at a rate of 6% and of 12% (previously 
12% and 15%). These amounts have been calculated 
and are based on future expectations of inflation 
and returns. The expected future values at 6% 

and 12% are called illustrative values. These are 
mere estimations and are not guarantees that 
policyholders will actually receive these amounts. In 
the case of retirement annuities, these values may be 
quoted at rates of 11% and 14%.

There is also a guaranteed growth rate for the 
investment, and sometimes a growth rate for the 
specific fund. Let us suppose an investor takes out an 
endowment policy for an amount of R100 000. In the 
case of the policyholder’s death (even after one day, 
week or year), an amount of R100 000 will be paid 
to the policyholder’s beneficiary or estate. Should 
the policy mature, the policyholder will receive the 
R100 000 plus bonuses (if applicable). The R100 000 
is therefore a guaranteed amount, should payments 
be maintained.

It is important to warn potential investors about 
a common error made in estimating growth rates 
of return when it comes to insurance quotations. 
Do not think that a monthly premium of R100, 
for example, would result in a return of a specific 
sum of money after a certain number of years. The 
return cannot simply be compared with the R100 
per month to calculate a rate of return on the policy-
holder’s money. The reason for this is the escalation 
clause that increases the monthly premium (initially 
R100) on an annual basis.

ASiSA
The Association of Savings & Investment SA (ASISA) 
was formed in 2008 by members of the Association 
of Collective Investments (ACI), the Investment 
Management Association of South Africa (IMASA), 
the Linked Investment Service Providers Association 
(LISPA) and the Life Offices’ Association (LOA). 
These associations have disbanded and their staff, 
assets and activities have been transferred to ASISA. 
ASISA was created to help facilitate an environment 
that promotes a culture of savings and investment in 
South Africa by unifying some of the key industries 
active in this space. 

The aim of this new single association is to:
•	 Work towards a more level playing field 
•	 Create an environment that enables a more 

holistic regulation 
•	 Become more consumer focused 
•	 Collectively engage with the government on 

policy issues. 
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Signing your policy document
It is very important to know the composition of a 
policy, but even more important to check the details 
on your application form. Insurers sometimes 
examine the validity of a policy only on the date 
when they have to pay out the proceeds (after a 
claim). Applicants should be aware of what they 
declare and what not (eg diseases or surgery). It is 
not worth trying to omit some aspects of your life 
that might jeopardise the eventual payment to you 
of the proceeds of the policy.

Here are a few guidelines regarding the applica-
tion form:
•	 Check all personal information before you sign.
•	 Ask the insurance broker to interpret the meaning 

and implications of questions and answers.
•	 If you see any errors on your application, rectify 

them immediately.
•	 Make sure that you understand what product 

you are buying (endowment, annuity, life, term 
policy), the implications of an escalation rate, 
medical check-ups, and so on.

•	 Make sure that you really need the specific type of 
policy based on your requirements as an investor.

Endowment policies
Endowment insurance is probably the most common 
long-term investment vehicle. Many people have one 
or more endowment insurance policies. Although 
several uses for endowment insurance exist, probably 
the best uses are to provide capital at retirement and 
to supplement the provision for retirement. Pay 
special attention to the taxability of the proceeds of 
an endowment policy, the cession of a policy, as well 
as the surrender value of a policy after three and five 
years respectively.

Endowment insurance is a very popular, tradi-
tional investment instrument. Investors contribute 
on a monthly basis to this investment and receive the 
lump sum (or income) tax free after five years. Life 
cover could be added to an endowment policy. If 
life cover is excluded, the entire monthly premium, 
except for a small administration fee, is invested in 
an investment account.

The investor chooses a specific investment port-
folio. There are three types of portfolio:
•	 A more stable (conservative) portfolio
•	 A market-related portfolio
•	 A share-linked (risky) portfolio.

The first two portfolios guarantee the safety of the 
capital amount (total of premiums plus 4% interest). 
The share linked portfolio offers no guarantees but 
provides a much higher return on the capital invested.

Nowadays, it is possible for legal entities to invest 
in endowment policies (sinking funds), whereas previ-
ously only natural persons could invest in endowment 
policies. The fund for legal entities is taxed at 40%.

Investors tend to think about insurance products 
as investments on a monthly basis, for example, in 
endowment policies and retirement annuities. It is 
also possible for potential investors to invest lump 
sums in insurance products, such as:
•	 Single-premium endowment policies
•	 Second-hand policies
•	 Retirement annuities.

The needs that are addressed by an endowment 
policy are set out in Table 15.6.

Single-premium endowment policies
The scrapping of the Sixth Schedule to the Income 
Tax Act in 1993 made it possible to invest a single 
premium (lump sum) in an endowment policy 
on condition that, for it to be tax free, such an 
investment could not be surrendered for a period of 
at least five years. During the term of investment, it 
has a very low surrender value. After the five-year 
period, monthly cash withdrawals (from the amount 
left with the insurance company) are tax free.

It is also possible to invest the lump sum and 
receive a monthly income (tax free) from it.

In the case of monthly cash withdrawals, the 
following will happen:
•	 Interest (I) for the five-year period will be added 

to the capital (C) amount (lump sum).
•	 Interest and capital are divided into equal 

amounts (annuities) over a period of five years.
•	 Payments received have to be declared on the 

investor’s income tax form, because the interest 
component is taxable.

•	 The capital portion of the payment is tax free.
•	 After five years the lump sum (if it has been 

taken) will be tax free.
•	 Income received after five years will also be tax free.
•	 Capital growth is therefore tax free (the insurance 

company pays tax).
•	 Income received after five years does not have to 

appear on the investor’s income tax form.
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Table 15.6: Features and needs of endowment insurance

fEATurES nEEdS

1. Temporary cover is provided.

2. The cover under the insurance may be constant 
or increasing.

3. At death, disability or end of term.

4. Provides for cash/loans.

1. Needs must be temporary.

2. Needs must be constant or increasing.

3. Cash not required during the period.

4. Need arises at death, disability and end of term.

(Source: Van der Walt 1990: 29)

Second-hand policies
Policyholders often borrow against their policies in 
order to fulfil needs and desires or to handle debt 
crises. These loans are interest-free. Whatever the 
reason, in many policyholders’ lives there comes a 
day when they have borrowed as much as the policy 
is worth, with the result that the surrender value is 
either nil or very low after five years. The holder 
would like to get rid of these policies, preferably by 
selling them at a profit. Let us call this the supply 
side.

On the other hand, many potential investors 
would like to invest in an insurance policy, but 
do not want to wait five years for tax-free returns. 

Investment
(lump sum)

Lump sum
(tax-free)

or

5 years

Monthly cash  
withdrawals for  

60 months

figure 15.2: Single-premium endowment policy 
benefits

60 months

Investment
(Lump sum)

C I

C I

C I

figure 15.3: Monthly income from a single- 
premium endowment policy

This is the demand for the product. This product is 
known as a second-hand policy.

A potential investor could invest a lump sum in 
a second-hand policy. The investor would buy the 
policy from the insurance company and the price 
would be the following:

The gross value of the policy after the five-year 
period plus 3% to 7% (‘profit’) on the value of the policy.

Advantages to the investor
There are quite a few important advantages to the 
investor, namely:
•	 The surrender value of the policy is tax free at any 

time during the investment period
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•	 All income from the policy is tax free
•	 The investor receives tax-free cash bonuses or 

income per month
•	 An increase in income is possible
•	 The term of the policy can be increased or 

decreased
•	 It is a relatively safe investment
•	 A tax saving of up to 40% is possible
•	 It is the ideal investment for investors in a high 

tax bracket.

disadvantages to the investor
•	 Second-hand policies are not readily available
•	 The cost of obtaining such an investment is rela-

tively high (up to 7%).

It is important to remember that cost should never 
be seen in isolation. The tax savings and other 
advantages of second-hand policies justify such an 
investment.

life assurance
The different uses of a life policy
Many individuals regard a life policy as something 
that is forced upon them at some stage of their 
lives by a ‘policy hawker’. This is probably the most 
uninformed view that any person could have about 
having a life policy. As this section will show, there 
is no investment that can provide more for human 
needs and goals than precisely such a policy. A life 
policy is an asset, just like a house or a block of flats. 
Besides the policy contract, a life policy is, at the 
same time, an intangible investment that enables 
people to transfer their greatest financial risks to 
an insurance company. Besides peace of mind, 
policyholders receive a very high return on their 
investment with a very low risk as compensation for 
monthly premiums.

The primary goal of every individual’s personal 
financial affairs is to achieve financial independ-
ence after retirement. A life policy (or even two or 
three) can help achieve this goal as no other invest-
ment can. Having a life policy, consequently, has 
far-reaching financial implications for the policy-
holder, his family and/or next of kin, in the case of 
the policyholder’s death. Personal financial planning 
involves various planning areas. The role of a life 
policy in some of these planning areas will be indi-
cated briefly.

career planning
A life policy may be used to make provision for a 
child who might have university expenses in 18 years’ 
time. This can be done by having the policy paid 
out after 18 years. Any life policy has a surrender 
value after three years and this endowment value is 
tax-free after five years. Although a person could use 
an endowment policy, a life policy can also be used 
out of sheer necessity, for example to purchase a car.

The latter is not recommended. What about 
your own career, though? At any stage during your 
working years, or even after retirement, you may 
need or want to pursue another career. When this 
happens, you can borrow against or surrender your 
policy, unless you have an alternative.

People who are involved in a business should 
protect themselves against business risks. The 
closure of a business (for whatever reason) can 
have serious financial consequences for the owner, 
partner or shareholder. A private household may 
even be bankrupted as a result of one or more of the 
following (in the absence of the necessary business 
insurance or, rather, life policies):
•	 The untimely death of a key person who cannot 

be replaced in a partnership or company (profit 
turns into a loss)

•	 Debts that a partner may incur on behalf of the 
partnership without the knowledge of the other 
partners

•	 An owner, partner or director becoming disabled 
and unable to work

•	 Retirement of key persons.

Businesspeople can resort to the use of a variety 
of business insurance policies as part of their busi-
ness management. Protection planning that involves 
taking out one, or more than one, life policy is 
not only advisable for employees working for an 
employer, but also for people who work for them-
selves.

credit planning
In the case of debt, an event such as death could 
lead to an individual’s assets having to be liquidated 
if he did not have a policy with life cover linked 
to that debt. Here, you could think of the debt 
associated with a car and especially a housing bond. 
If the policyholder survives paying off the car and/
or house, the life policy could be used for estate duty 
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and even as a legacy. A life policy can also serve as 
security for borrowing money, with the result that 
a car, vacant stand or house need not be offered as 
security. Parents often offer a life policy as security 
for student loans for their children. In case of an 
emergency, a life policy can be redeemed. In such a 
case, however, the policyholder loses a great deal of 
the investment.

investment planning
A life policy represents the first investment that 
a person (with a job) ought to make. It is also the 
first investment that a young couple ought to make 
for their children. In an individual’s middle age 
and even after retirement, a further life policy is 
an ideal no-risk investment. It would be well worth 
the potential investor’s while to take the trouble to 
compare a life policy with other investment alter- 
natives. The various investment criteria can be used 
for this purpose. In Table 15.7, a life policy is tested 
against these criteria.

retirement planning
A life policy can be used to make provision for 
retirement. An individual can ask for the policy to 
pay out. Such a strategy should only be followed in 
the case of an emergency or where no alternative 
provision has been made for retirement. The same 
can be done in cases where the individual’s estate is 
relatively small and/or there is no heir. The hedge 
against inflation, which a life policy can offer, serves 
to make it particularly suitable as a possible small 
provision for retirement.

Protection planning
It is especially in the area of protection against 
possible risk and future events that an investment 
in a life policy has no equal. A basic need of all 
individuals is to protect themselves and their 
possessions. From the earliest times, uncertainty and 

risk have formed part of the human environment. To 
be rid of this burden, the risks are transferred to an 
insurance company that is willing to carry it for a 
fixed remuneration. These risks are considered in 
Table 15.8.

All the risks indicated in Table 15.8 can be 
covered with the help of a life policy.

Estate planning
A life policy can be used to good advantage to 
pay estate duty and all other estate administration 
costs. This can be done by using policy proceeds 
to pay for estate liabilities and debts, including the 
transfer costs (transfer duty, capital gains tax, and 
conveyancing fees) when property is transferred to 
beneficiaries (natural or legal persons).

Sometimes people consider the transfer of prop-
erty to a trust inter vivos. Unfortunately, the cost 
involved in such a transfer is prohibitive. The only 
alternative is to make provision for a testamen-
tary trust in a will, accompanied by a life policy 
to accommodate the higher estate duty because of 
the individual’s larger estate. Only a life policy can 
provide R1 000 000 after a month (if, for example, 
one insurance payment of R1 000 is made once) in 
order to pay the estate’s liabilities if the owner of 
the estate dies within a month after taking out the 
policy. No other investment of R1 000 can provide 
R1 000 000 after one month in the event of your 
death.

A spouse and children can benefit in the event of 
your death. If you do not have sufficient life cover, 
take out a life policy before you experience ill heath, 
in which case your monthly premium will be very 
high, provided of course that you can still obtain a 
life policy.

Remember that life insurance can also be 
included in your endowment policy or retirement 
annuity.

Table 15.7: Investment planning

invESTMEnT criTEriA lifE Policy

Risk return

Amount invested 

Term

Low acceptable

Very low (per month)/age factor

Three years for surrender value. After three years it 
can be converted into an endowment policy 

➟
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invESTMEnT criTEriA lifE Policy

Ease of management

Knowledge required

Safety of capital 

Capital growth 

Liquidity 

Taxability 

Flexibility 

Transaction costs 

Time calculation

Diversification

Protection against inflation

It is left up to an insurance company 

None, an agent can inform you

100% safe—it is guaranteed 

Very good capital growth

Very liquid after three years. May be redeemed after 
two years 

Return is tax free after five years

Very flexible—content can be adjusted 

Relatively low

Does not play a role—the best time is always to 
take out a policy immediately, while enjoying good 
health

The risk of a portfolio may be lowered by taking out 
a policy 

Premiums may be increased by up to 20% annually 
to make provision for inflation

Table 15.8: Investment planning

TyPE of riSK inSurAncE

1. Personal risk
 Loss of income as a result of death, disability, malpractices, sickness
2. Property risk
 House with a bond, car-loan, liability
3. Business risk
 (a) Buying and selling contracts/agreements
 (b) Partnership insurance
 (c) Proprietary limited company—insurance
 (d) Close corporation
 (e) Professional incorporated company
 (f) Policies favouring the employer
  (i) Key person insurance
  (ii) Overdrawn bank account
  (iii) To cover a personal guarantee
  (iv) To cover a shareholder’s loan account
  (v) To cover a mortgage loan
  (vi) To provide a cash reserve
 (g) Policies favouring the employee
  (i) Deferred remuneration scheme
4. Responsibility for estate duty/capital gains tax
5. Estate administration costs
 (a) Executor’s fees
 (b) Transfer costs
 (c) Charges for selling assets
6. Transfer duty, capital gains tax

Life policy

Life policy
Life policy
Individual life policy
Joint life policy
Policy on another’s life
Life policy
Life policy

Life policy
Life policy
Life policy
Life policy
Life policy
Life policy
Life policy
Life policy
Life policy

Life policy
Life policy
Life policy
Life policy 
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whole-life assurance
Whole-life assurance can be taken out to protect 
you against the financial consequences of death or 
disability. This type of insurance stretches over the 
whole life of the insured. The insured pays premiums 
until death, after which the benefits go into the 
estate or to the beneficiary/beneficiaries. Whole-life 
insurance does not have loan or surrender value and 
pays out only at death or disability. Table 15.9 shows 
for which needs this kind of life insurance is suitable.

Table 15.9: Features and needs of whole-life 
assurance

fEATurES nEEdS

1. Cover is provided 
permanently

2. Cover under the 
insurance may 
be constant or 
increasing

3. Required only at 
death or disability

4. Provides cash/loans

1. The need must be 
permanent

2. It must be constant 
or increasing

3. Cash not required 
during the period

4. Need arises only at 
death or disability

(Source: Van der Walt 1990: 26)

Term insurance
As with whole-life assurance, you can take out 
term insurance to protect against the financial 
consequences of death or disability. It often happens 

that someone requires the coverage/protection for 
only a specific period, for example, the 20 years 
required for paying off a mortgage bond.

The policyholder’s mortgage will therefore be 
paid if he dies during this period. The coverage 
offered by the policy will also decrease as the 
outstanding amount on the mortgage decreases.

In year 21, there will be no more coverage. If the 
house or policy owner is still alive, the following will 
pertain:
•	 The mortgage bond remains paid up
•	 There is no more life or disability cover
•	 No premiums need be paid.

Term insurance does not have loan or surrender 
value. Table 15.10 shows for which needs term 
insurance is suitable.

universal policies
In the case of a universal policy, an endowment policy 
is combined with both life and disability cover. It has 
the same characteristics as an endowment policy 
and a life policy, with basically the same application 
possibilities, and therefore provides:

investment + life insurance + disability insurance

For example, a parent may take out a universal 
policy to pay for a child’s studies in ten years’ time. 
If the parent dies, the money is available, thanks to 
the life cover on the parent’s life. If the parent is still 
alive when the ten-year period ends, the policy pays 
out, and the total amount is available.

Bo
nd

 a
m
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nt

Term (years)

Decreasing  
               term  
                           insurance

R1 000 000

R500 000

0          5   10            15     20

figure 15.4: Term insurance and bond amount
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Table 15.10: Feature and needs of term insurance

fEATurES nEEdS

1. Cover is provided 
for a fixed term

2. The cover may 
be constant or 
reducing

3. Only required at 
death or disability

4. Does not provide 
cash

1. The need must be 
temporary

2. It must be constant 
or increasing

3. Cash not required 
during the period

4. Need arises only at 
death or disability

(Source: Van der Walt 1990: 24)

credit/debt life assurance
This type of life insurance offers coverage for present 
debts. If a person dies after incurring certain debts, 
the debts are repaid with the amount provided 
by the credit life assurance. Credit life assurance 
includes both life and disability coverage. It is also 
called decreasing-term life assurance, because the 
coverage amount decreases with the debt period. 
Decreasing-term life assurance is much cheaper 
(lower premiums) than term assurance.

As with any other type of debt financing, it is 
important that the debt term should be the same 
as the term of the debt coverage (ie the term of the 
policy). Always make sure whether you have an 
existing policy which could rather be ceded to pay 
the debt, unless you have written proof that the debt 
excess (after paying off the debt after death) of the 
policy will go to the policy beneficiaries or your 
estate (as you wished, and as indicated in your will).

disability assurance
This kind of insurance can be taken out to provide 
for loss of income, and does not include medical 
expenses or medical cover. Disability insurance 
protects the family from loss of income if the 
breadwinner suffers a prolonged period of illness 
or becomes occupationally disabled. In the case of 
occupational disability, the need for an income is 
usually much greater than in the case of the bread- 
winner’s death. Medical expenses are high in the case 
of a person who is unable to work or earn an income.

For this reason, it is possible to invest money to 
provide for occupational disability. However, the 
problem is that the investment has a slow growth 

rate and would be insufficient after a few years if a 
person becomes occupationally disabled. Another 
possibility is to purchase disability insurance. Penson 
et al. (1982:186) mention three considerations when 
purchasing disability insurance:
•	 Determine the level (amount) of income that will 

be received in the event of occupational disability. 
Most policies pay between one-half and two-
thirds of a person’s normal income. If more than 
this were paid out, it would encourage people 
to stay at home rather than return to work. 
The other half or third (the loss of income) will 
still have to be supplemented from investments 
(which may not even exist).

•	 Determine under which circumstances the policy 
will pay out. Before taking out a policy, you 
should ask yourself or the insurance agent or 
broker the following questions, in order to estab-
lish whether you have made adequate provision:

 – When is a person regarded as occupationally 
disabled?

 – Are benefits paid out if you are unable to do 
any work at all or only if you cannot do your 
present (previous) work?

 – Is partial as well as total disability included in 
the policy?

 – For how long does the policyholder have to be 
disabled before they begin to receive benefits?

 – Is there a limit (cash amount) attached to the 
total benefits, which will be received during 
the policyholder’s lifetime?

 – Are benefits paid to the surviving spouse in 
the event of the policyholder’s death?

 – Does the policy offer insurance/cover in the 
event of illnesses and accidents?

•	 Determine the costs of the policy. It may be impos-
sible to pay the monthly premiums, unless you 
adjust your personal budget. Normally, the extent 
of the cover determines the premium amount. 
Occupational disability usually only lasts for a short 
period. Your choice will be influenced by this factor 
if you cannot afford the (extensive) cover.

If two policies offer the same total cover, it is better to 
choose the one with the higher cover over a shorter 
period. Remember to take into account the sick 
leave per annum allowed by your medical aid fund.

In Table 15.11, Mittra (1990:123) mentions 
further key questions and recommendations to 
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be taken into account when purchasing disability 
insurance. Disability insurance can be taken out for 
particular periods and amounts. It is also impor-
tant to know about the various types of disability, 
because this influences the payment (or not) of disa-
bility benefits.

Table 15.11: Features of a good disability policy

1.  How does the 
policy define 
disability?

Select the policy that covers 
partial disability, not the one 
that specifies benefits only 
for total disability.

2.  What job 
definition does 
the company 
use?

Select the company which 
uses the ‘your occupation’ 
definition, not the ‘any job’ 
definition.

3. Is the policy 
non-cancellable 
and guar- 
anteed 
renewable?

Choose a policy that 
guarantees that the policy 
will be renewed at the rates 
guaranteed in the policy up 
to the age specified (usually 
65).

4.  Does this policy 
cover disability 
resulting from 
both accident 
and illness?

Select the company that 
covers both forms of 
disability.

5.  For what period 
of time will the 
policy pay?

Select the policy that covers 
at least until age 65.

6.  How much will 
the policy pay?

Select the company which 
pays at least 60% of take- 
home pay at the time of the 
accident or illness.

7.  How long is the 
waiting period?

A three-month waiting 
period is preferable.

8.  Does the 
company offer 
cost-of-living 
adjustments?

The basic benefit should 
rise automatically by a set 
percentage or in step with 
inflation.

9.  Does the policy 
offer standard-
of-living 
adjustments?

After a policy has been in 
force, the insured should be 
able to boost the monthly 
benefit by a certain amount 
at standard rates without a 
medical examination.

(Source: Mittra 1990: 123)

The practical definition of disability mainly 
acknowledges the following types of disability:
•	 If you can no longer do your present work
•	 If you can no longer do work similar to your 

present work
•	 If you can do no work at all.

As with life cover (a life policy), every person should 
have disability cover. Most employed people enjoy 
disability cover through their employers’ group 
cover. You can get further cover from an insurance 
company. The type of work you do (dangerous or 
not) and the state of your health will be the main 
determinants of the premium you pay for this type 
of cover. Furthermore, make sure that you under- 
stand the maximum benefits you can get from all 
your disability benefits.

new generation products
Insurance companies currently offer not only 
products that will cover you in the case of 
financial risks as a result of death or disability, 
but also investment products that are known as 
new generation products. These products may be 
combined for maximum returns or capital growth, 
or for spreading local or international risks (total 
risks). In this case, we are thinking particularly of a 
product such as a fund of funds or a wrap fund.

funeral assurance
A funeral policy is taken out to cover or help to 
cover funeral costs. No person can escape the costs 
involved in a funeral, because we will all die at some 
stage. Funeral expenses are therefore inevitable and 
require timely financial planning and provision. 
Before a funeral policy pays out, an identity 
document, death certificate and form filled in by the 
next of kin (or executor or beneficiary) should be 
presented.

The costs involved in the funeral policy will vary 
on the basis of:
•	 The insured’s age
•	 The number of insured persons (eg the entire 

family)
•	 The type of policy required.

Typical cost items involved in a funeral include the 
following, depending on the insured’s culture or 
prosperity:
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•	 The coffin 
•	 A hearse 
•	 The undertaker 
•	 A mortuary fee 
•	 A higher municipal fee for a grave for someone 

living, for example, on a farm but wishing to be 
buried in town (or a cremation)

•	 A higher municipal fee for a grave in another 
residential area — cost depends on the distance 
to the grave

•	 Catering costs for guests and Rx per person
•	 A gravestone. 

Furthermore, funeral costs are constantly rising.

Funeral costs may be covered in various ways, for 
example:
•	 From existing investments
•	 A life policy
•	 A funeral policy (from a funeral insurance 

company)
•	 Through your group benefits.

Make sure that you know what your funeral policy 
contract stipulates. You should know what your 
cover involves, and review your requirements every 
year.

What about cremation?
Your will should clearly state whether you wish to be 
buried or cremated, and whether you wish to donate 
your organs. As an alternative, cremation involves 
the following cost-items:
•	 The cremation process itself
•	 The cremation coffin 
•	 A place in a memorial wall 
•	 A small grave in a cemetery for the ashes 
•	 If a farm dweller wants such facilities in the 

town’s cemetery, it could cost up to three times as 
much as for someone living in town

•	 The usual funeral costs (catering, etc.).

Medical insurance
The financial risks involved in medical expenses 
may be handled in various ways. The costs and risks 
may partially or totally be:
•	 Carried personally by paying for them in cash
•	 ‘Covered’ by public healthcare

•	 Transferred to a financial institution or insurance 
company

•	 Transferred to a medical aid scheme.

A combination of one or more of these strategies is 
another possibility that is followed in most cases. 
In this discussion, ‘medical insurance’ refers to 
something known in practice as additional cover or 
top-up cover. The reason for this is that the cover is 
taken out in addition to a medical aid fund, and is 
meant to help cover additional medical and related 
costs. Medical insurance is therefore not a medical 
aid fund, and involves a contract that includes an 
insurance policy. The benefits may be used as you 
wish, and the amount is paid directly to the poli-
cyholder. Specific cover is offered, and benefits are 
paid only in specific cases.

A hospital policy requires that members pay a 
monthly premium. The benefits received are based 
on the size of the monthly premium and not on the 
specific amount in medical expenses. The content of 
a hospital policy differs among different insurers, as 
in the case of medical aid funds. Nevertheless, there 
are some common features:
•	 Irrespective of the amount paid out by the poli-

cyholder’s medical aid fund, the hospital policy 
pays out a cash sum. (This cash sum can be used 
in any way, according to Sanlam’s hospital policy.)

•	 Amounts received from a hospital policy are tax-
free.

•	 A basic policy consists of a hospital benefit and a 
recovery benefit.

•	 The whole family can be covered.
•	 Optional operation benefits may exist.
•	 Larger benefits are paid for more serious opera-

tions.
•	 In certain cases, an endowment amount is linked 

to a hospital policy (for example, Old Mutual’s 
Flexicare).

•	 There is no limitation on the number of times a 
member (or family members, if they are covered 
by the policy) can be admitted to hospital.

•	 The premium is determined by the age of the 
person, as well as by the number of family 
members included in the policy.

•	 Benefits can be protected against inflation.
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Guidelines when purchasing medical insurance
It is suggested that the following aspects of medical 
insurance be examined before purchasing such 
insurance:
•	 Most medical policies (for example, a hospital 

policy) offer a period of 10 to 14 days to decide 
whether the policy is acceptable or not. This 
period should be used to examine the policy 
contract thoroughly.

•	 Note the policy’s renewability, directions 
concerning cancellation, and the waiting period, 
as well as which medical conditions are excluded. 
It is no use taking out a policy that excludes your 
particular kind of medical condition.

•	 Make sure that the policy will cover you world-
wide. Travellers through various countries may 
require medical cover, irrespective of where they 
are. The same applies to people who travel only 
occasionally.

•	 Find out whether the policy will still be available 
to other members of the family at a lower tariff 
after your death.

•	 Not all policies cover children once they have 
achieved independence. A specified age (for 
example six to 18 years) is often established 
during which the dependants of a policyholder 
(excluding a spouse) still receive medical cover.

•	 Find out whether the policy covers medical 
conditions existing at the time of the policy date 
of commencement.

•	 Make sure that medical expenses will be covered 
every time they occur, irrespective of the number 
of times a year. Cover should therefore apply 
to every medical condition, irrespective of the 
frequency of the condition.

•	 Avoid a situation in which various policies 
exist, with each one covering a single medical 
condition. Rather purchase a policy offering 
comprehensive cover. This eliminates the possi-
bility of paying twice or more for the same cover 
(medical condition).

•	 It is usually in the policy applicant’s interest to 
purchase a policy through a professional agent.

•	 Never allow an agent or a broker to exert pressure 
on you to purchase a certain policy. First make 
sure that you can afford the premiums from your 
domestic budget.

Top-up medical cover
As in the case of a hospital policy, top-up cover can be 
taken in addition to your medical aid fund. Top-up 
cover is a type of insurance and not a medical aid 
fund. As with a hospital policy, top-up covers only 
specific medical costs. You should therefore ensure 
that you know exactly what cost items are involved 
or not involved.

Medical schemes
Most working individuals belong to their employers’ 
medical aid funds. However, it is possible to belong 
to a medical aid fund if you do not belong to such 
a fund through your work relationship. In practice, 
such a medical aid fund is called an open-market 
medical scheme. Members of such a scheme pay a 
higher premium, because it is not subsidised by an 
employer.

Some concepts relating to medical aid schemes 
are explained briefly:
•	 The Medical Association of South Africa (MASA) 

is a professional body to which doctors belong 
and which issues guidelines regarding medical 
fees.

•	 The Board of Healthcare Funders (BHF) is a 
body to which medical aid funds belong.

•	 Scale of Benefits (SOB) are BHF rates, that is, 
medical fees.

•	 ‘Contracted in’ means that a doctor charges SOB 
fees, and your account is sent to the medical aid 
fund on your behalf.

•	 ‘Contracted out’ means that a doctor charges you 
higher than SOB fees, and then presents you with 
the invoice and you must pay it (you can then 
send the invoice and your receipt to your medical 
aid fund to recover the cost or a part thereof).

Managed care
Managed care means that medical aid schemes 
try to arrange their relationships with hospitals, 
doctors and pharmacists in such a way as to keep 
medical costs as low as possible. Members of the 
medical aid scheme are therefore encouraged by 
incentives (eg medical savings accounts) to limit 
medical ‘claims’ to a minimum in order to keep costs 
down. Furthermore, they are encouraged to apply 
healthcare planning (see Chapter 16) in order to 
ensure the financial life of the medical aid scheme 
in the long run. Medical savings accounts mean that 
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fund members who rarely visit a doctor have an 
investment they can use at a later stage, even if they 
are no longer with the same employer or medical aid 
scheme.

Uninsurable — cannot apply for a life policy
Those who cannot obtain life insurance at all should 
apply for a pure endowment policy or invest in unit 
trusts. The proceeds from an endowment policy 
are, however, taxable within the first five years. 
Legislation does allow you to take out a relatively 
small endowment policy, on which the proceeds will 
be tax free. The monthly premiums (per debit order) 
may not exceed Rx and must be kept up for a period 
of x years.

One solution is to invest any available money 
every month for emergencies (sickness, medical 
expenses). In other words, uninsurable people 
should do everything in their power to place money 
in some scheme or another that promises a good 
return.

An alternative is to apply for membership of a 
medical aid scheme. People with AIDS are able to 
obtain life or medical insurance.

15.6.2 Short-term insurance
As the name indicates, short-term insurance is 
insurance taken out to meet short-term needs, ie for 
periods of less than a year. This does not mean that 
the risk requirement disappears after a year. In this 
discussion, we will briefly look at the following types 
of short-term insurance:
•	 Homeowner’s insurance
•	 Household insurance
•	 Motor vehicle insurance
•	 Travel insurance
•	 Self-insurance.

homeowner’s insurance
This type of insurance protects a house or building 
against risks, such as, damage or destruction by fire. 
If a financial institution grants a mortgage bond, it 
usually insists that life cover be taken for the amount 
of the bond, so as to protect its interest in the 
property. As a property owner, you are also covered 
against personal liabilities in terms of such a policy.

You will notice that a house is not covered for 
political unrest, for example, in such a homeowner’s 
insurance policy. Extra cover will have to be taken 

for this as part of the short-term insurance under 
household contents insurance.

household insurance
This type of insurance covers the contents of a 
dwelling (movable property), such as furniture and 
other personal belongings, against various types of 
damage. You must insure the contents for the full 
replacement value, or else the averaging method will 
be applied when you lodge a claim. This means you 
will be compensated in the same proportion (of the 
actual replacement value) as your underinsurance.

Motor vehicle insurance
You may insure your car in one of the following 
three ways:
•	 Comprehensive insurance (covers your own car 

and another car in case of an accident, covers you 
against fire, theft and damage)

•	 Third party (theft and fire) insurance (covers you 
against damage to another car and for theft/ fire 
damage to your own vehicle)

•	 Third party insurance only (covers you against 
damage to another vehicle).

You should try to take out comprehensive motor 
vehicle insurance. You should also know that in case 
of an accident in which you sustain injuries, you 
may claim from both your short-term insurance 
company and the Road Accident Fund.

Travel insurance
Travel insurance is a must for travellers, be they in 
South Africa or abroad. This type of insurance offers 
cover against the following, amongst others:
•	 Loss of luggage
•	 Costs of a delayed flight
•	 Medical costs
•	 Legal costs.

This is particularly important because medical 
aid funds do not always cover your medical costs 
abroad. Make sure your broker is able to help you 
in an emergency, and that you know exactly the 
extent of the accident and medical benefits your 
travel insurance contract offers you. You must also 
always know for what period you will be requiring 
the travel insurance.
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Self-insurance
Although monthly short-term insurance premiums 
are regarded as part of the household budget, many 
people do not accept these payments without protest. It 
upsets people to see how their premiums are increased 
every year, whether they have made claims or not.

People also find it difficult to be forced to increase 
their short-term insurance cover every year. If they 
do not, they become underinsured and will be 
entitled to only part of a claim. In addition, policy- 
holders’ monthly premiums are increased when they 
have submitted claims.

Before a motor vehicle is insured, the engine 
number must be stamped permanently on all the 
windows, and an alarm and/or a gear lock must be 
installed. A house must have burglar bars and an 
alarm system linked to a reaction unit, as well as 
safety gates and fences. All of these requirements 
cost people a lot of money before they can success-
fully submit an application for short-term insurance 
and later a possible claim for loss.

Why do we have to spend such a lot of money on 
short-term insurance when we do not get any return 
on our money? Could this money not be invested in 
unit trusts or kept in savings accounts?

Concerns and questions such as these are often 
raised in the hope that somebody will be able to 
answer them. Is an emergency fund a solution?

What is an emergency fund?
When you establish an emergency fund, money 
is invested so that the accumulated amount will 
be available in a crisis situation. The owner of the 
emergency fund must be disciplined and deposit a 
premium in the fund every month. They have full 
control over the utilisation of the fund. The aim 
of such a fund is to make your own provision for 
possible future losses.

Assumptions for a successful emergency fund:
•	 A financial disaster, such as car theft or a car acci-

dent, will never occur to you, and your house will 
never burn down.

•	 When such a disaster does occur, the fund will be 
large enough to cover the damage.

•	 It is unlikely that more than one disaster will 
occur within a short period.

•	 No disaster will occur in the first ten years. 
This will allow the fund sufficient time to grow 
because of compound interest.

•	 You will pay many small claims yourself and will 
not use the money in the fund.

Why establish an emergency fund?
There are various reasons why people establish 
emergency funds to self-insure their houses, 
contents of their homes and cars:
•	 They do not receive any returns on their in- 

surance premiums
•	 They are ‘throwing away’ their money
•	 They are under economic pressure
•	 The household budget does not balance
•	 They have an overdraft to repay
•	 The premiums are too high
•	 They personally never submit claims
•	 As soon as a claim is submitted, the premiums 

are increased
•	 They are unemployed
•	 The premium covers all the furniture, but thieves 

steal only TVs, video recorders, technical equip-
ment, firearms and jewellery

•	 Premiums are increased every year.

Types of emergency fund
•	 People could cancel all their short-term insur-

ance and deposit the premiums in an emergency 
fund (savings account).

•	 They could self-insure part of their property, 
but leave fire insurance and/or limited motor 
vehicle insurance in the hands of the short-term 
insurer. Limited motor vehicle insurance means, 
for example, that the person has insurance only 
against damage to somebody else’s car.

•	 It is possible to establish a mutual fund with 
friends or family. Each year, joint premiums and 
compound interest will increase the amount in 
the fund. The members of the fund should draw 
up a written document with special conditions 
for the payment of claims. It would be advisable 
to consult an attorney before you establish such 
a fund.

Disadvantages of an emergency fund
There are many disadvantages:
•	 The interest is taxable.
•	 The value of the fund is eroded by inflation 

(depending on the type of investment).
•	 After-tax interest in the emergency fund will 

prevent rapid growth.

Personal Finance Management 5e.indb   530 12/12/2016   2:50:33 PM



531Chapter 15 Protection planning

•	 Should a house be destroyed by fire within the 
first year, you may be sequestrated but still have 
to pay the mortgage bond.

•	 You will have to save for almost a decade to 
replace the furniture of an average household.

•	 You may be involved in an accident with a luxury 
car and, as a result, lose all your possessions.

•	 Two or three accidents (risk situations) can occur 
in the same year.

•	 It will take a lifetime to save enough money to 
replace a house which has burned down (should 
this be accompanied by various car accidents and 
thefts, you will die impoverished and be unable to 
leave anything to your heirs).

•	 Possessions accumulated over 30 or 40 years 
could be lost at any time.

•	 This kind of fund causes stress, and you will not 
have peace of mind when you go on holiday.

•	 The risks of an emergency fund are higher than 
those of even the most risky share.

•	 Monthly payments into the emergency fund must 
be increased every year to keep up with inflation.

•	 Within a day of being established, the emergency 
fund will have to be large enough to cover the loss 
of a house, furniture and a car.

•	 Friends or family members may die and this may 
cause problems among fund members.

•	 Members of the fund may be sequestrated.
•	 People may get divorced and one of the spouses 

may make a claim against the emergency fund. 
The other spouse may also refuse to make further 
payments because he or she does not want to 
continue to insure the other’s assets.

•	 If people also have business property, this will be 
even more risky to insure because of the higher 
risk of fire, for example.

•	 Making provision for your own insurance is just 
as risky as paying the premiums of your medical 
aid scheme into an emergency fund to cover 
medical expenses (on your own or with friends 
or family).

15.6.3 Business insurance
Protection planning is not only for employees 
working for an employer, but also for people who 
work for themselves. Anyone who is involved in 
a business in one way or another should protect 
themselves against business risks. The closure of a 
business holds serious financial implications for the 

owner, partner or shareholder. A private household 
may even be liquidated as a result thereof.

Insurance affords protection against business 
risks. It is necessary to plan in order to avoid or 
eliminate these and other risks which may have 
far-reaching implications. Amling and Droms 
(1986:231) use the term ‘risk management’ for this 
process of addressing needs that may arise in the 
future of a business enterprise. Businesspeople may 
use a variety of business insurance policies as part 
of their risk management. These polices are briefly 
discussed.

Buy-and-sell agreements
The purpose of this kind of insurance is:
•	 To ensure the continuity of the business
•	 To build up a reserve fund for unforeseen circum-

stances.

With this type of policy, all the partners and share- 
holders of the business enter into a buy-and-sell 
agreement. This agreement obliges them to sell their 
share in the business enterprise to the remaining 
partners or shareholders in the event of their death. 
The remaining partners or shareholders are also 
obliged to buy the deceased’s share. The method to 
be used for the assessment of the deceased’s share is 
also stipulated in the agreement.

This agreement means that the remaining part-
ners and shareholders are at greater risk and must 
have sufficient funds available to buy the deceased’s 
interest in the business. Partners and shareholders 
rarely have sufficient funds available. Besides, their 
assets are usually fixed in the business, while their 
profits have also been reinvested in the business.

A life policy on the lives of all partners, directors 
and shareholders (of a large business) would be the 
solution. In that way, a cash reserve would be built 
up with which the surviving partners (who take out 
the policy in the deceased’s name) could buy the 
deceased’s share. A separate life policy may be taken 
out on the lives of all the partners. After a partner’s 
death, a new life policy would have to be taken out 
on the lives of the remaining partners or directors.

According to Jordaan (1988:60), a buy-and-sell 
agreement based on a life policy has the following 
advantages:
•	 It ensures that the business can continue doing 

business
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•	 No goodwill is lost
•	 It ensures the continuation of creditworthiness
•	 It is not necessary to discharge (retrench) 

employees
•	 The surviving partners do not suffer financial 

damage.

Partnership insurance
The primary purpose of this type of insurance is 
to provide sufficient capital to the other partners 
to enable them to buy the deceased’s share in the 
partnership in the event of the death of one partner. 
The deceased’s estate must be compensated for their 
portion of the partnership’s assets.

The surviving partners usually do not have the 
necessary capital to buy the deceased’s share in 
the business. The loss of specialised knowledge or 
special skills could force the partners to employ 
someone else with the necessary expertise. This 
would make further inroads into the capital avail- 
able. Partnership insurance covers such risks, and 
the needs that may arise from them, by providing 
the necessary capital to the surviving partners.

The proceeds from the policy would eliminate the 
need for the surviving partners to take out loans, to 
sell their interests or other assets or to employ unac-
ceptable partners (for their expertise) because of a 
lack of funds. Various types of partnership insurance 
policy will now be briefly discussed.

Joint insurance policy
This policy is taken out on the lives of two partners 
(rarely more than two). The costs involved are lower 
than they would be for two separate policies. The 
policy pays up and therefore ends at the death of 
the first of the two partners. After that, a new policy 
must be taken out.

Single life policy
A partner may take out a policy on his own life 
and cede it to the other partners. The agreement 
between the partners will state that this policy must 
be used to buy the deceased’s share in the partner- 
ship. The surviving partners will have to pay the 
premiums of the life policy, however. In this way, the 
proceeds of the policy will be regarded as capital and 
the policyholders will not be liable for income tax. 
Obviously, these premiums are not deductible for 
income tax purposes.

Life-of-another policy
This type of policy is used where three people (A, B 
and C) are in partnership. Partners A and B take out 
a life policy on the life of C. B and C take out a policy 
on the life of A. A and C take out a policy on the 
life of B. For the rest, the functions of the policy are 
similar to the previous two types of policy. For more 
information on this type of policy, consult Miller 
and Irwin (1990).

Proprietary limited company insurance
A company is a legal entity (body corporate) 
and exists separately from its shareholders. A 
proprietary limited company may even have only 
one shareholder. The shareholder owns shares in the 
company, may vote at general meetings and may also 
elect the board of directors (Miller & Irwin 1990: J8). 
The shareholders of a proprietary limited company 
are often family members or a group closely involved 
in running the business. When one shareholder dies 
or retires, the shareholders usually agree to a share 
selling transaction. If a shareholder in a proprietary 
limited company dies, the business usually continues 
as before and the deceased’s shares go to his heirs 
and the surviving shareholders.

Conflict may arise between the surviving share- 
holders and the heirs for the following reasons 
(Miller & Irwin 1990: J9):
•	 The shareholders wish to see future growth, while 

the heirs want an immediate income.
•	 To the shareholders, salaries are of primary 

importance and dividends are secondary, while 
the heirs want high dividends.

•	 An heir may sell his shares to a stranger, even a 
competitor.

The above situations could interrupt business 
activities and have a negative effect on creditwor-
thiness and profitability. The only possible solution 
to prevent all these negative consequences may be 
to buy the deceased’s shares through a buy-and-sell 
agreement, supported by a life insurance policy (Miller 
& Irwin 1990: J9). The purpose of this business insur-
ance policy is to provide sufficient funds at the time 
of a shareholder’s death to enable the survivors to buy 
their shares. The directors should take out a life-of-
another policy on each other’s lives. Provision must 
be made to ensure that the proceeds of such a policy 
are payable to the directors and not to the company.

Personal Finance Management 5e.indb   532 12/12/2016   2:50:33 PM



533Chapter 15 Protection planning

close corporations
A close corporation is a legal entity (body corporate) 
that exists independently from its members. A close 
corporation may take out insurance policies on the 
lives of its members who have an interest in the 
corporation, in order to buy a member’s interest at 
his death or disability at a later stage (Miller & Irwin 
1990: J15). Because of the taxability of the proceeds, 
it is not recommended that a close corporation 
takes out policies on its members’ lives to finance 
buy-and-sell agreements. Members should rather 
take out separate policies on each other’s lives 
(Miller & Irwin 1990: J16).

Professional incorporated companies
Certain professional practices are also allowed 
to act as companies, provided that the directors 
accept liability jointly and separately and that they 
are properly qualified natural persons (Jordaan 
1988: 63). The shareholders of a professional 
incorporated company may also take out insurance 
policies, for example pensions and provident funds, 
on the same basis as shareholders of a proprietary 
limited company. Professional people normally do 
not have the right to pass their shares to their heirs. 
The shares have to be sold to the surviving share- 
holders or a qualified outsider. This problem could 
be solved by a buy-and-sell agreement, supported by 
life insurance policies (Jordaan 1988: 63).

Policies on the lives of employees
Policies are usually taken out on the life of an 
employee or even a company director for one of the 
following reasons (Miller & Irwin 1990: C1):
•	 To provide a benefit for the employer or the 

company
•	 To provide a benefit for both employer and 

employee.

Policies in favour of the employer
Key person insurance
A business enterprise often has an employee 
or employees who contribute greatly towards 
profitability. The untimely death of such key 
persons could cause great financial loss, due to the 
loss of their expertise, experience and training. 
An employer may protect himself against such 
loss, however, by taking out key person insurance, 

thereby utilising bridging (hedging) funds from the 
key person insurance policy in order to:
•	 Ensure the business enterprise’s continuity
•	 Cover losses over the adjustment period
•	 Pay for the recruitment and training of a substitute
•	 Ensure continuous creditworthiness
•	 Guarantee continued dividends (Jordaan 

1988: 61).

insurance to cover a specific liability
To insure a bank overdraft. The untimely death of a 
director could seriously affect the creditworthiness 
of a business. For that reason, insurance policies 
are often taken out on the life of a key director in 
order to consolidate the loan capital of the business 
enterprise.

To cover a personal guarantee. Company direc-
tors may wish to insure personal guarantees which 
they may have provided (for example, to another 
company). In order to prevent a situation in which 
directors’ personal assets have to be used at the time 
of their death to honour the guarantee, they may 
transfer the burden to an insurance company by 
having the company take out a policy on their life 
(Miller & Irwin 1990: C11).

To cover a shareholder’s loan account. Companies 
with a liquidity problem may not be in a position 
to redeem a shareholder’s credit loan account at the 
time of his death. To prevent this problem from 
arising, a low-cost term policy may be taken out on 
the shareholder’s life for twice the required amount 
(Miller & Irwin 1990: C13).

To cover a mortgage loan. A company with 
a mortgage loan on a property may insure the 
managing director’s life for the outstanding amount 
on the property, so that it is unburdened should the 
director die unexpectedly. The company may take 
out a reducing term policy, whereby the covered 
amount reduces as the company’s debt reduces 
(Miller & Irwin 1990: C14).

To provide a cash reserve. If a company should 
find it necessary to build up a cash reserve for 
future events, it may take out a policy on the life 
of a key director. A life or an endowment policy 
may be taken out. Such an insurance policy would 
enable the company to build up a cash reserve that 
would become available at the untimely death of the 
director or when the policy term expires (Miller & 
Irwin 1990: C14).
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Policies in favour of both employee and employer 
Employers may take out a life or an endowment 
policy on the life of an employee for two reasons:
•	 To obtain the benefit for the company, should the 

employee die before retirement
•	 To provide the employee with a benefit, should 

the employee live until retirement.

In these circumstances, a service contract, in which 
the two purposes of the policy are set out, would 
be entered into with the employee (Miller & Irwin 
1991: C26).

Short-term insurance policies
To supplement long-term insurance policies, there is 
also a wide range of short-term insurance policies 
to cover the businessperson’s exposure to risk. In 
return for the payment of premiums, the insurer 
undertakes to compensate the insured for certain 
events described in the policy.

As the name implies, short-term business insur-
ance policies provide cover over the short term. 
Most short-term insurance companies provide for:
•	 Fire insurance, against damage to a property due 

to fire, lightning, explosions or other associated 
hazards

•	 Building insurance, against loss or damage to 
buildings and outbuildings, equipment and elec-
tricity and water mains

•	 Business interruptions, against loss suffered as a 
result of the described events

•	 Accounts receivable, where the relevant account 
books are damaged and outstanding debt 
balances cannot be determined

•	 Theft, where the contents of a building are lost as 
a result of breaking and entering

•	 Money lost or damaged
•	 Glass, both internal and external, as well as 

signage
•	 Dishonesty, where the insured loses money 

or property as a result of theft or fraud by an 
employee

•	 Goods damaged or lost in transit from transport 
vehicles

•	 All-risk, for loss or damage of property anywhere 
in the world by any events which are not specifi-
cally excluded

•	 Public liability, against claims for damage for 
which the insured is held legally liable, as 
described in the policy

•	 Employer liability, against claims by employees 
or next of kin in the event of sickness, injury or 
death.

Businesspeople may avoid risks in their environ-
ment by taking out insurance against these risks.

This insurance can be taken out on a long- or 
short-term basis. Long-term insurance is taken on 
the life of the employer or employee in favour of one 
or both parties. The main purpose of insurance is to 
avoid financial loss as a result of someone’s death. 
The purpose of short-term insurance is to afford the 
businessperson protection against a wide variety of 
specifically defined risks.

15.7 SuMMAry
In summary, it may be said that everyone should 
protect themselves by means of protection planning. 
By identifying the risks a household is exposed to, 
specific needs may be addressed. Once these needs 
(risks) have been quantified, they may be addressed 
by buying the most suitable product or products.

There are many financial and insurance prod-
ucts, which individuals should know about. Efficient 
protection planning can take place only after the 
risks, needs and particular products have been 
harmonised. In this way, you can protect your 
belongings in times of great uncertainty and change. 
You should seek this protection for every planning 
area.

15.8 SElf-ASSESSMEnT
•	 Explain the importance of protection planning.
•	 Discuss the various financial risks to which 

South African households are exposed, as well as 
possible measures that can be taken against these 
risks.

•	 Explain medical insurance.
•	 Motivate the importance of business insurance.
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After studying this chapter, you will be able to:
•	 Realise the importance of healthcare planning 

early in your life
•	 Recognise health planning as the best long-

term investment
•	 Identify medical costs
•	 Identify methods and products to provide for 

medical expenses

•	 Differentiate between medical schemes and 
medical insurance

•	 Identify alternative methods of healthcare
•	 Explain the relationship between healthcare 

and retirement.

lEArninG ouTcoMES

My friend Moses was fit and had completed the 
Comrades marathon for the tenth time. He had 
just turned 33 when a specialist told him that 
he had only three months to live. He could not 
believe his fate, not knowing that his life was 
going to make a totally negative turn—a turn for 
the worste. He could never have been prepared for 
what happened next. Moses had to go to a private 
hospital for treatment. He almost fainted when the 
doctor asked him how he was going to pay for it.

He had never accepted the fact that a medical 
aid fund is a must for everybody, not just for the 
sick and the old. He used to laugh at unfit and ill 
people. He had never been sick or had to stay in 
hospital before.

Needless to say, he had to sell his townhouse, his 
unit trusts, his shares and his timeshare. Today, 
six years later, he is still alive and living with his 
parents.

cASE STudy

16.1 inTroducTion
Our health is probably our greatest asset. How long 
we are going to live, and, most important of all, the 
quality of life we are going to enjoy, depend on our 
health. If you were given the choice of living until the 
age of 70 years without any serious health problems, 
or until the age of 80, but with your last 20 years 
dogged by ill health and pain, you would probably 
choose the former.

Most people neglect their health while they are 
young, with the result that the quality of their lives 
after retirement leaves much to be desired. Your 

health is surely important enough to warrant doing 
everything in your power to protect and safeguard 
it. This does not imply that you have total control 
over your life and health. It is true, however, that you 
can arrange your affairs throughout your life so that 
your health does not suffer.

Africanisation

Maria came from a rural area in Zimbabwe. She 
ended up in Hillbrow Johannesburg with her five 
children, with no income or registration permit. 
Three of her children need healthcare. She sat in 
the entrance of the government hospital, waiting 
for attention from a nurse or doctor to assist with 
some medicine for her coughing children. She was 
not alone. Hundreds of unknown people were also 
waiting. It looked like the long queues waiting for 
food in Zimbabwe.

A friend told her that a man from the mountain 
clan in Zimbabwe wanted to marry her and had 
talked to (negotiated with) her father about the 
lobola amount—her father wanted cattle and they 
had already agreed on the number.

Her family-in-law-to-be includes a number of 
traditional healers. One of the wise men healed one 
of her sons in 2014 and the youngest girl in 2015.

We all want to protect our assets, as indeed we 
should, and what could be more precious than our 
health? As with our other assets, we have to plan 
how to protect this asset over the long-term, and 
healthcare planning is what this chapter is about.
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we live longer
The life expectancy of babies who will use the 
newest medical products (such as stem cells) is 
about 120 years. New financial products are already 
being planned to serve people who live longer. This 
sounds incredible, but think about the fact that in 
the 1900s, people’s life expectancy increased from 
23 to 83 years.

Healthcare planning is not free and has to be 
included in a household budget (for example, the 
costs involved in recreational activities, an exercise 
bicycle, a policy, a medical aid scheme). Health plan-
ning affects other areas of planning, such as estate 
planning and retirement planning. Someone who is 
permanently ill will not be capable of building up 
a large estate, since a sick person cannot work to 
his full potential. Retirement planning will not be 
of much use if all you have to look forward to is ill 
health and pain.

Jordaan (2015:51) points out that:
•	 ‘One needs to have the right priorities and 

balance in life’. 
•	 ‘If our health fails us, everything else would be 

in vain’.
•	 ‘We should preserve our health’.
•	 ‘It is much easier to stay healthy by proactively 

preserving your health, than it is to have ill health 
treated’.

•	 We ‘take our health for granted’.
•	 Your ‘health is significantly influenced by the life-

style you adopt and by the preventative measures 
you take, or neglect to take’.

Unfortunately, most people do not realise the bene-
fits of good health before it is too late. We tend to 
think that an accident or a disease (especially a dread 
disease) will never happen to us. However, this is a 
mistake, since these things do happen to millions of 
people. Tables are available that set out life expec-
tancy based on the following:
•	 Age
•	 Gender
•	 Career
•	 Hobbies
•	 Family history
•	 Medical history
•	 Eating and drinking habits
•	 Fitness 
•	 Many other factors.

In Table 16.1, Boone and Kurtz (1989:646) illustrate 
the many factors that have an impact on our life 
expectancy. Health planning covers a much larger 
area than is generally thought. It is possible to assess 
how your health is affected by certain factors and 
to calculate more or less how long you are likely to 
live, taking into consideration certain factors. Swart 
(1990/2000: 1) proposed the usage of life expectancy 
tables to determine:
•	 The possible period for which provision for 

retirement must be made
•	 Income and capital needs at retirement
•	 Possible types of investment (linked to income 

and capital needs until retirement) to provide 
for financial independence after retirement until 
death.

16.2 ThE BEST invESTMEnT
Many personal financial advisers have been faced 
with trying to explain to clients which specific 
investments are the best at which time. This is never 
a simple task, and advice varies according to the 
current political and economic situation. However, 
one investment has proved itself through the ages, 
and the growth or return rate of this investment is 
not influenced by the economy, politics, inflation, 
personal tax rate, the size of your estate or the value 
of the rand. Yet this type of investment influences 
your productivity, career, estate, and especially 
retirement. Yes, there is such an investment 
instrument – your health!

Unfortunately people accept their health as a 
given, and do not realise that each person has been 
issued with only one set of health conditions. This 
determines not only how long you are going to live 
but, more importantly, the quality of life you are 
going to enjoy. Individuals need to order their affairs 
throughout their lives so as to make sure that their 
health does not suffer. Your lifestyle has to support 
a good quality of life until after retirement. We may 
therefore speak of health planning, because indi-
viduals need to make different plans to protect their 
health in the long term (70 to 100 years). Estate 
planning and retirement planning are largely influ-
enced by healthcare planning.
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Table 16.1: Life expectancy table

Start with number 72 
Personal facts

72

If you are male, subtract 3.

If you are female, add 4.

If you live in an urban area with a 
population over 2 million, subtract 2.

If you live in a town of under 10 000 or 
on a farm, add 2.

If any grandparents lived to 85, add 2.

If all four grandparents lived to 80, add 6.

If either parent died of a stroke or heart 
attack before the age of 50, subtract 4.

If any parent, brother or sister under 50 
has (or had) cancer or a heart condition, 
or has had diabetes since childhood, 
subtract 3.

Do you earn over R500 000 a year? 
Subtract 2.

If you are 65 or over and still working, 
add 3.

If you live with a spouse or friend, add

5. If not, subtract 1 for every 10 years 
alone since age 25.

lifestyle status

If you work behind a desk, subtract 3.

If your work requires regular, heavy 
physical labour, add 3.

If you exercise strenuously (tennis, 
running, swimming, etc.) five times a 
week for at least half an hour, add 4. Two 
or three times a week, add 2.

Do you sleep more than 10 hours each 
night? Subtract 4.

Are you intense, aggressive, easily 
angered? Subtract 3.

Are you easygoing and relaxed? Add 3.

Are you happy? Add 1. Unhappy? 
Subtract 2. 

➟

Have you had a speeding ticket in the 
past year? Subtract 1.

Do you smoke more than two packs a 
day? Subtract 8. One or two packs?

Subtract 6. One-half to one? Subtract 3.

Are you overweight by 25kg or more? 
Subtract 8. By 15 to 25kg? Subtract 4. By 
5kg to 15kg? Subtract 2.

If you are a man over 40 and have annual 
check-ups, add 2.

If you are a woman and see a 
gynaecologist once a year, add 2.

running total

Age adjustment

If you are between 30 and 40, add 2.

If you are between 40 and 50, add 3.

If you are between 50 and 70, add 4.

If you are over 70, add 5.

Add up your score to get your life 
expectancy.

(Source: Boone & Kurtz 1989: 646)

An ill person is far less productive than one who 
is in good health. For people who believe that 
wealth and promotion do not come by themselves, 
this is obvious. Sick persons’ planning is regularly 
interrupted by some or other condition, and their 
use of time is far poorer; they can also not become 
involved in challenging and exhausting work. To a 
large extent a career is influenced by this, especially 
in the long-term.

Estate planning consists mainly of acquiring 
assets, protecting them and passing them on to your 
heirs or other legal entity after your death. Because 
of  being poorer and doing less work, a sick person 
cannot acquire as many assets. Fewer additional 
investments are consequently made with a view to 
retirement.

The size of a sick person’s estate is determined 
after his death. A sick person’s estate will be smaller 
than that of a healthy person’s, due to a smaller 
income to finance the acquisition of assets. Some 
people who do try to accumulate a sizeable estate, 
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despite suffering from a particular condition, are 
often stopped in their tracks by a stroke, heart attack 
or early death.

A person’s retirement, and especially its quality 
(in pain or not), is mainly influenced by his health 
and early planning in this regard.

Many factors influence your health. You should 
identify these factors and ensure that your health is 
positively influenced by them. It usually requires an 
adaptation to your lifestyle to prevent deteriorating 
health. Factors which may influence your health are, 
among others: history, exercise, smoking, drinking, 
stress, depression, religion and gender.

Stress is probably the most common ‘illness’ 
of our times. Only a few individuals do not suffer 
from it in one way or another, or at some time. It 
is really about too much tension, which means the 
body starts to suffer. Individuals become over-tired, 
pessimistic, depressed, sleepless, unfriendly, unpro-
ductive, fearful and frustrated, and can no longer 
keep up with all the demands of their environment.

Among others, the following factors cause stress:
•	 The present and/or potential political situation of 

a country
•	 Your own financial matters
•	 Relationships with other individuals or family 

members
•	 Tension within a household
•	 Job security
•	 Unemployment
•	 Your future as a worker in or citizen of a country
•	 Your children’s future
•	 Pressure from an employer
•	 Political pressure
•	 Pressure from trade unions
•	 The pressure of competing with other employees 

(of the same employer)
•	 Tax pressure
•	 Inflation (constantly rising prices)
•	 An illness.

The following danger signs may warn an individual 
to give more attention to his or her level of stress:
•	 Organic reactions (stomach ulcer, spastic colon, 

heart attack)
•	 Psychological reactions (sleep disorders, heart 

palpitations)
•	 Emotional reactions (a feeling of helplessness, 

guilt feelings, a feeling of being ‘in jail’)

•	 Cognitive reactions (memory loss, remembering 
stressful past events)

•	 Behavioural patterns (impulsiveness, smoking 
too much, drinking too much coffee, driving too 
fast, moodiness).

You should relax as much as possible. This changes 
your thought patterns and reduces the stress level. 
Creative work also helps. People often experience 
psychosomatic illness because of bitterness about a 
traumatic experience in their lives. The symptoms 
of such illnesses are, among others, head and chest 
pains.

Healthcare planning may be one of the most 
important planning areas in an individual’s personal 
financial planning process. Unfortunately, this is 
exactly what is neglected most often. People do not 
realise that there can be no contented retirement, 
including financial independence, if there is no early 
and efficient healthcare planning.

Each individual must therefore identify the 
factors that will have an influence on their health 
now and in the future. People who neglect health 
planning or who do not make the required finan-
cial provision, are at far greater risk. This risk has 
nothing to do with any financial return, but rather 
with financial loss. Health planning is a must for 
any individual who is involved in personal financial 
planning.

wellness
Jordaan (2015:75) emphasises the importance 
of adopting this new trend in caring for your 
life, your health and your wealth. The result is 
a more meaningful life consisting of happiness 
and fulfilment. According to Jordaan the wellness 
industry and approach help people to live in a way 
that preserves their health. They feel good about 
themselves and about life in general. Both physical 
and mental health should be managed proactively 
(Jordaan 2015:77).

A mental disease—bipolar disorder
The following people had mental illnesses: Abraham 
Lincoln; Beethoven; Vincent van Gogh; Winston 
Churchill; and many more.

According to the Depression and Anxiety 
Support group (2007:2), bipolar disorder is ‘more 
than just a simple mood swing. You experience a 
sudden dramatic shift in the extremes of emotions’ 
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and your moods swing between being extremely 
happy (ecstatic) and experiencing severe depression. 
The result is that ‘your good judgement and caution 
have vanished’. 

Symptoms are strange behaviour that is out of 
proportion, for example: you start buying everything 
imaginable without knowing the outcome of your 
debt spree; you buy something you cannot afford; 
you run on the freeway and try to tackle every tenth 
car, and so on. Men tend to have more ecstatic feel-
ings and women more depressive episodes.

South Africa has about 600 000 people with 
bipolar disorder. The only solution is medical treat-
ment on a constant/chronic basis throughout such 
a person’s life. Consult a mental health professional 
for counselling and treatment. Use medicine on a 
daily basis. The entire family/household should be 
involved in your situation and treatment.

Such a person needs an entire group of supporters 
consisting of:
•	 A psychiatrist
•	 A spouse
•	 An attorney
•	 An auditor
•	 And most importantly a social worker.

Possible solutions: A practical example of possible 
solutions for people with bipolar disorder: personal 
financial planning for bipolar disorder.

The most personal problems are the most general 
problems’, for example no planning and manage-
ment, overspending, and not, being in control. Here 
are some practical hints to prevent such a person 
from becoming his/her family’s greatest enemy:
•	 Use only a debit card, not a credit card.
•	 Buy property in the name of a trust (and appoint 

your accountant and spouse as trustees to approve 
your spending of trust money) or your spouse as 
well (both have to sign documents and loans and 
re-advances). This will protect your property and 
family’s inheritances. 

•	 Arrange with the bank that you can only get 
an overdraft after written consent by your 
accountant and social worker.

•	 No loans, bonds, without the written consent of 
your accountant and spouse.

•	 If you get married, marry out of community of 
property with exclusion of the accrual system—
you cannot be allowed to sequestrate your family 

by means of too much debt and/or loans/finan-
cial indiscretions.

•	 If married otherwise, get a divorce and remarry 
out of community of property with the exclusion 
of the accrual system.

•	 If blacklisted, start paying creditors and get a 
letter of full payment from each of them—these 
will be send to the credit bureau where you were 
blacklisted.

•	 Invest for capital growth to cover retirement and 
future medical needs

•	 Invest your retirement package in such a way that 
you receive income from an annuity. This will 
prevent you from squandering the money when 
you receive it in the form of a lump sum.

•	 If you need to join a retirement fund in 2016, 
choose a pension fund and not a provident 
fund—you will not be able to squander your 
entire pension, because you will receive monthly 
pension amounts after retirement.

•	 Open an account at a bank for emergency 
purposes, to be used with the written consent of 
your accountant and social worker.

•	 The National Credit Act (National Credit 
Regulator) will supply you with a debt repayment 
mediator in the case of non-payment on your 
behalf.

Some requests to the government
•	 I suggest that all people with similar mental 

disorders should be listed at banks, insurance 
companies, the Credit Regulator, all Ombudsmen, 
all adjudicators, SARS, the Estate Agency Affairs 
Board, the Financial Services Board, the Master 
of the High Court, and applicable national organ-
isations. In order to protect the individual, their 
family and the public against unsound financial 
actions by people with psychological disorders.

•	 Whenever they apply for a loan, a bond or credit, 
they should be evaluated by a medical examiner/
social worker. They should also have a letter of 
understanding/consent from their spouse and 
accountant.

•	 All attorneys should have a list of names and be 
aware of possible ‘new business ventures’ and 
other contracts by people with medical disorders.

•	 The same applies for SARS and the registration of 
a new business.
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•	 All people with family with disorders should 
make a personal financial list of possible risks 
attached to extreme behaviour by them.

•	 Thereafter a list of possible financial protection 
should be made next to each risk item in order 
to protect oneself, family, the public and the busi-
ness community.

•	 Convey the message of all the possible risks 
and possible precautions to all applicable family 
members as well as the ‘group of protectors’.

16.3 ThE nATurE And iMPorTAncE 
 of MEdicAl coSTS
The annual rise of medical costs exceeds the rate 
at which other consumer goods rise. In other 
words, contributions towards medical costs and/
or a medical aid fund are steadily increasing. It is 
generally accepted that medical expenses are the fifth 
largest item in the average household budget. More 
important expenses (in terms of monetary value) are 
usually food, housing, clothing and transport.

Furthermore, medical costs are unpredictable. 
A person can be healthy one moment and sick, dis- 
abled or dead the next. Although medical costs (such 
as contributions to a medical aid fund) form part of 
a household budget, it is impossible to budget for 
unforeseen events such as death, a dread disease or 
occupational disability. An unexpected heart bypass 
operation could cost more than R250 000. If you do 
not have cover for such an operation, you will have 
to sell some of your assets. You could even face liqui-
dation as a result of not being able to pay medical 
costs of one kind or another (eg, for an operation or 
prolonged illness).

Most people take out medical and/or disability 
insurance to make provision for unforeseen medical 
expenses. A person could lose his source of income 
as a result of illness or occupational disability. A 
household could suffer a great financial loss (an irre-
coverable loss) if the breadwinner loses his income.

So-called dread diseases, such as AIDS, are 
causing medical costs to rise and will continue to 
do so in future. This means that healthy people 
have to pay to help cover sick people’s medical costs. 
Tax money will also have to be used to fight these 
diseases. Medical care is becoming more and more 
expensive, as is medical equipment. Medical costs 
are constantly rising as a result of the following:

•	 A growing demand for medical services
•	 Population growth
•	 Rising per capita income
•	 Medical research
•	 Higher educational levels
•	 Growing awareness of medical services available
•	 Longer life expectancy (more ‘old’ people in the 

population).

It should be clear at this point that those who neglect 
to do health planning, and make the necessary finan-
cial provision, are running a great financial risk. 
Unlike certain investments, this kind of risk is not 
associated with some kind of financial return. On 
the contrary, if you do not protect yourself against 
this risk, you could face financial disaster. Health 
planning is therefore an essential part of everybody’s 
personal financial planning.

Many people are in the dark about exactly what 
it means to belong to a medical aid fund or to have 
medical insurance. They do not know which medical 
costs and which treatments are covered, or to what 
benefits their dependants are entitled.

As medical costs are constantly increasing and 
medical aid funds become increasingly exhausted 
financially, it is clear that health planning, as part of 
personal financial planning, is becoming more and 
more important. This is also because of the influence 
of health planning on investment and retirement 
planning, in particular. It is essential that individuals 
and households reconsider their medical product 
requirements (be it a medical aid fund or medical 
insurance). These requirements should be compared 
with the existing provision, in order to determine 
the shortage of medical provision.

Of course, such additional medical cover can 
be taken only if it can be accommodated into the 
household budget. In the discussion of protection 
planning (Chapter 15), some methods for cutting 
medical costs are pointed out. Here are some more 
hints:
•	 Do not see the doctor for every minor complaint.
•	 Do not rely on medication to keep you healthy if 

a change in lifestyle could do the same at no cost.
•	 Find information about medical matters on the 

Internet.
•	 Carefully check your medical and hospital 

accounts and ensure that you have received what 
you have paid for.
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•	 Do not stay in a hospital unnecessarily (and 
expensively); rather sleep in your own bed if your 
condition permits it.

According to Barry (2016:1–5), the rising cost of 
medical care (medical inflation) is much higher than 
the contributions to medical schemes. Medical infla-
tion is the result of increases in the cost of: 
•	 Doctors and specialists
•	 New medical technologies
•	 A population that is living longer
•	 An increased demand for medical care, products 

and services.

It is expected that medical costs will keep on rising 
in future, owing to the following factors:
•	 The large number of medical claims due to AIDS 

and AIDS-related illnesses.
•	 The large number of older patients who may now 

join funds in terms of the new Medical Schemes 
Act.

•	 The small contribution being made to private 
medical aid funds by a small number of young 
people.

•	 The many people who no longer wish to make 
use of public healthcare, due to poor service and 
conditions.

We all have medical expenses at some stage of our 
lives. Medical expenses are unavoidable. These costs 
occur at times of birth, death, accident, sickness, 
operations, dental treatment, eye treatments and use 
of specialists, to mention only a few.

The extent of these costs will depend on the 
following:
•	 Age
•	 The type of medical condition (from flu to 

terminal cancer)
•	 The duration of the condition
•	 Whether the condition requires an operation
•	 Whether the person belongs to a medical aid 

fund
•	 Whether it is a ‘deathbed operation’ (which is tax-

deductible) or another kind of operation
•	 Whether the person possesses a hospital policy
•	 The person’s income level (the poor cannot pay 

and are subsidised).

An interesting court case about medical 
schemes and the law
Du Preez (2016:1) discusses the following case 
between a mother (on behalf of her child) and her 
medical fund:
•	 The mother had to downscale her home in order 

to pay for ‘her daughter’s medical bills that her 
medical scheme failed to pay’.

•	 ‘It highlighted the failure of the law to provide 
members with clarity on the prescribed minimum 
benefits (PMBs) to which they are entitled and 
the schemes’ liability for these benefits’.

•	 The complaint process has several shortcomings 
as well.

•	 Unresolved complaints must be directed to the 
Council for Medical Schemes.

•	 Most of the complaints the Council receives are 
about PMB’s

•	 There seems to be a long delay in the complaint 
resolution process

•	 There seems to be an ignorance of rights related 
to PMB’s

•	 The nature of the PMBs is also questioned
•	 In the case of mental disorders the PMBs include 

a list of 26 codes for suicide, but only a few codes 
for mental illnesses/conditions

•	 The case and other cases continue.

Medical costs are rising at a faster rate than the 
current rate of inflation. On the other hand, incomes 
(salaries) are increasing at a slower rate than the 
rate of inflation. Consequently, medical costs are a 
problem. Medical inflation means that health plan-
ning is absolutely essential. This is the only way 
these costs can be accommodated.

Although medical costs differ from person to 
person, the following are common:
•	 Loss of income (an accident or medical condition 

could result in occupational disability and the 
loss of both income and job)

•	 Medical consultations (visits and injections)
•	 Surgery
•	 Hospitalisation (accommodation in general 

wards, intensive care units, theatre, medicine, 
physiotherapy, anaesthetist)

•	 Maternity costs (general practitioner, obstetri-
cian, hospital ante- and postnatal classes)

•	 Special costs (radiologists, blood transfusions, 
dieticians, clinical psychologists)
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•	 Dental treatment
•	 Medicine
•	 Eye treatment (consultation with ophthalmolo-

gist or optician, purchasing spectacles or contact 
lenses)

•	 Private nursing (prescribed by doctor and offered 
by registered nurse)

•	 Transplants (hip, knee-cap, arteries)
•	 Orthopaedic aids (cervical collar, wheelchair, 

hearing aid, crutches, orthopaedic shoes or leg 
supports)

•	 Homeopaths (registered) and others
•	 Ambulance services
•	 Cardiac pacemakers
•	 Funeral costs.

It is essential to try to reduce the risk of such cost 
items by means of effective health planning. This can 
be done by making the necessary financial provision 
(which will be discussed briefly in the following 
section). Laurie (1991:28) suggests the following to 
keep medical costs as low as possible (particularly 
where people do not have any or sufficient provi-
sion):
•	 Consult a pharmacist instead of a doctor if the 

medical condition does not appear to be serious.
•	 Choose a doctor who charges reasonable ‘scale of 

benefits’ tariffs.
•	 Ask your doctor or pharmacist to suggest cheaper 

medicines (generic medicines).
•	 Go to a cheaper hospital.

does healthcare need more competition?
Mokoena (2016:1–2) lists a few interesting points in 
this regard:
•	 Competition reduces the prices of drugs used to 

treat HIV/AIDS patients
•	 Competition led to discounts offered to previ-

ously disadvantaged people who could not afford 
dental care

•	 ‘We’re talking about health—the most basic 
of human needs, without which you just can’t 
engage your world optimally. And we’re talking 
about money—that five-letter word that I’m told 
makes the world go round. Combine the two and 
you have an explosive situation in which just 
about everyone has a stake’

•	 Very few medical practitioners would remain ‘if 
the profit incentive was taken away’

•	 Mokoena believes ‘that both prices and service 
standards in healthcare should be regulated’.

Laurie (1991) also discusses the care of very old 
or terminally ill patients. Excessive medical costs 
are frequently incurred, which do not help these 
patients at all. Such expenses should be avoided 
where possible. For more information on ‘a living 
will’ consult Chapter 10 (estate planning).

16.3.1 Medical tariffs
According to the Medical Association of South 
Africa (MASA) a doctor should receive an amount 
of Rx for each 15 minutes of an examination. An 
hour in a consulting room will therefore cost R4x. 
Medical aid funds currently want to pay only Ry, 
so the patient has to pay the difference, unless 
additional medical provision has been made for this.

A patient pays for each specific treatment by a 
dentist, for example:
•	 Dental hygiene
•	 Fluoride treatment
•	 Fillings.

Where doctors are paid for the type of service 
offered, dentists are paid for specific procedures.

In Figure 16.1, Gore (1997:24) points out the 
rising medical costs in a ten-year period. It should 
be quite clear that you need to make provision for 
medical costs (inflation) in time by topping up 
a medical aid fund with additional cover and a 
hospital policy (long-term). It would be fatal to wait 
until retirement before making medical provision, or 
before having to pay for a serious operation at great 
medical cost.

16.3.2 Private versus public hospitals
In a survey about private and public hospitals by 
Finance Week (2000:2), the following came to light:
•	 Tariffs of private hospitals are much higher than 

those for public hospitals regarding: cost per day 
in wards; intensive care wards.

•	 The payment of a deposit and the settlement of 
the account are only applicable to private hospi-
tals.

•	 Not all pensioners can afford private hospitals.
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•	 People from overseas come to South Africa for 
‘cheap’ private hospitals (based on the cost of the 
rand).

•	 Ambulance services of private hospitals (contrary 
to those of public hospitals) are well equipped, 
staffed and maintained. The response time is also 
much faster. (People die because of the latter in 
the case of public hospitals.)

Kamaldien (2016:2) explains that private hospitals 
are being run like hotels, according to Minister 
Motsoaledi, because:
•	 They are so highly profit driven
•	 Of the rising costs in the private health sector
•	 Despite very high monthly fund premiums, you 

run out of funds during the year
•	 Of additional costs to make use of an ambulance
•	 They charge so much that patients are being 

transferred to public hospitals
•	 They employed 80% of the country’s specialists 

for 16% of the patients
•	 The public health sector is left with 20% of the 

specialists to service 84% of the patients
•	 The private and public sectors have ‘completely 

different ideas about health care’.

Pillay in Kamaldien (2016:2) echoed the latter, 
saying:
•	 Some private hospitals are listed on the JSE
•	 Profit is more important than patients
•	 The cost in our private hospitals for certain 

procedures are higher than the cost in other 
developed countries

•	 Brokers need to be cut out to save on costs
•	 Fees increased 800% between 2000 and 2005. 

16.4 nEw hEAlThcArE lEGiSlATion
The most recent Medical Schemes Act 131 of 1998 
came into operation on 1 January 2000. This has 
changed the medical industry considerably and has 
relieved the pressure on public healthcare with its 
limited resources. On the other hand, more pressure 
has been placed on individuals to make use of private 
healthcare. Perhaps the greatest single influence 
on the medical industry has been the admission of 
AIDS sufferers to medical aid funds, as well as older 
people who could not belong to a medical aid fund 
before. In future, funds may not discriminate against 

people on the grounds of health or age. This means 
that healthy working people will be subsidising 
others who do not (or cannot) contribute to the 
fund, and this will mean an increase in premiums.

In addition, medical aid funds must now keep in 
reserve 25% of the annual premiums they receive. 
This protects members of the fund against the possi-
bility of the fund going under financially resulting in 
members losing their benefits.

Many factors gave rise to the new legislation:
•	 Unnecessary/superfluous services being offered 

by doctors in order to increase their income
•	 Medical funds being in financial crisis, some-

times as a result of poor management
•	 Misuse of fund benefits by members who also 

insist on the best care
•	 The heavy financial burden carried by the public 

health sector, because younger people do not join 
medical aid funds and mainly make use of the 
former

•	 The large numbers of unemployed persons who 
previously belonged to a medical aid fund but no 
longer contribute

•	 Emigration causing a reduction in the medical 
fund contributions

•	 Medical aid funds encouraging members to 
become or stay healthy.

The Medical Schemes Act can briefly be summed up 
as follows:
•	 No person may be prohibited from becoming a 

member of a medical aid fund on the grounds 
of medical condition or age (however, certain 
provisos are applied to some medical conditions).

•	 As a member of the fund, the person is required 
to pay premiums.

•	 Someone with his own business may join any 
open fund in the medical industry.

•	 An employee who is not forced to belong to his 
employer’s medical aid fund may join any other 
medical aid fund in the market (open fund).

•	 An individual’s medical fund premium is deter-
mined by income and/or number of dependants.

•	 In terms of the income rating, all ages with the 
same income pay the same premium.

•	 In terms of the dependants rating, all persons 
with the same number of dependants pay the 
same premium.
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•	 Medical aid schemes must offer all members a 
specific minimum coverage.

•	 There are certain penalties for persons who join 
a medical aid fund at a late stage (after the age of 
30 years).

•	 In the case of divorce, the spouse not working for 
the employer concerned still remains a member 
of the fund (by continuing to pay the premiums 
of a closed fund).

•	 A medical scheme must also retain a reserve of 
25% of members’ annual premiums.

•	 Members who retire from employment may 
remain members of their funds.

•	 The spouse of a deceased member of a fund may 
remain with the fund, subject to certain condi-
tions.

AVERAGE MEDICAL SCHEME CONTRIBUTIONS AS A % OF SALARY
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figure 16.1: Rising medical scheme costs
(Source: Gore 1997: 24)

The National Health Insurance Scheme (NHIS)
On 8 September 2009 the Minister of Health signed 
a notice that appeared in the Government Gazette on 
1 September 2009, establishing the National Health 
Insurance Advisory Committee. The Committee is 
required to advise the Minister on: the development 
of the policy; the drafting of the necessary legislation: 
and the development of an implementation plan 
to introduce the NHIS. It will be phased in over a 
14-year period in our country. The NHIS will ensure 
that everyone has access to appropriate, efficient and 
quality health services. Speculation about the form 
of the NHIS is mounting. Until we have an official 
document outlining government’s national health 
proposals we remain in the dark. The goal of the 
NHIS is to transform the current health system. The 

proposed NHIS solutions introduced uncertainty 
about the future of medical schemes in South Africa.

Health Minister Motsoaledi called in Pretoria 
News (2016:4) for a single National Medical Fund. 
He is in favour of a system serving the needs of all 
the people of South Africa. The emphasis should be 
on primary health care—meaning ‘the promotion of 
health and the prevention of diseases’. 

Hospital groups said the regulation of the health 
sector should be the last resort and opted for a part-
nership between the private and public sectors. 

The lack of any management skills of the public 
health care seems to be the problem. Unfortunately 
government does not allow well-run profitable busi-
nesses and institutions if they are not in control. 
Many specialists say they will leave the country 
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before the entire health sector collapse, similar to 
the economy of our country. This will happen in the 
near future. 

Motsoaledi also refers to the division of the 
expenditure of R84.7 billion in 2012. Private hospi-
tals spent R30.8 billion and R11.6 billion went to 
non-health care services.

According to millions of South Africans (2016), 
irrespective of how much is allocated to public 
hospitals, the application of funds (taxpayers’ 
money), mismanagement, corruption, no account-
ability, conflict of interest, the payment of all types 
of consultants, and strikes instead of service delivery, 
or strikes because of no service delivery, will still be 
the everlasting problem. 

The profit motive and listing on the JSE are not 
the real problems—at this stage in 2016, the latter 
is general knowledge for financially literate people.

The application/management of funds is the 
problem, not only the collection of money by SARS. 
It should be managed on a 50/50 basis. The same 
effort and accuracy and administration should 
accompany both. Financial management is about 
the acquisition and the application of funds. Both 
should be managed by real professional, trained and 
educated financial managers – without a self-serving 
and political agenda.

Hospitals will attract more funds, specialists and 
patients, and will be able to provide proper basic 
health services, whenever proper management skills, 
ethical responsibility and work ethics are being 
transferred to those working there, irrespective of 
their positions.

In the absence of people/employees who are able 
and willing to manage and/or supervise with the 
required integrity, the existence of all sectors of the 
economy are doomed over the long-term, including 
the health sector.

16.5 ProviSion for MEdicAl 
 ExPEnSES
Considering the many uncertainties surrounding 
our health and the medical expenses that may arise 
in the future, it is clear that financial provision is 
essential. It is extremely risky not to make provision 
for medical expenses, for the following reasons:
•	 Medical and health expenses crop up constantly

•	 The possibility of an unexpected accident or 
operation exists, which could destroy you finan-
cially.

Of course, you could provide for medical expenses 
in various ways, for example, by making use of an 
existing investment. However, this is the wrong way, 
because you can transfer these risks to a medical aid 
fund and/or an insurance company. Furthermore, 
investments should be used for short-, medium- and 
long-term goals (eg retirement planning).

The financially correct method to provide for 
medical expenses is:
•	 A medical aid fund
•	 Top-up medical coverage (from an insurance 

company)
•	 A hospital plan (short- and/or long-term).

In the discussion below, each of the above-mentioned 
methods is assessed as a means of providing for 
mainly three groups of expenses:
•	 Small daily expenses (seeing a doctor for flu)
•	 Larger daily expenses (for cancer or AIDS)
•	 Large medical expenses (surgery).

16.6 MEdicAl SchEMES
Not all medical aid funds are financially sound, and 
many have insuperable financial problems. There are 
many reasons for this, including:
•	 Poor management
•	 Too many medical claims (for many reasons)
•	 Doctors ‘loading’ medical prescriptions unneces-

sarily.

It is important to belong to a medical aid fund that 
will survive in the long term. If you belong to a 
medical aid fund that is suffering from insuperable 
financial problems, you will be held personally liable 
for all medical costs (accounts) by the suppliers of 
medical services (doctors, dentists, and so on). You 
will, furthermore, have to pay for expensive surgery 
yourself, and this will have serious negative financial 
implications.

Barry (2016:1–5) discusses some interesting 
points related to the costs and return (income) of 
medical funds:
•	 Medical schemes are allowed to invest 40% of 

their assets in equities and 10% in property
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•	 In 2014, the ten largest open and restricted 
schemes only invest: open schemes—15.4% in 
equities and 50.9% in cash or cash equivalents; 
restricted schemes—17.5% in equities and 53% 
in cash or cash equivalents

•	 The result is a heavy reliance on income from 
member contributions

•	 They should invest more in equity and property 
and earn higher returns, thus earning more non-
member income

•	 Investments are too conservative and provides a 
low return to the schemes

•	 Even schemes ‘with relatively high solvency ratios 
invest too conservatively’

•	 ‘Solvency is the percentage of annual gross 
contribution income that the medical scheme has 
in reserve.’

You could argue that you should simply be able 
to join a new fund immediately. Even if this were 
possible, there are waiting periods within which 
funds will not pay your medical claims.

16.6.1 how to evaluate a fund
It is not so easy for the layperson to evaluate a medical 
aid fund’s future financial position. You can get help 
in this regard by looking at, for example, the credit 
rating that Duff and Phelps give specific funds. This 
credit rating refers to the financial creditworthiness 
of a particular fund. If you can get hold of the list of 
the most recent credit ratings, you should choose a 
fund with an acceptable rating. Over and above this 
rating, you must also look at the fund that offers you 
the most suitable benefits for a specific premium 
(which you can afford).

The different credit ratings are:
•	 AAA (highest claims paying ability)
•	 AA (very high claims paying ability)
•	 A (high claims paying ability)
•	 BBB (acceptable claims paying ability)
•	 BB (risky claims paying ability)
•	 CCC (the scheme is likely to face liquidation).

Different funds
There will always be a few people who think they 
can establish their own medical aid fund at home, 

for example by investing money against the day 
when they will need to pay medical costs. As in the 
case of short-term insurance, self-insurance in this 
case is very risky personal financial planning. Avoid 
it at all times and join a legally registered medical 
aid fund.

Medical aid funds are provided mainly by:

Medical schemes
•	 Traditional schemes (employer schemes)
•	 New generation schemes (which divide medical 

costs to create a separate savings account for 
members)

•	 Any medical scheme and top-up cover (from an 
insurance company).

Insurance companies
•	 Private schemes (including both new generation 

schemes and health insurance)
•	 Private schemes and top-up cover (for medical 

shortfalls).

You will remember that during our discussion of 
protection planning in Chapter 15, we referred to 
‘closed’ and ‘open’ schemes. In the case of a ‘closed’ 
scheme, membership is compulsory, and employers 
subsidise their employees’ contributions. Only the 
employees may therefore belong to the employer’s 
medical aid fund.

In the case of ‘open’ schemes, any person may 
belong. The premiums paid by members of the fund 
are higher, because they are not subsidised by an 
employer (unless your employer pays you a medical 
allowance). People who work for themselves will, of 
necessity, join an ‘open scheme’ at the higher (non- 
subsidised) cost. 

There have also been references to doctors who 
are contracted in or contracted out of medical 
schemes. Where a doctor is contracted in, you pay 
SAMA (South African Medical Association) and 
BHF (Board of Healthcare Funders) medical rates. 
If a doctor is contracted out, you will pay a higher 
tariff. SAMA determines doctors’ medical tariffs, 
while BHF determines a SOB (scale of benefits) 
tariff for the industry. This tariff is lower than that 
of SAMA.

Personal Finance Management 5e.indb   548 12/12/2016   2:50:35 PM



549Chapter 16 Healthcare planning

Table 16.2: Traditional medical aid funds versus managed care

TrAdiTionAl MEdicAl fund MAnAGEd cArE

You can choose any doctor

No financial relationship between all/any parties

No strict cost control

No balancing of cost and quality of service

Incentives to doctors to supply more services than 
necessary

Medical scheme carries all the risk

Incentives to fund members to misuse medical 
benefits (visits to doctors, claims, etc.)

No reward for members

No protection for long-term existence of scheme

Members get all the treatment they want

You choose from a group of doctors

A financial relationship between all parties

Strict cost control

Balancing of cost and quality of service

Incentives to supply just the required services

Medical service providers (doctors) carry the risk

Incentives to fund members to use benefits in a 
just manner (own savings account, no unnecessary 
doctor visits/claims)

Reward for members

Protection for scheme’s long-term existence

Members get only the treatment they need

16.6.2 Managed care
Managed care refers to the purposeful management 
of the activities of all parties concerned with medical 
aid funds, in order to:
•	 Control the costs of medical expenses
•	 Ensure quality service.

It sounds as if medical aid funds should have done 
this from the very beginning, but unfortunately it is 
not that easy. Table 16.2 compares the management 
style of traditional medical aid funds and managed 
care.

16.7 MEdicAl inSurAncE
Someone belonging to a medical aid fund may take 
out additional medical cover in the form of medical 
insurance products. Medical insurance can be used 
as an extra to supplement a medical aid fund in 
order to:
•	 Cover a specific medical condition (an operation 

or organ transplant for which a specific amount, 
for example R200 000, will have to be paid) by 
taking out long-term medical insurance (top-up 
cover) or a long-term hospital plan or

•	 Cover a particular daily cost (for example, a 
three-day stay in hospital, in which case a daily 
amount of Rx is paid out) by taking out short- 
term medical insurance or a short-term hospital 
plan.

There are both long-term and short-term hospital 
plans that cover diverse medical needs. Equally, 
there are two types of long-term hospital plan, 
namely medical aid fund hospital plans and insur-
ance hospital plans (ie short- and long-term). Make 
sure that you buy the correct product. The role of 
medical insurance, to supplement a medical aid 
fund in the form of top-up cover, has already been 
discussed.

Make sure that you understand the information 
in Figure 16.2 so that you can determine your own 
medical needs and satisfy them.

TAriffS nEEdS

SAMA tariff Your medical aid costs
Top-up medical care (medical 
top-up cover or a hospital 
plan)

BHF tariff (SOB 
rate)

Medical scheme coverage

figure 16.2: Medical insurance needs
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16.8 hEAlThcArE ProducTS: whErE 
 Should i STArT?

This question brings us back to the personal financial 
planning process. You once again need to follow 
the various steps to determine whether particular 
medical expenses (funds and/or products) can be 
accommodated in your household budget. Only 
then will you be able to provide for medical needs, 
unless you are able to make alternative income 
and expenditure plans. The following procedure is 
recommended:
•	 Analyse your current financial situation. Do this 

as set out in Chapter 1, and specifically note the 
provisions you have already made for short- and 
long-term medical needs.

•	 Determine your short-, medium- and long-term 
goals. In particular, look at the medical coverage 
you would like to have. However, be realistic and 
remember your financial resources. For example, 
you may want the following products:

 – A short-term hospital plan, and
 – Medical top-up cover (which will pay out Rx 

for a particular type of operation).
•	 Always remember your limitations. A spouse may 

lose his or her job, or you may not really have 
the money to afford additional medical products 
at present. In this case, you would have to deter-
mine priorities for your household and abandon 
certain activities. Always remember your medical 
needs.

•	 Choose certain products. Speak to a medical 
consultant accredited by the Association of 
Health Benefits Advisers (AHBA) or the Financial 
Services Board. This person will explain and 
market the required products (either a medical 
aid fund and/or insurance) to you.

•	 Draw up a household budget. If the budget 
balances, or if you can make use of alternative 
financing, you can buy the medical products. 
If not, you need to draw up new plans, which 
may imply cheaper products and lower medical 
coverage.

•	 Evaluate and revise. Medical provision must be 
re-evaluated constantly to identify new needs and 
to plan for them.

Go to your medical broker properly prepared so as 
to be in a position to ask the right questions.

16.8.1 your medical broker
Just as when buying any financial product (or fixed 
property), a broker is used when buying medical 
products. The same criteria that are used to choose 
any other broker are used in the case of a medical 
broker. Furthermore, it is important that such a 
broker should be accredited by:
•	 The Medical Schemes Council
•	 The Association of Health Benefits Advisers 

(AHBA), or
•	 The Financial Services Board.

If you need a quotation for particular products, you 
may consult two or three brokers and compare their 
rates. If you do not know how, you may always get 
an expert opinion and pay for it. For example, the 
Medical Schemes Act regulates who may market 
a medical scheme. Accreditation by the Medical 
Schemes Council does allow a broker to do this, and 
accreditation is reviewed every two years.

Also make sure that a broker has written permis-
sion to market a medical aid fund. Commission must 
be revealed. A broker must have at least a Grade 12 
education and two years’ appropriate experience. 
Feel free to evaluate the broker who is offering you a 
service or you may not have the required protection 
in terms of the Medical Schemes Act.

16.8.2 Tax and your medical expenses
Medical costs may be recovered from income tax as 
follows (2016): 

From 1 March 2014 (SARS), the excess medical 
scheme fees, together with the qualifying out-of-
pocket medical expenses, will be converted to 
the additional medical expenses tax credit (same 
as the medical scheme fees tax credit), and is 
non-refundable.

what qualifies as out-of-pocket medical 
expenses?
According to SARS (2016), amounts paid and not 
recovered during the year of assessment in respect 
of:

•	 Services rendered and medicines supplied 
by a registered medical practitioner, dentist, 
optometrist, homeopath, naturopath, osteo-
path, herbalist, physiotherapist, chiropractor or 
orthopaedic specialist 

➟
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•	 Hospitalisation in a registered hospital or 
nursing home

•	 Home nursing by a registered nurse, midwife or 
nursing assistant, including when supplied by 
any nursing agency

•	 Medicines prescribed by a registered physician 
and acquired from a pharmacist

•	 Medical expenses incurred and paid outside South 
Africa which are similar to the above expenses

•	 Any expenses as prescribed by the commissioner 
as a result of any physical impairment or 
disability.

who is a dependant?
SARS (2016) defines a dependant as follows:

•	 A spouse (ie husband or wife)
•	 A child and the child of a spouse (eg son, 

daughter, stepson, stepdaughter, adopted child)
•	 who was alive during any portion of the year 

of assessment, and who on the last day of the 
year of assessment:

•	 was unmarried and was not or would not, had 
he or she lived, have been:

 – older than 18 years
 – older than 21 years and was entirely or 

partly dependent for maintenance on the 
person and has not become liable to pay 
normal tax for the year

 – older than 26 years and was entirely or 
partly dependent for maintenance on the

 person and has not become liable to pay 
normal tax for the year and was a full-
time student at an educational institution 
of a public character; or

 – in the case of any other child, was 
incapacitated by a disability from 
maintaining himself or herself and was 
entirely or partly dependent for maintenance 
on the person and hasn’t become liable to 
pay normal tax for that year

•	 Any other member of a person’s family for 
whom he or she is liable for family care and 
support (eg mother, father, mother-in-law, 
father-in-law, brother, sister, grandparents, 
grandchildren) 

•	 Any other person who is recognised as a 
dependant of that person in terms of the rules 
of a medical scheme or fund.

The calculation of additional medical 
expenses tax credit
The additional medical expenses tax credit will 
depend on a taxpayer’s age and whether the 
taxpayer, spouse or any of their dependant(s) has 
a disability (SARS 2016).

The following are examples showing how to 
calculate both: 

•	 The medical scheme fees tax credit and 
•	 The additional medical expenses tax credit.

‘Mr X is 65 years old. For the year of assessment starting on 1 March 2014, he made contributions to a medical 
scheme of R2 000 per month for himself and his wife. By 28 February 2015, he had R20 000 qualifying 
medical expenses’.

rEBATE conTriBuTionS/
ExPEnSES

cAlculATion vAluE of 
crEdiT

Step 1 Standard monthly medical 
scheme fees tax credits

R2 000 per month 
x 12 = R24 000 per 
annum 

R257 + R257 = R514 per 
month 
R514 x 12 =

 
 

R6 168

Step 2 Excess medical scheme fees  R24 000 – (3 x R6 168) 
= R5 496 
 R5 496 x 33.3% =

 
 

R1 830

Step 3 All qualifying medical expenses R20 000  R20 000 x 33.3% = R6 660

Total R44 000 r14 658

The rebate for the 2014/ 2015 year of assessment will be R14 658.

SArS 2016 ExAMPlE 1
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‘Ms Y is 31 years old. For the year of assessment starting 1 March 2014 she made contributions to a medical 
scheme of R2 000 per month for herself and her two children. Her son has a disability. By 28 February 2015, 
She had R20 000 qualifying medical expenses’.

rEBATE conTriBuTionS/
ExPEnSES

cAlculATion vAluE of 
crEdiT

Step 1 Standard monthly medical 
scheme fees tax credits

R2 000 per month 
x 12 = R24 000 per 
annum

R257 + R257 + R172 = 
R686 per month 
R686 x 12 =

 
 

R8 232

Step 2 Excess medical scheme fees (R24 000 - (3 x R8 232) =  
– R696 – (R696 x 33.3%) 
No excess carried forward

Step 3 All qualifying medical expenses R20 000 R20 000 x 33.3% = R6 660

Total R44 000 r14 892

The rebate for the 2014/ 2015 year of assessment will be R14 892.

note (SArS 2016): ‘Where the disability has not been confirmed by a registered medical practitioner on the 
ITR-DD - the confirmation of diagnosis of disability form, the 7.5% limitation, as in Example 3, will apply’.

SArS 2016 ExAMPlE 2

Mr Z is 30 years old. For the year of assessment starting on 1 March 2014, he made contributions to a medical 
scheme of R2 000 per month for himself, his wife, and their child. By 28 February 2015, he had R20 000 in 
qualifying medical expenses. Mr Z’s taxable income for the 2015 year of assessment is R200 000.

rEBATE conTriBuTionS/
ExPEnSES

cAlculATion vAluE of 
crEdiT

Step 1 Standard monthly medical 
scheme fees tax credits

R2 000 per month 
x 12 = R24 000 per 
annum

R257 + R257 + R172 = 
R686 per month 
R686 x 12

 
 

R8 232

Step 2 Excess medical scheme fees R20 000 R24 000 - (4 x R8 232)   
= –R8 928 
No excess carried forward 
(7.5% x R200 000) 
= R15 000 
R20 000 – R15 000 
= R5 000 
R5 000 x 25% =

 
 
 
 
 
 
 

R1 250

Step 3 All qualifying medical expenses

Total R44 000 r9 482

The rebate for the 2014/ 2015 year of assessment will be R9 482.

Contact SARS when you need assistance:

•	 SARS contact centre - 0800 00 SARS (7277)
•	 Visit your nearest SARS branch.

SArS 2016 ExAMPlE 3
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16.8.3 legal insurance for medical 
  protection
Say someone wants to sue a doctor following an 
operation. However, the legal costs would be so 
high that it would not be worth it. The opinion of 
an independent expert could cost hundreds of thou- 
sands of rands in court. The problem arises when 
you lose a case and the lawyer has taken the case on 
a ‘contingency’ basis. If you lose, you must pay the 
other party’s legal costs.

If you have no legal insurance, this may have 
negative financial implications for you as plaintiff.

Remember to consult a lawyer who specialises in 
medical law. Also remember that you need to follow 
certain procedures if you are injured while on duty. 
Ask your personnel department and lawyer about 
the correct procedure.

16.9 AlTErnATivE METhodS of 
 hEAlThcArE
There are various alternative healthcare methods in 
South Africa, including:
•	 Homeopathy (sometimes covered by medical aid)
•	 Reflexology and acupuncture
•	 Chiropractics
•	 Speech therapy (covered by medical aid)
•	 Dietetics (covered by medical aid)
•	 Home nursing services (covered by medical aid)
•	 Occupational therapy (covered by medical aid)
•	 Physiotherapy (covered by medical aid)
•	 Traditional healing (covered by medical aid).

Before running up costs with regard to any of the 
above, you should make sure whether it is covered 
by your medical aid fund or not. Currently, the posi-
tion in South Africa is that medical aid funds do 
not permit deductions if the method used does not 
enjoy strict medical control.

16.10 hEAlThcArE for your 
  rETirEMEnT
The prerequisite of health planning for retirement 
planning has already been pointed out. The new 
Medical Schemes Act has made provision for 
employees (members of funds) who retire and receive 
a pension from the employer’s retirement fund to 
stay on as members of the employer’s medical aid 

fund. Where the employer no longer subsidises the 
retiree’s medical aid fund contributions, that person 
will pay a higher premium. Your membership may 
continue until your death. Make sure that you know 
which medical benefits you will continue to receive, 
and at what cost (your premiums). In retirement, 
you therefore need to speak to both your broker and 
your employer’s representative for the medical aid 
fund.

People who work for themselves must make their 
own provision for medical care now and after retire-
ment. Take the necessary medical cover (medical 
aid fund, top-up cover, hospital plans, etc.) and do 
not rely on your retirement investments for medical 
expenses. However, always determine your needs 
carefully and stay in touch with a good medical 
broker. Remember that you should already be 
building up your own medical savings account for 
unpredictable future medical events.

16.11 furThEr inforMATion
Make use of the following sources of medical 
information:
•	 Registrar of Medical Schemes
•	 Medical Schemes Council
•	 Association of Health Benefits Advisers (AHBA)
•	 Financial Services Board
•	 South African Medical Association (SAMA)
•	 Board of Healthcare Funders (BHF)
•	 The Hospital Association of South Africa
•	 The list of Medical Schemes in South Africa with 

their credit ratings
•	 The Long-term Insurance Ombudsman
•	 The Short-term Insurance Ombudsman 
•	 The Dental Ombudsman.

16.12 SuMMAry
Health planning is probably the most important 
aspect of personal financial planning. Unfortunately, 
it is frequently precisely this aspect that people 
tend to neglect. They do not realise that a happy 
retirement with financial independence is impossible 
without timely and effective health planning.

Everyone should therefore consider their present 
state of health and identify the factors most likely to 
affect their health in the future. Medical expenses are 
virtually inevitable, and most people have to cope 
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with them almost daily, whether for headache tablets 
or hospitalisation. It is essential to make provision 
for medical expenses as early as possible. Timely 
provision will prevent the possibility of becoming 
uninsurable at a later stage.

Regular visits to a dentist and a doctor (at least 
once a year) are recommended. Timely and constant 
health planning inevitably reminds us of the saying: 
‘You cannot determine the years of your life, but you 
can determine the life of your years.’

16.13 SElf-ASSESSMEnT
•	 List advantages of timeous health planning.
•	 Briefly discuss a medical scheme, medical 

insurance and methods to provide for medical 
expenses.

•	 Identify different alternative methods of health- 
care.

•	 Briefly explain the relationship between health 
planning and retirement planning. 
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After studying this chapter, you will be able to:
•	 Explain the importance of timely retirement 

planning
•	 Identify the different methods that can be 

used to provide for retirement
•	 Explain the functioning, problems, advantages 

and disadvantages of the different methods

•	 Identify many other very important retirement 
issues

•	 List the many questions that people have to 
ask themselves when they consider retiring.

lEArninG ouTcoMES

The disobedient employee
John, who had been employed for 35 years, wrote 
a letter to a newspaper complaining that he was 
75 years old and finding it difficult to make ends 
meet. He could afford only one small meal every day, 
rented a small room, and used a taxi once a month to 
get his government pension. He has a very uncertain 
existence, no future and no hope. A colleague read his 
article and recognised him as the man who:

•	 Ignored invitations from their employer to 
attend a discussion about their pension matters

•	 Refused to listen to advertisements related to 
pension provision and retirement on the radio 
and television

•	 Never accepted invitations from friends to 
attend retirement and investment seminars 
presented by Magnus Heystek (currently South 
Africa’s money whisperer) over decades

•	 Found fault with everybody else’s ideas about 
provision for retirement and wealth creation

•	 Could not make an (any) investment decision 
because he eventually suffered from investor 
paralysis

•	 Knew ‘better’ than all the brokers, fund 
managers and other investors

Identify the many reasons why John did not retire 
financially independent, as well as the reasons why 
he could not maintain the same standard of living 
after retirement.

cASE STudy

17.1 inTroducTion
Retirement planning is primarily a product of 
advanced communities. Boone and Kurtz (1989:645) 

state that so-called primitive communities have no 
need for retirement planning.

In 1875 the American Express Company intro-
duced one of the first retirement schemes. In one 
place, the wording of the scheme read as follows: ‘A 
pension will be provided to worn-out or disabled 
employees who have been in employment for twenty 
years.’

Many people do not plan for their retirement 
at an early stage, preferring to wait until they are 
in the last phase of their life cycle. Most people are 
so involved in their daily activities that they cannot 
spare the time to plan for the ‘distant future’. Because 
of the great strides in medical care today, the average 
person can live another 20 years after retirement. 
This is a long time and warrants careful planning, 
since it is impossible to guarantee financial security 
and independence.

The ever-increasing rate of inflation is prob-
ably the main reason for the declining purchasing 
power of money over time. The time value of money 
implies that a certain amount of money is worth 
more today than the same amount will be in the 
future. If, because of inflation, the purchasing power 
of money is halved every six years, today’s R100 000 
will buy only R50 000 worth of goods in six years’ 
time.

For these reasons, it is essential to start planning 
for your retirement as soon as possible. Once you 
have developed health problems you may no longer 
be eligible for a policy for retirement purposes. 
Occupational disability is a very real problem. For 
example, you may intend retiring at 60 years of age 
but become occupationally disabled at 45 years of 
age. Even if you do have an insurance policy, you 
may be forced to surrender it, which could leave you 
without an income after retirement.
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We live longer
The life expectancy of babies who will use the 
newest medical products (such as stem cells) is 
about 120 years. New financial products are already 
being planned to serve people who live longer. This 
sounds incredible, but think about the fact that in 
the 1900s, people’s life expectancy increased from 23 
to 83 years. Our money is therefore used up more 
quickly after retirement during the longer period for 
which we have to make provision.

According to Butchart (2015:1), ‘everything we 
believe about retirement is fast becoming outdated’. 
He refers to research by Westendorp about longevity 
stating that ‘the first person likely to live to 135 years 
has already been born’. A longer life expectancy 
means more provision for retirement is required. 
More people than ever before reach the age of 
100 years. The retirement age needs to be adapted 
accordingly.

Fenner in Auerbach (2015:1) argues that humans 
will be extinct within the next 100 years. The planet 
will be uninhabitable as a result of global carbon 
emissions. Reference is made to not only lowering 
the emissions, but also ‘finding the technologies 
to reverse the climate apocalypse that has already 
begun’.

Africanisation

According to Mahlaka (2015:1), Africa has joined 
the investment list for global investors. Garlock 
in Mahlaka (2015:1) indicates that investors are 
looking for value-added opportunities. The safest 
choices are real estate followed by a distant equity 
interest. Asset managers are increasing their global 
real estate section. Capital from wealthy, pension 
funds and private equity players are the main 
investors.

A younger person will start off such retirement plan-
ning with an investment in one or more investment 
alternatives, for example, an annuity, an endowment 
policy, unit trusts and a life policy. These four invest-
ment types are the ones on which young people 

should concentrate, over and above their employer’s 
retirement fund, and buying a house.

As you become older, reaching your middle years 
(40 to 50), you probably have a fairly good idea of the 
type of lifestyle you enjoy and what you would like 
to do with your life and belongings in your old age. 
From this stage onwards, your retirement planning 
decisions should be based on your lifestyle, because 
you should already have some certainty about your 
financial situation, both current and future.

Heystek (2011:1) emphasises the fact that your 
house (residence) is not really your biggest invest-
ment or asset. According to him your retirement 
fund is ‘the biggest asset for the ordinary investor.’

You should follow the same lifestyle approach 
when receiving your retirement package at a later 
stage (55 to 65 years). It is very important that 
your retirement package should serve your life-
style. Someone who likes the quiet life and abhors a 
frenetic and tense lifestyle, should, for example, not 
invest in a risky holiday resort or restaurant. Such 
an investment does not suit such a person’s lifestyle 
or path through life. The same argument applies to 
retirement planning throughout your life. Do not 
derail your lifelong planning after a lifetime of hard 
work.

65

55

45

35

25

Acceptable investments

Low risk

High risk

Age

figure 17.1: Path through life
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•	 Unacceptable investments creating 
a stressful life for household with 
negative financial consequences

•	  Unacceptable investments not serv-
ing lifestyle and retirement goals

•	 Unacceptable investments leading 
to ill health and depletion of finan-
cial and retirement resources.

65

55

45

35

25
Lifelong  
lifestyle

Acceptable 
investments

figure 17.2: Path of life

17.2 ThE iMPorTAncE of 
 rETirEMEnT PlAnninG
The importance of retirement planning can hardly 
be overemphasised. The ultimate aim of personal 
financial planning is to enable you to be financially 
independent after retirement. By financial 
independence we mean the ability and freedom to 
make financial decisions. Unfortunately, only 6% 
of all retired people are able to make independent 
financial decisions.

Figure 17.3 illustrates that 47% of all retired 
people are financially dependent on their rela-
tives. The state has to provide pensions to 16% of 
the population, while 31% are obliged to continue 
working (irrespective of the state of their health).

Retirement planning does not mean exploiting 
the unknown.

6%

47% 
Dependent on 

relatives
31% 

Forced to 
continue  
working

16%  
Dependent  
on state  
pension

Financially independent

figure 17.3: The financial position of retired people
(Source: Adapted from Old Mutual 1992:7)

According to Heystek (2011:1): ‘actuaries have 
worked out a guideline formula which calculates 
what is required to retire’:
•	 At age 55—12 times your average annual income
•	 At age 60—11 times your average annual income
•	 At age 65—10 times your average annual income.

It is therefore unrealistic to decide to retire at 55, 
mainly because of:
•	 The longer life expectancy — people are living 

longer with the assistance of medicine and opera-
tions

•	 The time value of money — your pension is 
worth much less 20 or 30 years after retirement

•	 The low probability to save an additional 15% to 
20% of your salary, ‘uninterrupted with bonds, 
cars, food, clothes and school fees to pay’.

•	 Retrenchment forces thousands of employees to 
cash in their retirement provision

•	 Over indebted employees who cannot wait to get 
their hands on their ‘hard-earned savings’.

Heystek (2011:1) then concludes with the following 
question: ‘Shouldn’t your retirement capital be your 
biggest asset (investment)?’ 

According to Cameron, the following compar-
ison is possible: 

dATE: STArTEd 
SAvinG for 
rETirEMEnT

PErcEnTAGE loSS in 
PEnSion

20 years—retiring 5 
years earlier—60 years

27%

30 years—retiring 5 
years earlier—60 years

30%

➟
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30 years—retiring 5 
years earlier—60 years

52% compared to a 
person who started 
saving at 20 until the 
age of 65 years

Klopper in Cameron explains the dangers of retiring 
at an earlier age than 65 years:
•	 You will save less
•	 You will not benefit from compounding
•	 Retirement capital will be much less
•	 Retirement capital may not be able to sustain you 

until you die.

In the book ‘Investing Your Package—All You Need 
to Know’, I referred to life’s interruptions in our 
plans to become rich or famous. The list is endless. 
Heystek (2014:1) comes to the same conclusions 
when he mentions the gap in the wisdom or advice 
from young financial advisors, promising investors 
retirement at the age of 40 or 50. They need ‘real life 
experiences in the real world’, for example: losing a 
job; getting into debt; getting scammed; going bank-
rupt; going to jail; signing surety; and making bad 
investments. 

Heystek (2014:1) emphasises the fact that 95 
to 98% of retirees/the population will continue 
working. ‘They will extend their working years for 
as long as possible’.

Just as every person is unique, so every household 
is unique, with the result that there are numerous 
reasons why only 6% (or even less) of the population 
are able to retire with financial independence. The 
main reasons are:

retirement planning pitfalls
•	 Lack of knowledge about the importance of early 

personal financial and retirement planning
•	 The absence of investments which lead to capital 

growth in the long term
•	 The tendency some people have to spend all their 

money because they want certain possessions 
immediately and do not have enough money left 
to provide for retirement

•	 The tendency to borrow money for non-essential 
possessions, which decrease in value, such as an 
extra motor car

•	 The absence of planning according to objectives, 
which have to be achieved sometime in the future

•	 The erroneous impression that you can earn 
a good living for the rest of your working life, 
which will ensure a good standard of living after 
retirement

•	 The uncertainty of the future causes people with 
a negative attitude to be wary of investing their 
money – they believe it is better to enjoy their 
money while they can

•	 People regard retirement planning as an event to 
be tackled after retirement, not before

•	 Not protecting your resources and retirement 
provision

•	 Using too little of your retirement money after a 
lifetime of depriving yourself of a better lifestyle

•	 Using too much of your money and run out of 
money

•	 The tendency to retire at the age of 55, because ‘I 
want to get my hands on my money in my golden 
years.’

Heystek (2014:1) calls the outcome of this ‘ludicrous 
decision, the longevity shock’. No, you will definitely 
not travel the world in luxury and enjoy all the 
beaches in the sun.

More pitfalls
A multitude of other factors affect your standard of 
living after retirement, such as:
•	 The number of homes possessed and lived in 

over the years, for which transfer duty costs had 
to be paid each time

•	 The number of times estate agent’s commission 
had to be paid for the same reason

•	 The number of job or career changes, associated 
with loss of pension benefits, whether as a result 
of a loss of contributions by employers or because 
of the taxability of the lump sum

•	 The number of children at school or university, 
as well as the cost of weddings for these children

•	 The number of years during which a person has 
contributed towards a pension fund

•	 The amount contributed towards a pension fund
•	 The amount set aside for other retirement provi-

sions
•	 Whether both husband and wife contributed 

towards some kind of provision for retirement.

According to Crawford in Lamprecht (2015:1), your 
living standard ‘is essentially what is left of your 
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total monthly earnings after all the amounts that you 
don’t or can’t spend (taxes, contributions to savings 
and mortgage payments) are deducted.’

Africanisation

nigeria — Egypt —South Africa
Egypt has overtaken South Africa as the second 
largest economy in Africa. The GDP of Egypt 
surpassed that of South Africa because of the 
decline in the value of the rand (Viljoen 2016:1). 
This is largely due to domestic factors, for example:

•	 No investor confidence
•	 No economic growth
•	 No job creation
•	 No municipal services
•	 A culture of labour unrest
•	 Ongoing corruption
•	 A total lack of accountability
•	 The poor becoming poorer
•	 An unemployment rate of 26%—35%.

There are various factors that threaten your 
retirement. Unemployed children, who nowadays 
are forced to stay with their parents for a few years 
after leaving school or university, are the latest 
of these. The longer the parents have to carry this 
burden, the more disastrous are the consequences 
for retirement.

Parents could find themselves paying for 
food, clothing, transport, a deposit on a car, car 
maintenance and insurance, studies, a wedding, 
grandchildren, a deposit on their children’s homes 
and possibly a divorce. This financial pressure on 
the household budget creates tension and stress in 
the parental home.

The personal financial education and empow-
erment of children and young people has become 
one of the best investments South African parents 
can make. Thousands of young people leave school 
without proper knowledge of financial matters. 
Because of our culture and educational system, 
parents probably were not taught personal financial 
planning either.

To solve this problem, parents and children 
should be taught to manage their personal finances, 
for the following reasons:
•	 It will have a positive effect on the financial 

conduct of young people.
•	 Young people will strive for financial independ-

ence and will receive the guidance they need.
•	 Young people will assume responsibility for their 

own finances.
•	 They will know more about financial matters.
•	 They will be able to survive financially.
•	 Financial winners will be created.
•	 Parents will be financially independent when 

they retire.
•	 Parents will realise that their financial future 

could be threatened by children who are not 
properly educated about financial matters.

Which young people should be taught about 
personal finances?
Students in Grades 10, 11 and 12, all young people 
(employed or unemployed), young people who 
want to get married, young married couples with 
or without children, young people who are living 
together and potential entrepreneurs should learn 
about personal finance. If you have children, you 
should help your children to become educated in 
this field, and help yourself at the same time.

What do young people need to know?
Young people should be educated about personal 
financial matters in such a way that they are 
empowered to take responsibility for their own 
financial future. Being able to take care of your own 
finances is one of the most important life skills you 
can have. This is even more important for young 
people, because timely and informed personal 
financial planning may have a positive effect on the 
rest of their lives.

A major problem nowadays is that neither South 
African parents nor their children have ever been 
taught to manage their personal finances. All of 
them have to rely on information that they get from 
the media. However, because of sensationalism 
and a lack of structure, the myriad articles that are 
published resemble a jigsaw puzzle, which can never 
be completed.
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Start investing at an early age
A invests from the age of 20 to the age of 30 = for 
a period of 10 years

•	 R1 000 per month @ 8% interest per annum x 
10 years = R182 946 (after 10 years)

•	 A leaves the money in the investment until 
he is 65, and now has an investment worth 
R2 877 237

•	 20 years – R120 000 (10 years x R1 000 per 
month/120 months) – 30 years old

•	 30 years to 65 years A therefore invests R0. 

B invests from the age of 30 until the age of 65

•	 R1 000 per month @ 8% interest per year and 
at age 65 owns an investment to the value of 
R2 293 882 (after 35 years)

•	 Age of 20—R0 to age of 30
•	 Age of 30 to age of 65 B invests R420 000
•	 35 years x R1 000 per month

Suppose A continued to invest until the age 
of 65

•	 20 to 65 years A invests R1 000 per month
•	 A would therefore have had R5 274 540 as an 

investment
•	 B had only R2 293 882 at the age of 65

Suppose B only starts investing at the age of 40

•	 40 to 65 years: R1 000 per month
•	 Then B would have had an investment of only 

R951 026. 

The time in the investment made all the difference 
— we call this compounding. Einstein called 
compounding the eighth wonder of the world. 
Allow your money to work for you over time, 
especially over a period of 40 to 60 years.

   ExAMPlE 1

Young people should know about the uncertain 
financial future that awaits them. Figures (positive 
and negative) should be used to illustrate this reality. 
A lifetime (which to them seems so long) should be 
explained in terms of the life cycle and the planning 
required in the different life stages. Career choices 
and investments that need to be made should be 
pointed out. The importance of early planning 

should be stressed. Information should be given 
about the importance of further studies and about 
choosing a career as an employee or an entrepreneur.

If parents are sufficiently interested in their 
children and their financial future, they (and the 
educational system) can have a lasting, positive 
influence on their children’s ability to handle finan-
cial affairs.

Jordaan (2015:111) quoted the following from 
Oscar Wilde: ‘When I was young I thought that 
money was the most important thing in life. Now 
that I’m older, I know that it is’. Jordaan stresses the 
importance of planning for the long term; taking 
responsibility for building a nest egg and getting rid 
of the tendency or habit to live ‘from hand to mouth’.

Although Ari Onassis was considered to be 
one of the richest men alive, he proclaimed on his 
death-bed that people actually need something more 
valuable than money. 

What is the most important life skill and 
investment you could have when you retire?
If we want to live tranquil and purposeful lives, it is 
important to know how to manage our assets and 
income. We call this personal financial management, 
which is much more than knowledge about the 
stock market or insurance. It covers a vast field 
and includes all the aspects of our lives that we can 
express in monetary or financial terms.

Whether you have many possessions or only 
a few, whether you are young or old, you should 
know how to handle your financial affairs. You 
should know which factors or events in your life will 
have a positive or negative effect on your financial 
affairs. This will help you to plan in order to obtain 
or avoid certain financial outcomes. Financial plan-
ning affects many areas of your life, because you are 
‘linked’ via money (and other things) to your family 
and the people and institutions around you.

Today, all South Africans should be taught how 
to work with money—not only those who have jobs, 
but also those who have their own businesses or want 
to start a business. It is not much use if you earn money 
but do not know what to do with it. Everybody should 
also be informed about what is going to happen to 
their possessions after their death.

People should be aware of the financial conse-
quences an antenuptial contract may have on their 
future (in the event of death or divorce). All of us are 
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going to die, and about one in every two people will 
be divorced. Many people are unaware that they may 
suffer financial consequences if they live together.

Let us take this argument further. People who are 
knowledgeable about personal finances (financially 
empowered) often find that more work opportuni-
ties are open to them. They may become brokers, or 
may be employed by financial institutions. They will 
also be more successful if they start their own busi-
nesses.

So knowledge about personal finance is the 
most important life skill we can learn. It should be 
included in the educational system, so that young 
people will gain self-confidence and have a positive 
attitude toward their financial future.

‘Increasing age brings increasing concern about 
retirement’ (Macdougall 2003:i)

17.3 ThE incoME GAP AfTEr 
 rETirEMEnT

Figures 17.4 to 17.7 demonstrate the decline in 
income after retirement. Figure 17.4 shows the 
annual income of people during their life cycle. It 
is apparent that a person earns a positive annual 
income only after school and university.

Jordaan (2015:19) distinguishes between the 
following four stages or phases of a person’s life:
•	 The preparatory phase — birth to adulthood
•	 Earning and establishment phase — adulthood to 

midlife
•	 Management and consolidation phase — midlife 

to prime time
•	 Prime time to old age.

One financial secret is to make financial sacrifices 
throughout your life phases. Spend less than you 
earn and less than you can afford. This will result 
in a more prosperous retirement. Our grandpar-
ents and their grandparents will testify to the latter. 
They had nothing and had to consume as little as 
possible in order to survive and fed us. It is difficult 
to comprehend just how they did it (the real poor 
ones). The words unselfish and hard work comes to 
my mind.

Income increases over the person’s life cycle up to 
and at retirement; after that, it declines and a short-

fall arises. This shortfall must be replenished by 
means of effective retirement planning in the form 
of investments, if the person wishes to maintain the 
same standard of living after retirement as they did 
before retirement. Do not expect miracles from your 
investments. Figure 17.5 also shows the declining 
income of a person after retirement. Timely invest-
ments, with the necessary capital growth, can 
prevent this income from declining. Such invest-
ments should be started between the ages of 20 and 
30 years.

‘On reaching retirement you will be at the top 
earning’s level of your working life and enjoying 
the highest standard of living you ever aspired 
to — you will probably own the most that you will 
ever have’ (Macdougall 2003:iii, 17).

Figure 17.6 shows gross income before and after 
retirement. The main expenditure deducted from 
gross income is listed. It is clear that, although the 
deductions decline after retirement, the net income 
(B3) also declines. It is assumed that the person 
receives a pension. This results from the lower gross 
income (B1). The net income can be increased, 
however, from B3 to B2 by means of an investment 
in a retirement annuity, an endowment policy, a 
provident fund, a fixed deposit or a mortgage invest-
ment. These investments are examples used to make 
the net income before retirement equal to the net 
income after retirement.

Figure 17.7 illustrates the importance of plan-
ning and making provision for retirement at an early 
age. The earlier you start providing for retirement, 
the smaller the gap after retirement. For example, 
someone who contributes to a pension fund for 15 
years will experience a much larger gap or shortfall 
(70%) than someone who contributes for a period of 
30 years (40%).

Jordaan (1990:82) points out that an employee 
should work for the same employer for about 45 
years in order to retire on 90% of their final salary 
(if the pension is calculated on the basis of 2% of 
the final salary for every year of service). If the 45 
years is multiplied by the 2%, it amounts to 90% of 
the final salary. Every time an employee changes 
jobs, they forfeit a portion of their potential pension 
benefits (especially if the years of fund membership 
are very short – five years, for example).
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Table 17.1 illustrates additional savings you need 
in order to supplement your pension. If you have 20 
years of fund membership you will retire at 40% (20 
years × 2%) of your final salary. Should you wish to 
retire at 90% of your current income, you need to 

save an additional 15% of your current income if you 
have 17 years before retirement (17 years to retire-
ment: 49.71% [± 50% : 90% – 40%] is the income 
gap; 15% of the current income is needed to supple-
ment retirement provision).
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figure 17.4: Human life cycle and the shortfall of income after retirement
(Source: Adapted from Amling & Droms 1986:506)
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figure 17.5: The personal financial planning cycle over a person’s lifetime
(Source: Adapted from Gitman & Joehnk 1987:12)

Personal Finance Management 5e.indb   564 12/12/2016   2:50:36 PM



565Chapter 17 Retirement planning

100

90

80

70

60

50

40

30

20

10

Home loan

Car

Insurance

Medical

Pension (investments)

Other

Net income

Income before  
retirement

Deductions

B2

B1

B3

Income after retirement

Medical

Gross income (A)

Food

Insurance

Net income (A)

Endowment policy, provident fund, fixed deposit, mortgage investment

Retirement annuities

Pension

figure 17.6: Income before and after retirement
(Source: Adapted from Amling & Droms 1986: 509)

The retirement planning process
Figure 17.8 illustrates the steps to be taken during 
retirement planning and gives an overview of 
the process of retirement planning. The first step 
involves setting objectives, which may include the 
following:
•	 To maintain the same standard of living as before 

retirement
•	 To buy a holiday home
•	 To make a mortgage investment valued at R1 

million
•	 To pay off all mortgage bonds
•	 To buy an expensive boat or motor car.

These objectives have to be placed in order of 
priority. Each objective should be accompanied by 
a time horizon, for example for 3, 5, 10, 20 and 30 
years. If necessary, these objectives will have to be 
revised and altered from time to time.

The second step involves determining how much 
money will be required to achieve each objec-
tive. At least one page will be required in order to 
make these calculations. All household income and 
expenses during retirement must be determined and 

the difference calculated. It is important to work in 
terms of the current value of money, and to take the 
annual inflation rate into account.
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figure 17.7: Income gap at retirement 
(Source: Adapted from Old Mutual 1992:64]
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Table 17.1: Percentage additional savings of income needed to supplement retirement provision

nuMBEr of 
yEArS To 

rETirEMEnT

PErcEnTAGE of ExiSTinG incoME To BE invESTEd To MAinTAin 
your STAndArd of livinG AfTEr rETirEMEnT

8.0% 9.0% 10.0% 11.0% 12.0% 13.0% 14.0% 15.0% 16.0%

10 13.63 15.58 17.45 19.50 21.46 23.41 25.97 27.33 29.29

11 15.41 17.32 19.49 21.67 23.84 25.01 28.19 30.38 32.53

12 16.69 19.08 21.48 23.87 26.26 28.66 31.05 33.44 35.84

13 18.26 20.88 23.50 26.11 28.73 31.35 33.96 36.58 39.20

14 19.86 22.71 25.55 28.40 31.24 34.09 36.93 39.78 42.62

15 21.49 24.57 27.65 30.72 33.80 36.88 39.95 43.03 46.11

16 23.15 26.46 29.78 33.09 36.40 39.72 43.03 46.34 49.65

17 24.84 29.23 31.94 35.50 39.05 42.61 46.16 49.71 53.27

18 26.55 30.35 34.15 37.95 41.75 45.55 49.35 53.14 56.94

19 28.30 32.35 36.40 40.45 44.50 48.54 52.59 58.84 60.69

20 30.08 34.39 38.69 42.99 47.29 51.59 55.89 60.20 64.50

21 31.90 36.46 41.02 45.58 50.14 54.70 59.26 63.82 68.38

22 33.74 38.56 43.39 48.21 53.03 57.86 62.68 67.51 72.33

23 35.62 40.71 45.80 50.89 55.98 61.08 66.17 71.28 76.34

24 37.53 42.89 48.26 53.62 58.99 64.35 69.72 75.08 80.45

25 39.48 45.12 50.76 56.40 62.05 67.69 73.33 78.97 84.61

(Source: Van Tonder 2000:7; adapted from Swart 1996:582)

Retirement planning

Step 1: Set objectives for retirement

Assess household expenses during retirement

Assess household income during retirement

Calculate shortfall

Determine investments required to finance shortfall

Investment planning

Set investment objectives

Choice of investment alternative(s)

Does the budget balance?

Implement investment plan

NO

YES

Investment criteria Investment alternatives

Step 3: Draw up investment porftfolio within 
constraints of household budget

Step 2: Establish how much money will be 
needed to achieve objectives

Evaluate and revise investment plan

figure 17.8: Steps to be taken in retirement planning

1  Retirement income required R

 Monthly expenditure x 12 (R4 500 x 12) 
OR percentage of salary 
(R72 000 x 75%) = 54 000

2 Subtract income available at 
retirement 
Pension eg years of service x 
percentage x last salary

 Self: 30 years x 2% x R72 000 = 43 200

 Spouse _____ x ____ x ____ 0

 Other income (such as rent) 0

3 Income: surplus/shortfall = 10 800

4 Conversion of income shortfall to 
capital Information required: 
Inflation rate 14% 
Interest rate on investment: 15% 
Period until retirement: ten years 
Shortfall x factor = 
Capital required to produce income 
R10 800 x 12.7756 = 137 976

 ExAMPlE 2
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5 Subtract present value of future capital 
amounts

 (a) Endowment policy 
 R150 000 x 0.269744 – 40 461

 (b) Annuity R x

 (c) ......R x

 (d) Unit trusts –30 000

 Capital surplus/shortfall –67 515

6 Monthly investment needed to eliminate  
shortfall after retirement 
Shortfall ÷ years to retirement ÷ 12 months 
R67 515 ÷ 10 years ÷ 12 months 562

 Less: Any existing contributions –250

 Additional monthly investment to 
eliminate shortfall 312

(Source: Adapted from Hamp-Adams & Middleton 
1992:190)

The shortfall that occurred in step two is financed 
in step three. Now we need to determine how to 
eliminate the shortfall (through investments). Here 
we are discussing investment planning. Investment 
objectives are therefore the same as the objectives set 
in step one.

In order to achieve investment objectives, various 
investment avenues are compared on the basis of 
investment criteria. Then we have to choose from 
available investment avenues. You will have to decide 
whether your budget can accommodate these invest-
ments. If not, you will have to set new objectives or 
discard certain investments.

Yes, at retirement your entire life changes 
(Macdougall 2003:7):
•	 Inflation becomes your number one enemy, 

causing prices to increase relentlessly
•	 You have to pay for things formerly paid or subsi-

dised by your employer
•	 You really become aware of your limited resources
•	 Unless you are financially independent, you have to 

find employment at an age where you are beyond 
your ‘shelf date’ or sometimes your ‘expiry date’.

Macdougall (2003:11) explains the following 
example:
•	 Assume that you invested R100 000
•	 At a return of 12% per annum you will receive 

R1 000 per month ‘forever’

•	 If the 12% is after tax, and you spend R3 000 per 
month, the R100 000 will last a little over three years

•	 It will be possible to spend R1 054 per month if 
the R100 00 has to last for 25 years 

•	 In 2003 the R1 054 will allow you to buy 263 cans 
of beans — inflation rate 9%

•	 In 2028 (25 years later) it will cover 30 cans—one 
can per day.

Macdougall (2003:71) calls it the post-retirement 
‘financial balancing act’.

That is why he urges people to sacrifice part of 
their lifestyles in order to preserve a degree of 
comfort later in life.

According to Crawford in Lamprecht (2015:3):
•	 The more money you save/invest, the lower your 

standard of living
•	 The more money you spend/waste, the higher 

will be your standard of living, as well as your 
income gap after retirement.

Retirement planning, like personal financial plan-
ning, is an ongoing planning process. Although it 
stops only when you die, you should not plan your-
self to death.

Various investment avenues for retirement 
purposes are discussed in Section 17.4. These 
avenues are evaluated and compared on the basis of 
the following investment criteria: 
•	 Income 
•	 Capital growth 
•	 Safety of the investment
•	 Flexibility
•	 Liquidity
•	 Taxability
•	 Ease of management
•	 Risk
•	 Return
•	 Investment amount
•	 Investment term
•	 Investor’s tax position/status
•	 Transaction costs
•	 Timing
•	 Diversity of investor’s portfolio
•	 Control
•	 Knowledge or management requirements
•	 Protection against inflation
•	 Investor’s objectives.
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what do retirees say and do?
At least 25% to 33% of retirees did not invest in any 
retirement funds/products and do not have planners. 
To millions of people it is more important to plan for 
a funeral, for disability or death (through insurance) 
than to plan and provide for retirement.

Many say that it was a shock to suddenly become 
aware of so much uncertainty and so many risks with 
respect to their monthly income and financial survival. 
‘We should have listened decades ago, but—quite 
wrongly— wanted to go our own way.’ ‘My husband 
handled money matters and trusted no one.’

Remember, your retirement money:
•	 Is not your emergency fund for illness or 

repairing cars
•	 Should be sufficient to supplement the drop in 

pension income after retirement (after 25 to 35 
years’ membership, members retire with about 
50% to 70% of their pre-retirement salary)

•	 Must keep up with inflation (which can be about 
5.5% to 15%, depending on your standard of 
living)

•	 Must provide you with a stable, inflation-linked 
return after retirement (rich people’s expenditure 
increases by 20% to 25% after retirement, while 
the expenditure of the current ‘middle class’ 
declines by about 20–25%; the lower income 
group depends on the state and relatives) 

•	 Must be built up over your entire life for the 
period after retirement

•	 Must be about ten times your current annual 
retirement salary in the form of capital (excluding 
the value of your residence) 

•	 Is not something to give to your children—don’t 
take off your clothes before you get into bed.

What percentage of my salary should I invest for 
retirement? (Depending on your income category 
and affordable standard of living.)

18–30 years: 
15%

Depending on whether they 
study or work

30–40 years: 
15%

Children still live at home, at 
school or studying

40–65 years: 
25% +

Children are out of the house

60–75 years: 
10%

You are retired, with adequate 
retirement provision

It is important for you to determine the following 
with respect to your retirement provision in one or 
more retirement funds:
•	 The total capital amount and inflation-linked 

monthly income amount that you can expect in 
your investments during your retirement and 
how much you will need (compare your retire-
ment budget to your current budget). 

17.4 METhodS of ProvidinG for 
 rETirEMEnT
There are many methods of providing for retirement. 
Any combination of methods may be used to enable 
you to retire with financial independence. The 
important thing is that you should invest with a view 
to capital growth in the long term. In this way you 
are using the financial principle of compounding. 
This means you are earning interest on interest and 
on capital growth.

Unfortunately, investments must also be used to 
make provision for household financial risks and 
taxes, which will have to be paid after your death, 
for example estate duty, income tax and capital gains 
tax (CGT).

Investments made for retirement must be 
protected. They must last until your death and that 
of your spouse, and hopefully leave something for 
your heirs. These investments should not simply be 
spent on any and every desire. Leave your retirement 
investments alone!

You must therefore invest for capital growth, 
protect and save your investments and continue 
making investments for your retirement. Of course, 
it is difficult to compare different people, because 
their financial status will determine whether they 
can provide for retirement, which investments they 
will choose and why. Unemployed persons, who 
are thinking and planning from a survival point of 
view, will not be able to invest funds for retirement. 
Their daily survival will be their only priority. If they 
do get a job at a later stage, for example, having a 
savings account may be the closest they will ever be 
to providing for retirement.

What one person may regard as an income 
method, with a view to providing for retirement, 
another may regard as a ‘capital growth method’, 
particularly in South Africa’s neglected communi-
ties and rural areas. Financially speaking, however, 
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one should distinguish between income and capital 
growth methods.

The following are ways of supplementing income 
over and above your employer’s retirement fund, 
before, during and after retirement:
•	 Retirement annuities
•	 Tax free savings accounts
•	 A money market fund
•	 Linked products
•	 Umbrella products
•	 A lump sum endowment policy
•	 A lump sum annuity (voluntary annuity)
•	 Second-hand policies
•	 Rental income from immovable property
•	 Shares
•	 Fixed-interest-bearing securities (gilt-edged 

stocks, bonds and preference shares)
•	 Participation bonds
•	 Unlisted companies
•	 Hard assets
•	 A savings account
•	 Fixed deposits
•	 32 day notification deposits
•	 Income trusts (unit trusts)
•	 Property unit trusts
•	 Property loan stock.

Heystek (2016:2) emphasises the cycle economic 
growth is built on, namely: ‘confidence; capital 
invested; rising employment; rising tax; etc.’

Unfortunately economic growth requires good 
economic policies. Bad, even good, economic poli-
cies take longer than for example currency, bond 
and stock markets to react. In 2016 our economic 
growth is predicted to be below 1%.

Heystek (2016:2) points to the destructive effect 
of government’s bad economic policies on the return 
on investments:

Listed equities Return over 3 
years = 44%

CPI 16%

Return over 2 
years = 15.8%

CPI 9.8%

Return over 1 year 
= 3.5%

CPI 5.5%

Listed 
property

Return over 3 
years = 47%

CPI 16% 
 ➟

Return over 2 
years = 43.8%

CPI 9.8%

Return over 1 year 
= 4.2%

CPI 5.5%

Money market 
funds

Return over 3 
years = 16.9%

CPI 16%

Return over 2 
years = 10.9%

CPI 9.8%

Return over 1 year 
= 5.5%

CPI 5.5%

Multi-asset 
high equity 
(pension and 
provident 
funds)

Return over 3 
years = 34%

CPI 16%

Return over 2 
years = 16.3%

CPI 9.8%

Return over 1 year 
= 4.4%

CPI 5.5%

Residential 
property

Return over 3 
years = 5/6%

CPI 16%

Return over 3 years 
= 2/3% Western 
Cape excluded

CPI 9.8%

Berkowitz Return over 3 
years = 0.3% in 
2014

CPI 5.5%

Heystek (2016:3) concludes by saying the following: 
‘But this all pales into insignificance compared with 
the poor who spend most of their money on food, 
transport and clothing. We need economic policies 
to create growth and prosperity fast.’

McCurrie in Mgabadeli (2016:2) agrees with 
Heystek and indicates that money (investments— 
locally/globally) follows economic growth, not high 
interest rates. He concludes saying: ‘We get lower 
inflation because of a stronger rand, we get interest-
rate cuts, we get better economic activity, and we get 
more employment.’

The following are ways to achieve capital growth 
over and above your employer’s retirement fund, 
before, during and after retirement:
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•	 Retirement annuities
•	 Unit trusts
•	 Linked products
•	 Umbrella products
•	 Immovable property
•	 Shares
•	 Exchange traded funds (ETFs)
•	 Investment trusts
•	 Unlisted companies
•	 Hard assets.

Do not forget the importance of a qualified financial 
planner. Your retirement funds need to be managed 
by a professional fund manager. 

Don’t forget: everybody needs an emergency 
fund.

Types of emergency funds
If our lives follow a normal path, we require three 
types of emergency fund, namely: 
•	 For our working lives up to retirement 
•	 For our retirement years, and 
•	 For the months (or years) while our estates are 

administered after our deaths.

If you do not have an emergency fund for the 
period before your retirement, you may not enjoy 
your retirement years or be able to transfer your 
assets without considerable problems. The reason? 
You did not have the necessary cash or creditwor-
thiness during emergency situations in your life. 
Notwithstanding the latter, you require an emer-
gency fund for today or tomorrow, a retirement 
emergency fund in the form of retirement provision 
during your working life, as well as an estate admin-
istration emergency fund in the form of cash or 
liquidity (something that can be turned into money) 
in your estate.

In this section we are looking at our emergency 
fund up to our deaths, in other words, the fund you 
may require within ten minutes and at different 
times over many years.

why an emergency fund?
The risk of unexpected, negative events like: car 
costs (towing service, repairs, your excess on an 
insurance claim, someone crashes into your car and 
drives away); medical costs (hospitalisation, visiting 
the emergency room, excess on medicine, medical 

fund is depleted for the year and you have to pay 
yourself); home repairs (leaking roof, welding, water 
damage, a generator, painting, lawn mower breaks, 
electrical problems, blocked drains, fridge has to 
be replaced); unexpected attorney fees; unexpected 
expenses with respect to children; unpaid speeding 
tickets; and unpaid taxes, water and electricity.

All people have these risks.

You purchase a house and find out during 
registration that you have to pay two years’ overdue 
rates, water and electricity because two previous 
owners did not pay this. You cannot believe it 
because you have a rates clearance certificate in 
your hands. According to you, all payments are up 
to date. Unfortunately a recent court case revealed 
that the authorities can recover up to 30 years’ 
overdue payments from the new owner. As soon 
as you have paid, you can try to recover it from 
the previous owners—incurring further legal costs. 
You therefore have to pay for the authorities’ lack 
of administration and management, except where 
you buy the property at a public auction. You now 
require an emergency fund, something you may 
not have.

 ExAMPlE 3

The primary aim of your emergency fund
The primary aim of your emergency fund is to have 
cash available immediately, or as soon as possible, 
to use in an emergency situation. For example, 
you cannot wait for a month for money to pay for 
something you need today—whether it is a product 
or a service.

Distinguish between …
•	 The emergency fund you may still have to estab-

lish
•	 Emergency funds you already have because you 

have used or still use certain financial products 
during your lifetime (eg a flexi-bond); have 
bought such products (eg short-term insurance, 
disability insurance, a life policy, unemployment 
insurance, legal insurance, union membership, 
car plan, guarantee on a fridge or tumble dryer); 
or have saved or invested (cash in the house, 
savings account, collective investments) 
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An emergency fund has opportunity costs 
•	 If your emergency fund is in the form of cash 

at home, for example, you do not earn interest 
income on your money

•	 If your emergency fund is in the form of a savings 
account with a bank, for example, you have no 
capital growth on your money—it does not grow, 
and its purchasing power is reduced constantly 
until it is ‘worthless’

•	 If your emergency fund is in a risky investment 
with an expected high return, its value can be 
lower on the day you need it; 

•	 It should be clear that if you have to wait for 
money before you can use it as an emergency 
fund, you can experience certain problems, 
with medical treatment (unless you belong to 
a medical aid or have a hospital plan) or even 
death as examples here. Similarly, your child may 
be unable to make bail for seven days and will 
be detained in a cell until your emergency fund 
pays out. 

How much money should be in an emergency 
fund?
The most common answer is three months’ income/
salary. You can start by using this as your goal. Six 
months’ or a year’s salary would be more effective. 
The reason is simply that people’s salary incomes 
differ. Three months’ income of R10 000 per month 
will not pay for the same crisis as a salary of R50 000 
per month.

A new emergency fund
•	 As soon as you use the money in your fund, you 

must immediately either start a new fund or use 
another, alternative emergency fund that you 
already have

•	 If you experienced certain crises in your life (too 
much debt, bankruptcy, divorce) you must start 
your own new emergency fund

•	 Liquidity and the safety of your capital are the 
main considerations here, not the rate of return. 

Types of emergency fund
1. Overdraft at the bank. You can arrange for an 

overdraft facility at the bank, linked to your 
bank account. This means that as soon as the 
emergency situation arises, you can borrow this 
money. Naturally it must be repaid within a year. 

Self-discipline is essential here, otherwise you use 
this facility for the wrong reasons.

2. Savings account. You add money to it every 
month, earn a taxable interest income and can 
get the money as soon as you need it. Particularly 
suitable for older persons without a mortgage.

3. Flexi-bond. This means that you can ‘borrow’ the 
portion of the money that you have already paid 
on your mortgage again if you need it, whether 
for an emergency or not. Make sure that you have 
linked this flexi-facility to your bank account. You 
can then either transfer the money electronically 
to your account at the automated teller machine 
(ATM) or via the Internet or your cellphone. The 
money is available immediately. Always make 
sure that you remember how much money is still 
available in your mortgage account. You must 
also know what the new mortgage instalment will 
be after the transfer. Find this out from the bank.

  Do not cancel your paid-up mortgage. Keep it 
‘open’ for future use.

  Invest money in your mortgage. It provides 
the highest, untaxed, post-inflation returns, and 
creates your own emergency fund for future use 
(emergency fund, deposit on a townhouse for 
letting, starting your own business, etc).

  Naturally point 3 applies only to those people 
who do have mortgages. Others will have to save 
elsewhere or invest with more risk.

4. Other investments. Your broker or planner can 
advise you on the type of investment(s) you can 
use as your emergency fund. Your neighbour’s 
emergency fund does not necessarily suit you 
or your personal financial situation. You may be 
able to invest with more risk in the future (and 
earn more than just interest—capital growth as 
well, particularly younger persons—remember 
the possibility of the loss of your capital amount if 
the markets drop) than with your first emergency 
fund. The wealthier a person is, the more they 
will be able to use self-financing in an emergency, 
mainly from investments resulting from paid-up 
debt. They are also more creditworthy.

Can I start an emergency fund together with other 
people?
Many people think they can start an emergency fund 
together with several relatives, friends or neighbours. 
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Please stay far away from this line of thought. Why 
will this not work, and is it very (100%) risky?
•	 One person or household can experience three 

emergency situations in a row 
•	 Different persons or households can require the 

money in the emergency fund at the same time
•	 Families are separated by divorce, after which 

the one spouse may want to break away from the 
group emergency fund

•	 Bad debt, bankruptcy and too much debt may 
cause people to demand their contributions from 
the fund and the fund to shrink

•	 One large claim against the fund can consume 
all the money, after which nobody will be able to 
claim again.

Remember
Your emergency fund is for an emergency, not for 
impulse spending; bad financial habits; wants; 
or paying off planned debt. Plan and budget for 
a new emergency fund, depending on the type 
of emergency fund you want to use. Assess your 
emergency fund(s) on an annual basis. If you look 
around you, you will agree: something is wrong, 
and things sometimes go very wrong. Yes, everyone 
needs an emergency fund.

Jordaan (2015:115) refers to the inability in some 
countries to provide for the aging population. The 
main reason is the smaller number of economically 
productive people (active and younger workers) 
compared to the large number of retirees. Not 
enough income and other taxes are thus created by 
the employed to provide sufficiently for the retirees. 
China is an excellent example — the result of their 
one baby-only policy.

17.4.1 A defined benefit pension fund 
The Pension Funds Act 24 of 1956 regulates pension 
funds in South Africa. The goals of the Act are as 
follows:
•	 The provision of annuities for employees and 

previous employees at retirement
•	 The provision of annuities for the dependents of 

these employees
•	 Other benefits to the above-mentioned persons.

Tax concessions
Since 1 March 2016, in terms of the Income Tax Act, 
all persons are entitled to certain tax deductions on 

their contributions to a retirement fund, namely 
(2016):
•	 27.5% of income contributed to the fund 

(pension, provident fund or retirement annuity) 
•	 The maximum amount that may be deducted 

annually is R350 000 
•	 For every retirement annuity fund in which the 

member has less than R247 000, the full amount 
may be deducted in cash.

Remember, do not underestimate retirement, it is 
much easier to be poor when you are still young and 
healthy. Especially those youngsters who still want to 
emigrate ‘with the South African Rand. ’

Types of pension plan
There are two broad categories of pension plan, 
namely:
•	 Insured plans
•	 Self-administered funds.

insured plans
According to an insured plan, a pension fund and 
an insurer reach an agreement, whereby the insurer 
pays out all the benefits in the case of retirement, 
disability or death. These benefits are covered by an 
insurance contract (policy). The insurer undertakes 
the entire administration of this type of pension plan 
(fund).

Self-administered funds
The employer administers this type of fund. In the 
case of a self-administered fund, investments are 
made over the entire range of investment products, 
not only insurance (or insurance from the same 
company, as in the case of an insured plan).

Characteristics
•	 In order to be effective, the fund must have a 

large number of members.
•	 It is ideal for large organisations and businesses.
•	 The size of the fund is determined by the age 

of the employees, their salaries and years of 
membership.

•	 It is ideal for the remaining members where staff 
turnover is high.

•	 Monthly contributions by employees are partially 
tax deductible – see tax changes for 2016 for 
amount.
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•	 Years of service may be bought.
•	 It is wise to make additional contributions.
•	 There is no flexible retirement and estate plan-

ning.
•	 A married person will do better because there 

will be dependants who will need a monthly 
pension after the death of the member.

•	 The younger the spouse of a person who is a 
member, the more beneficial it will be.

•	 The primary objective of a pension fund is to 
provide a pension at retirement.

•	 Trustees are free to increase retirement benefits 
after retirement, based on the performance of the 
insurers.

•	 In the event of the death of a member after retire-
ment, a pension is paid to the spouse and/ or 
children. Pension increases are also paid out to 
the spouse and/or children.

•	 If you already receive a pension, it will be very 
difficult to qualify for a further state pension.

•	 Contributions to the fund are paid from pre-tax 
money and your taxable income will therefore be 
lower.

•	 Pension is taxed at the PAYE/SITE rate. Therefore, 
tax is deducted at your marginal rate.

•	 Except for the tax-free part of the lump sum, the 
rest of the lump sum will be taxed.

Every employee should contribute to a pension or a 
provident fund. A self-employed person would have 
to invest in insurance products, shares and/or unit 
trusts.

ceding your pension
It is not possible for a member of a pension fund 
to cede or pledge any pension fund benefits. If a 
member tries to do so, the fund in question may 
withhold or terminate the benefits. It is, however, 
possible for a creditor to claim these benefits while 
the member is still contributing to the fund.

insolvency
If a member has already received the lump sum 
part of the pension benefits, this amount will form 
part of the member’s insolvent estate. The pension 
payable (monthly) to the member or the member’s 
dependents cannot form part of an insolvent estate.

It is important to remember that an employer 
may deduct the following from a member’s benefits:

•	 Amounts payable to the employer with regard to 
a home loan (for example, the deposit in the case 
of a 100% housing subsidy scheme)

•	 Warranties with regard to a home loan in favour 
of other persons (employees, family, friends)

•	 Any amount payable to an employer as a result of 
fraud and/or theft

•	 Arrear contributions to a medical fund.

Estate duty
Estate duty is payable on the lump sum as it 
forms part of the member’s estate. No pension (or 
annuities) will ever form part of a person’s estate for 
purposes of estate duty, unless it ceases to exist after 
the person’s death. Although estate duty is saved, 
income tax is payable on the pension.

Group life benefits
Pension funds normally offer life cover to members 
by means of group life schemes. In the case of a 
member’s death, the group life benefits are regarded 
as pension benefits. Life cover is provided to 
members without any proof of health. At retirement 
age or at withdrawal/resignation, a member may 
take out a life policy (at the standard rates applicable 
elsewhere) for the same cover as that provided by 
their group life scheme, provided this is done within 
one month of retirement/withdrawal/resignation.

Disability cover is also included in the group life 
scheme, while dreaded disease cover is excluded. 
Estate duty is payable on group life benefits as these 
are classified as normal insurance benefits.

functioning
•	 Members’ contributions form a fixed percentage 

of remuneration for the retirement funding 
service.

•	 The employer’s contribution varies according 
to actuarial advice. The employer’s contribution 
covers costs, as well as death and disability bene-
fits. The employer is responsible for members’ 
benefits. The employer contributes more for 
older members than for younger ones.

•	 Benefits are promised and defined according to 
a formula based on the member’s years of service 
and average final salary.

•	 Years of membership plus salary at retirement 
therefore determine retirement benefits.
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•	 Investment performance does not have such a 
significant effect on retirement benefits. The 
employer must pay in the difference to make 
provision for the promised retirement benefits.

•	 The investment risk therefore rests with the 
employer.

•	 Members do not get back their contributions to 
the fund.

•	 At retirement, the member receives one-third of 
the retirement benefit as a lump sum.

•	 The relation between the lump sum (one-third) 
and the pension (two-thirds) is fixed.

•	 The cost of administration is higher because of more 
actuarial calculations (salary adjustments, years of 
service, highest salary per period, and so on).

Advantages: Pension fund members
•	 Monthly contributions are tax deductible.
•	 The pension is protected against the insolvency 

of the member (while still contributing, as well as 
the pension part after retirement).

•	 Life and disability cover are included at low cost.
•	 The lump sum is tax free up to a predetermined 

amount
•	 It is an important part of retirement provision.
•	 The investment risk is not yours, because your 

employer still has to pay you your pension, irre-
spective of the investment return.

•	 Even if you take early retirement because of ill 
health, you will receive a pension calculated on 
what you should have received at retirement age.

disadvantages: Pension fund members
•	 Employees lose the employer’s contributions, as 

well as growth when they resign.
•	 Two-thirds of retirement benefits must be taken 

in the form of an inflexible pension (irrespective 
of good fund performance).

•	 Employees are not protected against their own 
indiscretions, because they can take their pension 
lump sum and squander it before retirement age 
(in the case of resignation).

•	 Monthly pensions do not keep up with inflation.

Similarities between defined benefit pension 
funds, defined contribution pension funds and 
defined contribution provident funds
•	 Membership requires an employer–employee 

relationship.

•	 Benefits cannot be ceded.
•	 With insolvency, benefits are dealt with in the 

same way.
•	 They all form an important part of provision for 

retirement.
•	 Estate duty is payable on the lump sum after the 

death of the member.
•	 Pension benefits (monthly) do not form part of 

an estate for the purposes of estate duty.
•	 Life and disability benefits are included in the 

membership at a low cost.
•	 Members are not protected against themselves, 

and may use the lump sum as soon as they have 
received it.

•	 Estate duty is paid on group benefits, because 
they form part of the member’s estate.

•	 Life cover is provided by means of group benefits.
•	 It is very expensive to borrow from the fund, 

because of the cost of interest, loss of capital 
growth and the taxability of repayments made to 
the fund.

17.4.2 A defined contribution provident 
 fund
An employer–employee relationship is a prerequisite 
for provident fund membership. A self-employed 
person cannot invest in a provident fund, but should 
make investments in insurance products, shares 
and/or unit trusts (as with a pension fund).

Investors nowadays want to be in control of their 
retirement money as far as possible. This is why 
provident funds have become popular as investment 
instruments for retirement.

The Pension Funds Act regulates provident funds. 
The purpose of the Act is to provide lump sum and 
other benefits to employees and their dependents at 
retirement.

Types of provident fund
Like pension funds, provident funds fall in the 
classes of:
•	 Insured plans
•	 Self-administered funds.

comparison with a defined benefit pension 
fund 
Table 17.2 shows the differences between a defined 
benefit pension fund and a defined contribution 
provident fund.
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characteristics and functioning of a defined 
contribution provident fund
•	 Monthly contributions to the fund are fixed, are 

determined as soon as you start work and are 
calculated as a percentage of your salary.

•	 Retirement benefits are based on the total contri-
bution a member has made to the fund, plus 
growth.

•	 Employees bear the risk.
•	 Younger members of the fund benefit more.
•	 Members get back their contributions to the fund.
•	 At retirement, a member takes 100% of the total 

retirement benefit as a lump sum.
•	 There are low administration costs because of 

fewer actuarial calculations.
•	 The fund requires only a limited number of 

members.
•	 Small or new organisations and businesses may 

use the fund.
•	 The size of the fund is determined by the monthly 

contributions made by members.
•	 Staff turnover does not have an effect on the 

benefits of the remaining members.
•	 Monthly contributions by employees are not tax-

deductible—tax deductible from 1 March 2016
•	 Employers’ contributions are tax-deductible.
•	 Lump sums are tax free up to a predetermined 

amount.
•	 It is wise to make additional contributions.
•	 Because the member has control over benefits, 

very flexible retirement and estate planning is 
possible.

•	 It is not possible to buy years of service.
•	 A single person will do better, because there will 

be no dependants who need a monthly pension 
after the death of the member.

•	 A spouse’s age is only relevant where a pension is 
chosen instead of a lump sum and the member 
dies soon after retirement.

•	 With relatively low real salary increases (or no 
increase at all) a defined contribution fund is 
effective, because benefits are not calculated on 
the final salary.

•	 The primary objective of a provident fund is 
to provide a lump sum at retirement—this has 
changed with effect from 1 March 2016 for 
certain age groups.

•	 After the member has received the lump sum, the 
member has nothing to do with the fund.

•	 No member will receive death benefits if they die 
after retirement, because the person is no longer 
a member of the fund. Death benefits will depend 
on arrangements the member has made with the 
insurer.

•	 Where benefits have been taken in the form of 
a lump sum, it is still possible to qualify for a 
state pension. The lump sum advantage has been 
removed in 2016 for certain age groups.

•	 Contributions to the fund are paid on a salary 
sacrifice basis or a non-contributory basis (the 
latter is more advantageous to members).

•	 Should you buy a pension in the form of a volun-
tary annuity with your lump sum, the pension 
will be only partly taxable.

Table 17.2: Defined benefit pension fund versus defined contribution provident fund

dEfinEd BEnEfiT PEnSion fund dEfinEd conTriBuTion ProvidEnT fund

1. Retirement benefits based on final salary and 
membership years

2. Employer bears the risk

3. Favours older fund members

4. Members do not get back what they invested in 
the fund

5. Retiree receives one-third as lump sum

6. Relation (ratio) between lump sum and pension 
is fixed (one-third:two-thirds)

7. Higher administration costs because of more 
actuarial calculations

1. Retirement benefits based on total contributions 
made by member plus growth

2. Employee bears the risk

3. Favours younger fund members

4. Members get back what they invested

5. Retiree receives 100% of benefits as lump sum 
(or less if member prefers)—this has changed 
with effect from 1 March 2016

6. Member receives lump sum only—this has 
changed with effect from 1 March 2016

7. Lower administration costs (no salary changes, 
years of service, highest salary per period) ➟
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8. To be efficient the fund requires a large number 
of members

9. Ideal for large organisations

10. The size/strength of the fund is determined by 
the age of the employees and their salaries

11. Ideal for remaining members where the staff 
turnover is high

8. The fund requires a relatively small member- 
ship

9. Small and new organisations or businesses can 
use this fund

10. The size of the fund is determined by monthly 
contributions

11. Staff turnover does not influence the benefits 
of remaining members

Advantages of provident funds
•	 A member can take all relevant benefits in the 

form of a single lump sum with effect from 1 
March 2016.

•	 Members are in control of the entire amount of 
their benefits (this can also be a terrible disad-
vantage – squandering money).

•	 Flexible retirement and estate planning is 
possible.

•	 Members can make additional contributions in 
order to increase their retirement provision.

•	 Investment performance has a direct effect on 
retirement benefits. If benefits are cashed in 
during an economic boom, or when the stock 
exchange is strong (a bull market), the member 
may receive high retirement benefits.

disadvantages of provident funds
•	 Of all three funds, the risk is the highest in this case.
•	 Lump sum benefits may be squandered or 

invested in the ‘wrong’ investments.
•	 The rules of the fund do not allow members to 

buy back years of service.
•	 Contributions made by members are not tax- 

deductible until 1 March 2016.
•	 Lump sums received are taxable in total in any 

event (death, retirement, withdrawal, resigna-
tion).

•	 If the member retires during an economic down-
swing (a bear market), the member may receive 
low retirement benefits.

•	 The investment risk rests with the employee or 
member.

•	 It is possible to get far less after retirement than 
in the case of a defined benefit/contribution 
pension fund.

•	 As a member, you will always wonder how the 
fund is doing, and whether you will have enough 
money for your retirement.

The role money plays in our lives differs consider-
ably from one person to the next. However, everyone 
should save or invest sufficient funds for retirement 
so that they can live off their retirement provision. 
The choice of the type of retirement fund in which 
to invest and the implementation of this choice have 
certain financial consequences for the retiree (Swart 
2014:16–17).

Remember, your retirement money:
•	 Is not your emergency fund for illness or 

repairing cars
•	 Should be sufficient to supplement the drop in 

pension income after retirement (after 25 to 
35 years’ membership, members retire with about 
50% to 70% of their pre-retirement salary)

•	 Must keep up with inflation (which can be about 
5.5% to 15%, depending on your standard of 
living)

•	 Must provide you with a stable, inflation-linked 
return after retirement (rich people’s expenditure 
increases by 20% to 25% after retirement, while 
the expenditure of the current ‘middle class’ 
declines by about 20%-25%; the lower income 
group depends on the state and relatives)

•	 Must be built up over your entire life for the 20 to 
25 years after retirement at 60

•	 Must be about ten times your current annual 
retirement salary in the form of capital 

•	 Is not something to give to your children—don’t 
take off your clothes before you get into bed.

What percentage of my salary should I invest for 
retirement? (Depending on your income category 
and affordable standard of living.)
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18–30 years: 5%–15% Depending on whether 
your children study or work

30–40 years: 15% Children still live at 
home, at school or 
studying

40–65 years: 20% + Children are out of the 
house

60–75 years: 10% You are retired, with 
adequate retirement 
provision

funds and products for retirement
It is important for you to determine the following 
with respect to your retirement provision in one or 
more of the following funds (2-5):
•	 The total capital amount and inflation-linked 

monthly income amount that you can expect in 
your investments during your retirement and 
how much you will need (compare your retire-
ment budget to your current budget). 
Swart (2014:16–17)

1. Your residence
 Many people erroneously think that their resi-

dence is their retirement fund. Your residence 
reduces your cash flow, increases your cost of 
living, will perhaps have to be sold at a low price 
in a poor market/economy, or there will not be 
any buyers—everybody is trying to sell. Sell yours 
and rather rent, or let out rooms. 

  Employees usually belong to their employer’s 
retirement fund, which is either a pension fund 
or a provident fund. Consult the human resources 
management division about your retirement fund. 

2. Your employer’s pension fund
 Currently (2015) the following provisions apply:
 Contribution: Employers normally also contribute 

to the fund.
 Retirement benefits: Employers guarantee mem-

bers a certain pension on retirement.
 Do not take the one-third withdrawal if you 

are going to spend it and not employ it to good 
purpose. Rather leave it alone or invest it further 
in a voluntary annuity. If you become medically 
disabled you will receive the retirement benefits 
that you would have received if you had retired 
at the normal retirement age. Because retirement 

benefits do not keep up with inflation, it is wise to 
invest additionally in 4. Find out what percentage 
the survivor would receive from group benefits on 
the death of a member in order to make timeous 
additional provision (a life policy).

 Since 1 March 2016 the following has applied:
 Contribution: 

•	  The employer’s contribution to the fund is 
regarded as a fringe benefit to you in terms of 
income tax

•	 Members’ contribution is tax deductible up to 
27.5% of the bigger of their salary on employ-
ment or taxable income; limited to an annual 
maximum of R350 000

•	 If members’ contributions exceed this annual 
limit, they will be able to carry it over to the 
next year.

3. Your employer’s provident fund
 Currently (2015) the following provisions apply:
 Contribution: Employers guarantee a contribution 

to the fund in this case, but not a specific retire-
ment amount. 
Retirement benefits:

 You can withdraw your total retirement amount 
as a lump sum and do with it what you want—
remember that this is the capital that must give 
you a retirement income for the rest of your 
life. Should a member die at an early age, there 
is very little money in the fund— because of the 
low joint contribution, the retirement amount is 
very small. Members should invest additionally 
in 4, for example. Should a member resign or be 
retrenched, the member receives the total retire-
ment amount in the fund. When you resign, are 
retrenched, change jobs or retire, your retirement 
amount can be much lower than you expected 
due to the influence of the prevailing market 
conditions on the portfolio in which the fund 
invested. Your retirement pension has less protec-
tion against inflation here than in 2. Make sure 
that you have sufficient life cover for your spouse’s 
retirement in case your group cover is not suffi-
cient to cover this.
 Since 1 March 2016 the following has applied:
Contribution: the same as for 2
Retirement benefits: 
•	  Members will no longer be able to withdraw 

the full retirement amount as a lump sum
•	  Do not resign your job to get the money
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•	 Members who were 55 years or older on 
15 March 2016 may still receive the full retire-
ment amount as a lump sum

•	 The employer’s contribution is regarded as a 
fringe benefit for income tax purposes.

4. Retirement annuity
 Currently (2015) the following provisions apply:
 Retirement benefits: 

•	  After retirement at 55 or later (or earlier due 
to medical disability), you can take one-third 
of your investment in the form of cash. It is 
advisable to invest this amount further in a 
preservation fund, from which you will be able 
to withdraw money again tax free.

•	 The remaining two-thirds must then be used 
to purchase a compulsory annuity from an 
insurer, from which you will receive a monthly 
pension. This policy can be either (a) a guar-
anteed annuity, or (b) a life annuity. 

 In (a), a member: has a certain amount of death 
cover (you receive the pension until your death); 
or joint benefits for spouses’ lives until death; the 
term can be fixed on the life of the member, or 
until the death of the survivor; the survivor will 
receive a portion of the deceased’s pension; a 
pension value (the calculation that determines 
your monthly pension) based on the possibility 
that the wife will live longer than the husband; a 
pension amount calculated on the joint expected 
life of the wife as well as the husband (ie the 
number of years that both will live after retire-
ment). 

  In (b), a member: has the opportunity to 
obtain further capital growth, particularly if the 
member has other/adequate income/pension. 
Nevertheless, a certain pension can be obtained, 
which will reduce the capital annually, depending 
on the pension amount you require. Do not 
withdraw too high a pension, as this will deplete 
your capital (which you are supposed to allow 
to grow). You can take between 2.5 and 17.5% 
of your capital. However, your pension is not 
guaranteed. If the member dies, the relatives can 
either continue to draw the pension or receive 
the capital in five annual amounts. Your heirs can 
therefore determine your choice.
•	  Note that you can invest funds from other 

sources than retirement funds in 4.

 Since 1 March 2016 the following has applied:
 Contribution: the same as for 2 and 3.
5. Preservation fund
 Currently the following provisions apply:
 Retirement benefits: 

•	 The greatest benefits of 5 are tax benefits and 
access to your money

•	 You can transfer your money tax free from 2 or 
3 to a preservation fund (if you want to leave it 
there temporarily)

•	 You pay tax if you transfer your money from a 
pension fund to a provident fund preservation 
fund, or from a provident fund to a pension 
fund preservation fund

•	 You can make a cash withdrawal from 2 or 3 
before transferring your money to 5

•	 You can also make a further withdrawal before 
the age of 55 (which can be the total amount)

•	 If you transferred a portion to an annuity 
earlier, you can still make a withdrawal

•	 Likewise, a further withdrawal can be made 
where an employer deducted a lump sum for 
debt from an employee’s retirement fund

•	 Note that you cannot invest funds from sources 
other than retirement funds listed above.

 Surprise and shock were expressed when it was 
announced in the week of 17 to 19 October 2014 
that the proposed amendments to the Act for 
implementation in March 2015 had been post-
poned. The National Treasury announced in 
Parliament (15 October) that they would possibly 
be implemented in 2016/2017. When they will 
in fact be introduced, and whether they will 
be amended further, can at this stage, only be 
guessed at (Swart 2014:14–15). 

  Many people sent enquiries that need no longer 
be dealt with because of this postponement. 
There are no longer any amendments pending 
with respect to retirement funds (retirement 
annuities, pension funds and provident funds) for 
March 2015 regarding contributions, benefits and 
tax deductions. 

why were they revoked?
Various sources reveal that pressure from Cosatu 
constituted the main reason. In spite of earlier 
consultations with unions, they insist on having 
the necessary consultations again between the 
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government, business and the unions. Likewise, 
they first want to see reform in the following areas: 
the choice to take part in the amendments or not; 
the possibility that the government will not allow 
them to withdraw their pension as a lump sum; and 
existing benefits for employees with respect to their 
unemployment, retirement provision for informal 
workers and national healthcare. In their opinion, 
the social security system must first be in place for 
all South Africans.

The emotional and psychological 
consequences (Swart 2014:14–15)
Even more uncertainty was created in South Africa 
with respect to our financial future and what can 
ultimately happen to our retirement funds and 
provision. Likewise, the retirement fund industry 
and the financial services industry are waiting for 
answers. The role of trade unions in particular was 
underestimated. Nevertheless, the organised labour 
industry is entitled to more certainty about their 
own financial future and those of their families, and 
to negotiate in this regard.

Many people have also taken their retirement 
packages before the government takes it—they 
think.

who bears these costs?
The retirement fund industry (including actuaries) 
and brokerage firms have already expended 
considerable costs and time on the proposed 
amendments, which were implemented on 
1 March 2016. The costs include: the adjustment 
of administrative systems; the future planning for 
the influence on products and the selling thereof; 
thousands of enquiries by fund members of 
retirement annuities, pension funds and provident 
funds—advice has already been given in this regard; 
the communication of the effect on employers and 
employees (fund members); the correction of all 
previous costs (because the act does not change); 
and the new amendments as soon as the act is 
re-introduced, with or without further amendments, 
in 2016/2017 or later. The industry also loses 
credibility in the eyes of fund members and investors 
as a result.

Employers have also prepared themselves to 
inform employees/fund members of the amend-
ments (a lot of time and expenditure).

What benefits will the amendments have?
1.  For the industry:

•	 The tax aspects of the three retirement funds 
will be in harmony, which will save a lot of 
time, advice and money (costs)

•	 People will be encouraged to save/invest
•	 Retirement benefits can be planned better on 

the basis of a more uniform system.
2. For fund members:

•	 A uniform system for retirement funds makes 
it easier to understand

•	 It will encourage tax-friendly investments, 
particularly for retirement

•	 People will make better and more provision 
for retirement

•	 Members of provident funds will be forced to 
not withdraw their total retirement benefits 
and use this for other objectives than retire-
ment provision, and for spending

•	 Members will be able to contribute 27.5% 
of their total income (not just pensionable 
income with an employer, as is currently the 
case-7.5% for an employee, or 15% of it for 
a retirement annuity) tax free to their retire-
ment funds–much more than before

•	 Contributions to provident funds will also be 
deductible from tax, just like for pension funds

•	 An annual tax deduction for contributions (to 
the fund) up to a maximum of R350  000 is 
permitted

•	 If members’ contribution exceeded this annual 
limit, they will be able to carry it over to the 
next year

•	 The cost of investment products will be 
reduced

•	 Members will be unable to abuse their retire-
ment money if they change jobs

•	 Although the premiums will no longer be tax 
free, the disability amount will not be taxed on 
receipt any more

•	 Retirement funds will be able to offer members 
better benefits/returns after retirement

•	 Members of provident funds will have paid 
their pension premiums with pre-tax money, 
which will mean a higher net salary

•	 Many people will now want to find out more 
about their retirement funds, retirement 
benefits and retirement contributions, which 
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will lead to greater financial literacy and inde-
pendence.

What disadvantages will the amendments have?
1. For the industry:

•	 None in the long term.
2.  For fund members:

•	 Provident fund members have already tried 
to use the retirement benefits in a way they 
deemed fit

•	 The compulsory holding back of retirement 
fund benefits and future contributions

•	 Workers will lose access to their money, even if 
they need some or all of it

•	 Everybody had to obtain advice on what 
they had to do, and this aggravated existing 
problems with respect to financially illiterate 
people.

Decide for yourself whether it will be detrimental 
after you have read the following financial 
provision for members of provident funds:

•	 They would have been able to withdraw every-
thing before March 2016

•	 If members are therefore already 55 years or 
older, the retirement benefits remain the same 
as currently if they remain with the same fund 
until they retire

•	 If members have less than R150 000 in any type 
of retirement fund on retirement, they need not 
purchase a compulsory pension.

Many people felt that the amendments would have 
no benefits or disadvantages, because they did not 
know what was going to happen in the country until 
their retirement in any case. They still believe that 
capital and income sources will be increasingly, 
and ultimately totally, nationalised. Nationalisation 
means that the government seizes the money in your 
retirement funds and uses/misuses it as they want, 
like the farms in Zimbabwe and elsewhere. The 
legislator has made it clear that this would not be the 
objective of the new legislation. 

Every member of a retirement fund must reflect 
on the following questions in particular:
•	 Of which of the three types of retirement 

funds—retirement annuities, pension funds or 
provident funds (or even more than one)—are 
you a member?

•	 What tax benefits do your monthly contribu-
tions/premiums enjoy?

•	 What benefits will you currently receive when 
you retire, die or were to become disabled?

•	 How will the new legislation with numerous 
benefits affect you?

•	 Will you be able to understand the financial 
implications of the new legislation if you have to 
interpret it?

•	 Will you be able to explain the difference in 
benefits to your household and financially literate 
children? Do you have a correctly certified finan-
cial planner to help you with this?

•	 Do you realise the importance of attending infor-
mation sessions offered by your employer on this 
new legislation in the future?

•	 Will you also attend sessions by your broker and 
carefully study their information leaflets?

Remember the following: provident funds concen-
trate on, among other things, providing people in 
rural areas (in terms of their culture) with a lump 
sum after retirement. This enables them to look 
wealthy in their community by, for example, buying 
a number of cattle and sheep and improving their 
homes. They also do not have to go to town to a post 
office (how relevant in South Africa) to queue for 
their monthly pension.

17.4.3 retirement annuities
Invest in a retirement annuity and enjoy the tax 
benefits allowed by law. An annuity is a series of 
payments or investments that are made in equal 
instalments.

If you have an approved four-year post-matricu-
lation qualification you may take out a PPS annuity. 
(PPS stands for the Professional Provident Society of 
South Africa). The return on this annuity is higher 
than that of other annuities because of the lower risk 
of the members. A PPS annuity is an ordinary retire-
ment annuity and functions in much the same way 
as other annuities. The only difference is that extra 
tax-free dividends are paid out for each share you 
own.
•	 The retirement annuity’s option may be exercised 

when you are 55 years old
•	 Investors must take one-third of their total invest-

ment as a lump sum and reinvest it.
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•	 The remaining two-thirds must be used to buy a 
compulsory annuity.

The compulsory annuity may be a traditional 
annuity or a modern, flexible annuity. A traditional 
annuity may be taken out on the life of a single 
person or on the lives of both spouses. At the death 
of a single person, all further benefits will lapse. In 
the event of death in the case of a joint annuity, the 
surviving spouse will receive an income until they 
die. Where both people are still alive (after exercising 
the option), there are different income combinations 
to choose from. For example, older people (as well 
as those who smoke) will receive a higher income 
because of their shorter life expectancy, while 
women will receive a lower income because of their 
longer life expectancy.

Two-thirds of the compulsory annuity may be 
invested in a living/flexible annuity. Investors are 
allowed to choose their own level of income, based 
on their current needs, for example between 2.5% 
and 17.5% of the two-thirds capital amount. This 
option is preferable when there are heirs. After the 
death of the surviving spouse (in a joint annuity) the 
heirs may receive the remaining funds over a period 
of five years, or continue with the annuity in the 
same way as the initial investor(s).

choosing an annuity
According to Prinsloo in Lamprecht (2016:1), 
between 80 and 90% of single-premium annuities 
(the two-thirds) are living annuities. The rest is 
divided between level/guaranteed, with-profit and 
inflation-linked annuities.

Lamprecht (2016:1) list the following considera-
tions:
•	 The level of income required to maintain your 

living standard
•	 Other sources of income available to the member/

pensioner
•	 Tertiary education expenses for children
•	 The need or desire to pass on savings to depend-

ents
•	 The health of the pensioner.

The pensioner and broker should ask questions 
and provide answers in order to make an informed 
choice and to provide professional advice based on 
the needs of the pensioner – the client.

Lamprecht (2016:1–2) explains the risks asso-
ciated with each type of annuity, as well as the 
responsibility for carrying the risk: 

Guaranteed 
annuity

With-profit 
annuity

Living annuity

Low risk Medium 
risk

Higher risk

Insurer 
carries risk

Risk is 
shared

Member/pensioner 
carries the risk

Each type has different characteristics, advantages 
and disadvantages Lamprecht (2016:1):

Guaranteed 
annuities

•	 Guaranteed level of income
•	 Income increase by a set 

percentage or annually with the 
inflation rate

•	 An option to buy a spouses 
pension exist

With-profit 
annuities

•	 Longevity risk is passed to the insurer
•	 Investment risk is shared
•	 If discount rate is exceeded by 

profit margin, the pension can 
increase

•	 Future increases are not 
guaranteed

•	 Mortality in the pool of 
pensioners may impact 
negatively on future pension

Living 
annuities

•	 Pensioner carries longevity risk 
as well as investment risk

•	 Pension can go to family/
beneficiaries after pensioner’s 
death

•	 Pensioner can choose level of 
monthly income between 2.5% 
and 17.5%

Impaired 
annuities

•	 For pensioners with health 
problems and a shorter life span

•	 Similar to a life policy
•	 Health assessed during a medical 

examination
•	 Pensioner receive a higher 

pension for a shorter life span
•	 Previously, impaired pensioners 

had to choose a guaranteed or 
with-profit annuity
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Choosing between a guaranteed annuity and a Life-
annuity/living annuity (Wentzel in Cairns 2016: 1). 

Type of 
guaranteed 
annuity

•	 Guaranteed escalation 
annuities

•	 Guaranteed inflation-linked 
annuities

•	 Guaranteed index-linked 
annuities

•	 Guaranteed with-profit 
annuities

•	 Each type has a different price
•	 Size of monthly pension 

determined by many factors, 
namely: interest rates; the level 
of the equity market; your age, 
your sex; expenses (upfront 
or ongoing); commission; 
additional features, for 
example a guaranteed pension, 
a spouse’s pension, a death 
benefit.

•	 Increase in pension depends on 
type chosen

•	 Higher interest rates – cheaper 
product

•	 Interest rates do not influence 
guaranteed escalation and 
inflation linked annuities

•	 Index-linked and with-profit 
will depend on equity market

Life annuity •	 Already discussed.

Investing the lump sum (one-third)
The lump sum should be used, in the first place, to 
pay off a current bond (on a dwelling, not income- 
producing property) or other debt if interest rates are 
high. A voluntary annuity (linked to an endowment 
policy or unit trusts) may be purchased if a secure 
income is required. Income trusts can also provide 
income for retirement, and unit trusts can provide 
a security fund for emergencies if no ‘access’ type 
bond exists. For the purposes of capital growth, an 
endowment policy, unit trusts or a share portfolio 
may be chosen, based on the investor’s risk profile.

Uses of retirement annuities for different catego-
ries of investor
The main purpose of retirement annuities is 
additional provision for retirement. Quite a few 

other uses exist, however, for different categories of 
investor, namely:
•	 Young investors
•	 The middle-aged
•	 Business people
•	 Pension and provident fund members
•	 Retirees
•	 Recipients of lump sums.

Young investors
An investment in a retirement annuity would help 
young investors to entrench financial discipline. 
Due to the tax-deductibility of retirement annuity 
contributions, a considerable tax saving would be 
realised and a large amount would be invested over a 
lifetime for retirement purposes.

The middle-aged
The middle-aged are normally at the fullest extent 
of their potential income level and investment 
capacity. Tax advantages from retirement annuity 
contributions are relatively high for such people.

Business people
The self-employed are in need of retirement annuity 
contributions for the purposes of retirement, mainly 
because they are not pension or provident fund members.

Pension and provident fund members
Members of these funds could use retirement 
annuity contributions for tax benefits and for 
additional retirement provision.

Retirees
Retirement annuity contributions should be 
extended until the age of 69 years and 11 months by 
retirees, if it is financially possible.

Recipients of lump sums
A lump sum could be invested in an annuity for 
tax purposes. The investment in this case is called a 
voluntary annuity.

Retirement annuities and insolvency
Retirement annuities do not form part of a person’s 
estate and are therefore protected against the claims 
of creditors. If an investor has already received a 
lump sum, it forms part of the estate and would also 
form part of an insolvent estate.
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Retirement annuities and estate duty
Income (annuities) received from a retirement 
annuity (after the annuitant’s death) does not form 
part of the investor’s estate and is therefore exempt 
from estate duty.

Beneficiaries
A contributor to a retirement annuity may appoint 
a beneficiary (other than a spouse and/or children) to 
whom the proceeds or the annuity must be paid. On 
the date of death, the trustees of the fund transfer 
the benefits to the surviving spouse and children 
(dependants). If there are no dependants, the trustees are 
obliged to pay the benefits to the appointed beneficiary. If 
there are neither dependants nor appointed beneficiaries, 
the benefits are paid into the deceased estate.

Employers and retirement annuities
Only the individual member may take out a 
retirement annuity. An employer may not hold 
or take out a retirement annuity on behalf of an 
employee. The following applies if an employer 
increases the employee’s salary on condition that 
such an annuity be bought:
•	 The increase forms part of the employee’s normal 

income
•	 The employee is entitled to claim tax deductions 

for contributing to the annuity.

Retirement annuities and divorce settlements
The applicable matrimonial regime of the spouses 
determines whether retirement annuities (that is, 
contributions plus interest) form part of a divorce 
settlement or not. They are included (form part of a 
spouse’s assets – existing not prospective) in divorce 
settlements where spouses are married:
•	 In community of property
•	 Out of community of property with inclusion of 

the accrual system.

Retirement annuities would be excluded from 
divorce settlements where spouses are married out 
of community of property with exclusion of the 
accrual system.

Retirement annuities and life coverage
Life cover may be added to a retirement annuity, 
in which case the annuity contributions remain tax 
deductible. 

Compulsory versus voluntary annuities
When the purchase of an annuity is required by law 
(like the two-thirds you receive from a retirement 
annuity), it is called a compulsory annuity. The 
purchase of an annuity need not always come from 
the proceeds (two-thirds) of a retirement fund. An 
investor may inherit R50 000 and decide to invest 
in an annuity. Such an annuity is called a voluntary 
annuity.

An important difference between a compulsory 
and a voluntary annuity is in the tax assessment. 
The income from a compulsory annuity (two-thirds 
of the annuity) is taxed in full. In the case of a volun-
tary annuity, the income is divided into income and 
capital. Tax is payable on the income portion and 
not on the capital.

Collins in Cairns (2016:1–2) explains the invest-
ment of a lump sum into a retirement annuity as 
follows:

Retire-
ment 
annuity

•	 Lump sum can be deducted from 
your income up to a limit of (the 
lower of) R350 000 or 27.5% of 
remuneration or taxable income – 
a tax deduction

•	 The excess amount can be 
deducted in the following year 
from pension from a living 
annuity

•	 You don’t lose the 27.5% 
deduction

•	 You will not pay tax on interest, 
dividends or capital gains

•	 Restrictions on how you may 
invest: 75% equity; 25% real 
estate; 25% offshore

•	 In case of death, pension value 
goes to spouse/family/beneficiaries

•	 Value of RA form part of your 
estate in case of divorce

•	 Protected from creditors

Living 
annuity

•	 You will not pay tax on interest, 
dividends or capital gains

•	 Restrictions on how you may 
invest do not apply: 75% equity; 
25% real estate; 25% offshore 

➟
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•	 May withdraw between 2.5% and 
17.5% per annum of investment 
value

•	 The latter income percentages 
may only be reviewed once a year 

•	 In case of death, pension value 
goes to nominated person(s) 
in your will or beneficiary 
nominations

•	 Value of LA does not form part of 
your estate in case of divorce

•	 Protected from creditors.

regulation 28 of the regulations made under 
the Pension funds Act
According to Cairns (2016:1) explains that many 
South Africans ‘investing through retirement 
annuity products are currently outside the limits 
allowed by Regulation 28 of the Pension Funds Act 
24 of 1956. The latter refers to the percentage of their 
assets pension products can allocate to different 
asset classes.

The problem started as a result of the deprecia-
tion in the value of the rand. Regulation 28 sets a 
limit of 25% to investments in offshore products 
and 5% to investments in Africa. Cairns (2016:1) 
explains that individual retirement annuities are 
subject to the same limits set by Regulation 28. 

Funds are not allowed to pass these limits. Two 
scenarios exist, namely (Cairns 2016:1):

Investing 
through 
the RA in 
funds which 
themselves 
are Regulation 
28-compliant

•	 Regulatory compliance are 
dealt with by the fund

•	 Fund managers undertake not 
to make additional offshore 
investments

•	 Fund managers undertake to 
rectify the limit-exceeding 
problem within 12 months 
(Carter – Allan Gray)

•	 Fund managers invest all new 
investments into local assets 
(Wierzycka – Sygnia)

Investing 
through the 
RA in funds 
which are not 
Regulation 
28-compliant

•	 They manage their own 
investments

•	 Regulatory compliance 
is dealt with by the fund 
administrators

•	 A twelve-month time-clock is 
started for the investor—after 
10 months the investor will be 
contacted to re-balance the 
portfolio (Carter – Allan Gray)

•	 After 12 months the investor 
may be forced to rebalance 
the portfolio (Wierzycka—
Sygnia)

All re-balancing will be done ‘on instruction of the 
investor’ (Cairns 2016:2).

17.4.4 Tax-free savings accounts (TfSAs)  
 (Swart 2015:27)

•	 Treasury introduced tax-free saving accounts 
since 1 March 2015 

•	 The goal is to motivate people to save for emer-
gencies as well as to reduce debt

•	 The return (interest, dividends, capital growth) 
on these accounts is tax free

•	 Each person may have two accounts per year
•	 You choose the type of account: an interest 

account; equity products; or both
•	 A maximum annual contribution of R30 000 per 

person is allowed (married persons—R60 000)
•	 A maximum lifetime contribution of R500 000 

per person is allowed 
•	 You may withdraw the money (you may not 

replace it and enjoy further tax advantages)
•	 It serves as a tax-free emergency fund.

17.4.5 Preservation funds
A preservation fund is a type of retirement fund 
in which retirement benefits from a pension or 
provident fund are kept. Insurance companies have 
preservation funds.

With a lump sum annuity, you may not touch the 
benefits in the fund until you reach the age of 55. 
This is not the case with a preservation fund. Access 
to the benefits is therefore an important criterion 
that should be considered before you make a deci-
sion.

Personal Finance Management 5e.indb   584 12/12/2016   2:50:38 PM



585Chapter 17 Retirement planning

With a preservation fund, money may be with-
drawn only once before retirement. It will, of course, 
be possible to withdraw the total amount from the 
fund with this single withdrawal. You must be careful 
and discipline yourself not to spend this money that 
you saved for retirement. The access facility may be 
a disadvantage for undisciplined people.

For the purposes of preservation funds, the 
retirement age is described as the age at which you 
leave the services of an employer, and which may 
not be before the age of 55 or after 70. Similarly, an 
unemployed person who deposits money in the fund 
may not retire from the fund before 55 or after 70.

The transfer of a retirement package from a 
pension fund or a provident fund to a preserva-
tion fund is tax free. If money is transferred from 
a pension fund to a preservation provident fund 
(instead of a preservation pension fund), there are 
tax implications, however.

An advantage of a preservation fund is that the 
employee’s years of membership of the employer’s 
fund can be transferred to the preservation fund. 
The years of membership are still taken into account 
when the tax-free lump sum is calculated.

The flexibility (control) and transferability of 
the investment are important criteria. When you 
have little or no financial discipline, your retirement 
package should rather be transferred to a lump sum 
annuity for self-protection, in other words to protect 
your retirement benefits (even though you will have 
to pay commission on your investment).

17.4.6 unit trusts (collective 
 investments)

Unit trusts offer high capital growth (a high tax-free 
return) and may be realised quickly because they 
are very liquid. These unit trusts may be used as a 
deposit for a home if you do not already own one.

Unit trusts allow a relatively small investor to 
invest indirectly on the Johannesburg Securities 
Exchange. Money is invested in the shares of 
different companies. You may invest in unit trusts 
on a monthly basis.

Unit trusts can be divided into three general 
categories:
•	 General trusts
•	 Specialist trusts
•	 Income trusts.

General trusts and specialist trusts are aimed at 
capital growth, while income trusts provide a regular 
income for investors such as retirees. Young people 
should invest in the first two types, never in income 
funds. The risk factor varies considerably among 
unit trusts. Young people should invest in risky 
unit trusts with a view to long-term capital growth, 
for example in the unit trusts of new, developing 
companies. It is also possible to invest in unit trusts 
with international interests, in other words, a type of 
international trust.

Money market funds (one of the latest types of 
unit trust) provide an income for investors, while 
their capital is protected. At present, money market 
funds have the lowest risk of all unit trusts.

Buying unit trusts requires a small initial deposit, 
for example R200 for certain trusts. Subsequently, 
even smaller amounts may be invested every month. 
Various methods may be used to buy unit trusts:
•	 Completing application forms supplied by a 

broker or an institution
•	 Filling in newspaper and magazine advertise-

ments
•	 E-mail
•	 Websites on the Internet
•	 Dialling the toll-free numbers of customer care 

services.

Unit trusts offer high capital growth, particularly 
when the investment is kept for more than three 
years (as long as 30 to 50 years, for effective capital 
growth).

They also protect the investor against inflation. 
Unit trusts are very liquid. The total investment may 
be called up within ten days, if the investor needs the 
money urgently.

For information about unit trusts and their 
returns or results over different periods consult 
books, newspapers, brokers, banks, insurance 
companies and the Internet.

It is also possible to link an investment in unit 
trusts with a life policy, an endowment policy or a 
retirement annuity. Such a product or investment is 
called a unit trust-linked investment.

Your view of risk or risk profile (whether you are 
willing to take risks or anxious to avoid risks) will 
largely determine which unit trusts you will invest 
in.
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Figures 17.9 and 17.10 illustrate some character-
istics of unit trusts from the point of view of risk, 
return, capital growth, income, short-term needs, 
medium-term needs, long-term needs, knowledge 
required, age and taxability.

Short term versus long term
Different types of unit trust are suited to different 
periods of investment:
•	 Short term: Money market income
•	 Medium term: Prime stock specialist
•	 Long term: Managed shares.

Knowledge required
If you have relatively little knowledge of unit trusts, 
you should either not be involved at all in managing 
your unit trust portfolio, or your involvement should 
be very limited. If you have sufficient knowledge of 
unit trusts you can become actively involved in their 
management.

options for unit trust investments at specific 
ages
•	 20–40 years: Invest in high-risk unit trusts such 

as specialist trusts.
•	 40–60 years: Invest in unit trusts with an average 

risk, for example managed trusts and index trusts. 
Unless you do not have retirement capital – then 
choose more risk.

•	 60 years and older: Invest in low-risk unit trusts 
such as income trusts.

Taxability
Tax is paid on the income received from income 
trusts and money market funds. 

Knowing your risk profile
Investors ought to know the different investment 
criteria before they invest in any product, including 
unit trusts, as investment instruments. Knowing 
your own tolerance for risk (risk averse/avoider, risk 
indifferent, risk-taker) is certainly very important 
to all investors. An investor’s risk profile will deter-
mine the ‘right’ fund for the investor’s situation.
•	 Risk-averse investors should invest in low-risk 

unit trusts (or no unit trusts at all).
•	 Risk-indifferent (neutral) investors should invest 

in medium-risk unit trusts.

•	 Risk-takers (seekers) should invest in high-risk 
unit trusts (or shares).
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figure 17.9: Unit trusts: Risk versus return
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figure 17.10: Unit trusts: Capital growth versus 
income

How to choose a unit trust
Apart from the investor’s financial situation and 
risk profile, various other important factors require 
consideration in order to choose a unit trust or 
make up a selection of unit trusts. It is important 
(especially for the uninformed investor) to consult 
a financial adviser or manager regarding investment 
in unit trusts. Investing in several unit trust funds 
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will enable the investor to gain higher returns from 
the different strategies adopted by the various fund 
managers, in order to take advantage of cyclical 
movements in share prices.

Compounding (interest on interest added to the 
amount invested, ie, the capital) will turn even a 
small difference in return between funds into a major 
difference over time (ten or 15 years). Choosing the 
best fund is therefore very important.

Potential investors normally evaluate the past 
performance of a fund to predict its future potential. 
Past performance cannot be bought but, unfortu-
nately, this is exactly what is being sold. According 
to Lamprecht (1996:60), historical performance is 
useful to a limited extent only, but investors have 
little else to use as a criterion. Information on the 
following relating to the fund manager’s competence 
is also crucial to the potential investor:
•	 Decision-making strategies
•	 Whether research has been done
•	 Whether decision-making is a disciplined process
•	 The experience of the fund manager
•	 The type of companies and sectors invested in.

The objectives of the investor will always be of 
paramount importance. It may be advantageous to 
combine an investment in a unit trust with an insur-
ance product.

An investment technique
De Lange (1996:50) discusses an investment 
technique according to which investors should 
divide unit trusts into four categories, in view of the 
different reactions of shares in these categories to 
market conditions.

The four categories are:
•	 Cash and capital market funds
•	 Value funds
•	 Growth funds
•	 Special opportunity funds.

Unit trust switches
Investors often want to switch between unit trusts. 
Unless the initial investment was based on a 
completely wrong decision, this is hardly ever to the 
advantage of the investor, especially over the long 
term. Switching may sound easy to the investor, 
but it is expensive and requires a very professional 
approach.

Guidelines on switching between unit trusts:
•	 Timing is of the utmost importance.
•	 Losses may be incurred.
•	 Switching entails the selling of units from one 

fund and then buying units from another.
•	 The new cost (in the case of in-house switching) 

will vary from between 0% and 1%.
•	 The real cost is determined by looking at the 

market value of the unit trusts before and after 
the switch.

Lambrechts (1996:57) says the following about 
market timing when switching between unit trusts:
•	 Keep your money in equity unit trusts when the 

stock market is surging.
•	 Switch to high-income funds (money market 

funds) when the stock market peaks.
•	 Past performance is used to predict future perfor-

mance.
•	 Serious investors choose a buy-and-hold strategy 

(buy low and sell high).
•	 The volatility of the unit trust industry is the 

cause for market-timing services.
•	 Market timing combines the fundamental and 

the technical approaches.
•	 Academic studies (research) contradict the effi-

ciency of the market-timing approach.
•	 It is almost impossible to predict the turning 

points in share prices over the medium and long-
term.

•	 Rand-cost averaging (diversification over time) is 
one way of solving the timing problem.

•	 In the case of rand-cost averaging (eg investing 
R100 a month in unit trusts) the average cost of 
the units will always be lower than the average 
market price.

•	 Investors are advised to take a long-term view 
(not buying and selling, ie not switching) for the 
entire economic cycle.

A unit trust-linked investment is very flexible and 
combines the benefits of various products.

17.4.7 Money market funds
South Africa is somewhat behind several other 
countries when it comes to money market funds 
as investment instruments. The first money 
market funds were established in the US in 
1971 and 10 years later in France, to counteract 
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restrictive financial legislation. In South Africa, 
the small investor could never invest in the money 
market directly, because of the minimum amount 
(R100 000) that had to be invested. Money market 
funds now offer investors an opportunity to earn a 
high return on joint investments according to the 
stokvel principle.

What is a money market fund?
A money market fund is a unit trust that serves as 
a short-term investment instrument. The objective 
is to provide a current income to investors. A 
money market fund invests the joint investment 
of a large number of investors in the money 
market. The capital is safe (low risk), because it is 
invested in government and other public securities, 
treasury bills, debentures, bank deposits and other 
permissible money market instruments with a term 
of no longer than 12 months.

For what situations is it suitable? 
•	 When you have a minimum of R20 000 to invest 

(the amount differs from institution to institu-
tion).

•	 If you want a monthly income from your invest-
ment.

•	 If you are looking for a risk-free investment.
•	 If you want to invest a rather large amount for a 

short period.
•	 If you want to create an emergency fund in which 

the money will be available within a day.
•	 When you have to invest money from an estate 

temporarily.
•	 When churches or schools need a continuous 

income.
•	 If you require total liquidity.
•	 When trust money can earn a relatively high 

interest.

What is the minimum amount that may be 
invested?
Institutions may vary considerably. 

Money market funds versus other unit trusts 
Although certain unit trusts (such as income trusts) 
offer an income, capital growth is the primary 
objective of others. Money market funds are aimed 
at protecting capital and offering an income at the 
same time. Unit trusts invest in the shares of listed 

companies, whereas money market funds invest in 
money market instruments. The risk involved in 
money market funds is much lower than in unit 
trusts. For unit trusts, the term is supposed to be 
more than three years, while for money market 
funds it may be from one day to 12 months. The 
income from both is fully taxable. Interest is paid 
every six months in unit trusts and every month in 
money market funds. Both are very liquid.

Money market funds versus fixed deposits
The interest rates of money market funds fluctuate, 
whereas those of fixed deposits do not. In money 
market funds, the investment (excluding the 
minimum balance) may be obtained within a day. 
The money in fixed deposits may be withdrawn only 
after a fixed term. Money market funds are therefore 
more liquid. In both cases, the interest or income 
is fully taxable. The interest rates on fixed deposit  
funds are higher than those on money market funds. 
The risk is lower in money market funds than in 
fixed deposits.

Benefits of money market funds
•	 Small investors may invest in them.
•	 Investments are very liquid.
•	 They are more diversified than other, similar 

investments.
•	 The competition they generate will lead to better 

service.
•	 The investor’s capital is very safe.
•	 They are suitable for people who want to avoid 

risks.

Disadvantages of money market funds
•	 No fixed returns are guaranteed.

How to choose a money market fund
As there will probably be relatively little difference in 
the returns of the various money market funds, you 
will not be able to base your choice on return only. 
The size of the fund also plays a role. Larger funds 
should pay higher interest rates, because of lower 
administration costs. The shorter the investment 
period of the instruments in which the money 
market funds invest, the safer are the funds.

Money market funds are good short-term invest-
ments.

Personal Finance Management 5e.indb   588 12/12/2016   2:50:38 PM



589Chapter 17 Retirement planning

17.4.8 unit trust-linked products
Unit trust-linked products are those in which unit 
trusts are linked to retirement annuities, living 
annuities, preservation funds, guaranteed income 
plans and guaranteed capital plans, for example. 
These products allow the investor to switch from 
one unit trust to another. You may invest monthly in 
unit trust-linked products, or invest a lump sum (or 
part of it) in unit trusts.

At present, unit trusts are the product used by 
most South African investors for long-term capital 
growth. If unit trusts are linked to other products, 
the investor obtains the benefits of both; for example, 
the capital growth of unit trusts plus the tax benefits 
of a retirement annuity.

Businesses that sell unit trust-linked products 
(through a broker) are known as ‘product factories’. 
When retiring or investing, you should distinguish 
between the following unit trust-linked products:
•	 Retirement annuities (the retirement annuity 

functions as usual but is linked to a unit trust)
•	 Living annuities
•	 Preservation funds (the preservation fund is 

linked to a unit trust and functions as usual)
•	 Guaranteed plans (part of the investment guaran-

tees your income/capital and the rest is used for 
more risky investments)

•	 Unit trust exchanges (with unit trust-linked 
products it is cheaper to switch from one unit 
trust to another than with ordinary unit trust 
investments).

Advantages:
•	 These products are particularly suitable for 

investing a lump sum package.
•	 They offer the benefits of unit trusts plus the 

benefits of other products.
•	 It is cheaper to switch between unit trusts.
•	 The investor’s needs concerning risk and return 

are better satisfied, particularly in changing 
market conditions.

•	 Relatively small amounts may be invested 
(R1 000 per month or R10 000 as a lump sum).

•	 An investment may be gradually phased in to 
lower the risk.

•	 Information about your investment is easily 
obtained and all aspects of your investment (such 
as costs) are transparent.

•	 Your money is kept safely in a trust.

•	 Administration during the investment process is 
very simple for the investor.

•	 A computer system provides immediate informa-
tion about your investment.

Disadvantages:
•	 It may be to your disadvantage if you switch from 

one unit trust to another at the wrong time, for 
instance when you sell at a low price (in a weak 
market) and reinvest at a high price (and lose 
capital).

•	 If your needs change, you will not be able to 
cancel the unit trust link free of charge and rein- 
vest the money in another product (which is not 
linked to unit trusts).

•	 If you choose the wrong unit trust portfolio, the 
average return of your linked investment may be 
considerably lower.

•	 Even though you will not be charged for switching 
between unit trusts, there are other compulsory 
charges that are not always mentioned by the 
broker.

•	 Linked-product companies charge annual 
management fees, which will increase your total 
costs.

•	 Linked-product companies need not pay back 
your investment at, or within, a specific time (eg 
on request). An annuity will pay out only when 
you are 55.

Umbrella products (split investments)
Cameron and Dasnois (2000:97–106) point out the 
following umbrella products: linked products, wrap 
funds, fund-of-funds and multi-manager funds. 
The main purpose of split investments is to offer 
you, as the investor, the greatest possible choice and 
freedom. People with a relatively large lump sum, 
for example after retirement, should invest in these. 
In the case of split investments, computer programs 
are mainly used to switch between the underlying 
investments.

We will now briefly look at the functioning of 
each of these types of umbrella product.

linked products
In this case the investments are mainly in unit trusts. 
The umbrella products (or split investments) may be, 
among others, retirement annuities, living annuities 
and preservation funds. The costs of switching from 
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one linked product to another are far less than where 
unit trusts are managed by various companies. The 
actual costs of the investment will largely depend 
on both the umbrella product and the size of your 
investment (management fees as well).

fund-of-funds
In the case of a fund-of-funds, a unit trust invests in 
a number of other unit trusts.

Cameron and Dasnois (2000:103) point out that 
a fund-of-funds:
•	 Should not have too many underlying unit trusts, 

because then you may as well invest in an index 
fund

•	 Which is international is very useful because you 
can invest in specific countries

•	 Makes your choice easier, because you do not 
have to pick the funds yourself

•	 Are not only for wealthy investors
•	 Give you access to a wide spread of investments
•	 Offer you greater diversification, even though 

you are investing in a single fund
•	 May present you with over-diversification
•	 Do not have a fixed investment period.

Retirement annuity

or

Living annuity

or

Preservation fund

Unit trust A Unit trust B

figure 17.11: Your choice of product

wrap funds
Cameron and Dasnois (2000:101) point to the 
various ‘bundled’ investments that make up wrap 
funds. Wrap funds provide large-scale diversification 
(spreading the investment risks) by investing in 

various sectors (or industries). In the same way, 
wrap funds offer many options, for example fund- 
of-funds and umbrella products offered by linked 
product companies. Even small investors can invest 
in these. The investment period varies with the 
type of product, for example endowment insurance 
(five years) or a retirement annuity (at least until 
55 years of age). As you can see, various wrap fund 
investments in various industries will have an effect 
on both your return and the risk that you face as an 
investor.

Wrap fund 
A

Wrap fund 
B

Wrap fund 
C

A B C D E F G H I

figure 17.12: Your choice of wrap fund

Fund–of–funds

Unit trust A Unit trust B Unit trust C

figure 17.13: A fund-of-funds

Multi-manager
This is actually an investment strategy where a 
‘multiple-manager’ does the following on behalf of 
the investor (Cameron & Dasnois 2000:105):
•	 Decides how much should be invested in different 

asset classes
•	 Decides how much should be invested in the 

different sectors of an asset class
•	 Selects asset managers/management companies
•	 Monitors the performance of the asset class and 

sector and
•	 Monitors the specific instructions given to the 

asset manager.
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17.4.9 insurance products
Insurance as a long-term investment instrument was 
developed with the following goals in mind:
•	 To provide policyholders with different kinds of 

indemnity
•	 To provide members with a savings plan aimed 

at retirement.

The broad categories of need individuals experience 
are the following:
•	 Income in the case of death before retirement
•	 Income in the case of disability before retirement
•	 Income at retirement
•	 Capital in the case of death before retirement
•	 Capital in the case of disability before retirement
•	 Capital at retirement.

Insurance products could serve all of these needs. 
That is why insurance products should be included 
in all investment portfolios.

Endowment policies
Endowment insurance can be used to supplement 
pension benefits. If you are not a member of a 
pension scheme, an endowment policy is essential, 
particularly if you tend to avoid risk and are not 
interested in growth shares. Your attitude towards 
risk plays an important role in this respect.

In the case of endowment insurance, the insured 
amount is payable in the following cases:
•	 At the end of the specified term
•	 At early death
•	 At a specified age.

This kind of policy is a combination of life insurance 
and investment, and has several applications:
•	 To provide capital at retirement
•	 To buy a pension
•	 To supplement a pension
•	 To provide cover for dependants during the 

policy term.

Advantages of endowment policies
•	 Income tax advantages. If the premiums are paid 

over a period of at least five years, the return is 
tax free.

•	 Cession. An endowment policy may be ceded to 
someone else (spouse or financial institution). 
This lowers estate costs.

•	 Surrender value. An endowment policy can be 
surrendered (converted to cash) after three years. 
Within the first five years the return will be taxed, 
however. In an emergency, this is a good alterna-
tive or relief measure.

•	 Flexibility. Life cover can be added to an endow-
ment policy. This means that the life cover can 
be increased or decreased. As soon as the need 
arises to decrease the life cover at a later stage, 
the life cover can be lowered, resulting in higher 
maturity value.

Major disadvantage of endowment policies
•	 No or very low capital growth.

Lump sum investments in insurance products.
Investors tend to think about insurance products 
as investments on a monthly basis, for example in 
endowment policies and retirement annuities. It is 
also possible for potential investors to invest lump 
sums in insurance products, namely:
•	 Lump sum endowment policies
•	 Second-hand policies
•	 Retirement annuities.

A lump sum endowment policy
You could also invest a lump sum (eg part of your 
retirement package) in a policy. One of the following 
investment options should be chosen when you take 
out a lump sum endowment policy:
•	 The amount may be invested for five years 

(without any withdrawals), after which cash 
withdrawals are made every month. These with-
drawals are tax free.

•	 Another option is to invest the lump sum for five 
years but to make monthly withdrawals for 60 
months. The amount of the monthly withdrawal 
is divided equally between capital and income. 
The income is taxable, while the capital is tax-
free. With monthly withdrawals the following 
will happen:

•	 Interest received during the five-year period is 
added to the capital (investment amount).

•	 The income should be indicated on the investor’s 
income tax return, because it is taxable.

•	 If the capital or income is taken only after five 
years, it will be tax free.

•	 Income received after five years does not have to 
be indicated on the investor’s tax return.
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Second-hand policies
Policyholders often borrow money against a policy 
to satisfy certain needs. These loans are interest- 
free. However, people sometimes borrow so much 
that their policies become worthless, and they want 
to get rid of the burden (the loan against the policy). 
The value of the policy can even be equal to the loan, 
and the policyholder may want to sell the policy.

Some investors who want to invest in a policy 
are not willing to wait five years for it. They are 
interested in buying a second-hand policy from a 
policyholder. The purchase price usually amounts to 
the gross value of the policy at that stage, plus a 3% 
to 7% profit for the policyholder on the value of the 
policy.

Of course, you should weigh up the cost against 
your tax savings and the numerous other benefits.

A lump sum retirement annuity (voluntary 
annuity)
See the discussion on retirement annuities and 
make sure that you know the difference between a 
compulsory annuity and a voluntary annuity. Note 
that the income and capital of a voluntary annuity 
are handled in the same way as the second option 
of a lump sum endowment policy (see above). The 
amount (your income) is divided between income 
and capital. Income is taxable, while capital is tax- 
free.

17.4.10 Exchange-traded funds (ETfs)
Exchange-traded funds (ETFs) are also collective 
investment funds. They are traded directly on the 
securities exchange. ETFs usually track the index of 
the largest shares on the securities exchange.

17.4.11 immovable property
See Chapter 13 (on buying fixed property).

how many problems do you want after 
retirement?
Strange that we want the highest return on our 
investments and want to pay/incur the lowest costs 
for this (consultation, admin and management fees). 
In addition, we want this at no risk. On the other 
hand, we are prepared to invest directly in fixed 
property (land and buildings), for example, and let 
this (eg a townhouse) at high costs, some of which 
are tax deductible: paint (interior and exterior); 

garden (water, electricity); gardener; swimming 
pool (chlorine, electricity, time); rusty trellises; 
refuse removal; maintenance (building, garden, 
electricity, geyser, toilets, sewerage); collection fees; 
letting agents; legal costs; and costs for damage. At 
an increasing risk in the new South Africa (not tax 
deductible): (illegal) occupation; loss of income—
defaulting; no tenants; time; tension; medical costs; 
lack of quality of life; and even expropriation with/
without compensation.

Without any effort, concern and time you can 
receive a relatively high after-tax income on listed 
fixed property (invested on the JSE Limited) as part 
of your investment portfolio. 

17.4.12 The securities exchange/JSE
For more information, consult Section 11.11 in 
Chapter 11 (Investment planning).

You can invest in shares via a stockbroker. If you 
do not have the knowledge or time, this is the best 
option. You should give the broker certain powers 
(or not) to make decisions about buying and selling 
shares on your behalf. A bank may also assist you 
with investing in shares. It is best to use a full- 
service broker (one who has a team of researchers 
and who offers all the necessary services).

You may speculate with shares in the short term 
or make a long-term investment (more than five 
years). Insurance companies may also invest directly 
in shares on your behalf. This is accompanied by a 
guarantee scheme that lowers your risk and is also 
suitable for older investors.

You can, thus, supplement your income and/or 
capital by buying a computer and a share program to 
speculate with shares. Technical analyses (the histor-
ical analyses of share prices) are used to determine 
when shares should be bought or sold. Your timing 
must be right. Various programs are available. Via 
your computer package, you will receive information 
about developments at the Johannesburg Securities 
Exchange every day.

what are shares?
As a company grows, shares are issued to the public. 
You therefore invest money in the company and this 
money enables the company to grow. A certificate 
is issued as proof of the number of shares you own. 
These shares may be sold at a profit when the price 
has increased.
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what is a unit trust?
A unit trust is an open trust (or fund) in which 
you may buy units and later sell these units back to 
the trust. A unit consists of securities and shares. 
To reduce the risk there are usually more than 20 
securities and shares in a unit trust. Securities are 
financial assets issued by the government, state- 
aided institutions such as Eskom and Iscor, and 
larger municipalities and companies. You can also 
invest small amounts in unit trusts. Your capital 
grows and you also receive dividends (a share of the 
profit) and interest.

Are shares more risky than unit trusts?
Yes, but shares offer a higher return. Investments in 
most unit trusts are spread over more than 20 shares, 
so the chance of losing money is much smaller. 
Different unit trusts also mean higher or lower risks 
for the investor, depending on the companies in 
whose shares the trust has invested.

how can i invest in shares?
You may invest either directly or indirectly. A direct 
investment means that you buy shares that are listed 
on the securities exchange. A unit trust is an indirect 
investment (money is invested in the shares of other 
companies). You or a broker (stockbroker, insurance 
broker/agent) may make direct investments as well 
as indirect ones.

According to Lamprecht (2015:1), the chances of 
losing money in the short term in the stock market is 
high. Crawford in Lamprecht (2015:1) demonstrates 
that while: ‘investment risk (the risk of losing money 
in the short-term) is high in equities, inflation risk 
(the risk that your money won’t keep pace with infla-
tion) is low.’ Over the long-term, volatility is not a 
problem when you look at the history of equities.

why invest in shares?
For many different reasons, not everyone could 
invest in shares. Most of us missed out completely 
on this wealth-creating investment opportunity, and 
now have to try and benefit from it for the next 10 
to 15 years.

it takes decades of lessons in the market
The securities market has a very cyclical nature; 
in other words, the prices of shares fluctuate 
considerably. The ordinary share investor will 

therefore tell you now that the market is very chaotic 
at the moment. And with good reason.

Take our own mines, which are closing down, and 
the declining prices of commodities (minerals). You 
can therefore invest in the declining South African 
mines now and buy shares at low prices, but at a very 
high risk. You may perhaps never achieve growth or 
receive dividend income. Others will argue that this 
is actually the time to buy these shares because you 
can get them at such low prices.

That is actually how the securities market func-
tions. At the same point where some people decide 
to sell their shares, others decide to buy (invest). The 
sellers think that the value of their shares is lower 
than that at which they can sell them. The buyers 
think that the value of the shares is higher than that 
at which they can buy them. Some people want to 
acquire shares and others want to get rid of them—at 
the same time.

our unknown future 
Even the best investors do not know exactly what 
is going to happen next in global and domestic 
markets, and succeed with their choice of shares 
only about two out of three times. Your neighbour’s 
optimism about a friend’s share tip can therefore 
cost you a lot of money. In addition, you do not 
invest in something (shares or any other scheme) 
about which you know nothing. 

Active or passive investment?
In the case of an active investment, decisions 
regarding the investment are made either by yourself 
or by an appointed broker. This means, for example, 
that the broker will re-invest/transfer the investment 
to defensive shares with a lower risk, but at a higher 
cost, as soon as prices start to drop. 

In passive investments, on the other hand, an 
investment is made in a particular index on the 
stock exchange. No deliberate decisions are there-
fore made about the aspects mentioned above. This 
is more suitable for investors who invest smaller 
amounts. Always consult your broker. You can also 
invest online.

A few ‘proven’ principles and experience to 
use/avoid
•	 Do not invest because everybody is investing 
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•	 The fact that you invest in a different manner 
does not guarantee your success

•	 The big secret is usually the period in the market–
the longer the better 

•	 Utilise the rise as well as the decline phases 
•	 The fact that your share prices have been falling 

for two years does not mean that you have to sell 
your shares quickly—particularly not if you have 
invested in value shares, and regardless of the 
shares in which you invested

•	 Diversify your investments (products, industries 
and countries)

•	 The declines (many short-term fluctuations) in 
the market are neutralised every ten years or so 
by a strong and rapid rise in the market

•	 You do not buy shares only when the market 
rises, but also when it drops

•	 The top investors select a certain company in a 
country or countries (even though the economy 
sometimes looks bad)

•	 It is easier to assess the investment potential of a 
business/company than to assess the economy of 
that country

•	 Higher returns require better information, which 
leads to better decisions over time

•	 Shares that people like and approve of have 
mostly finished growing, and there is a chance 
that their price can drop

•	 The best shares in the long term are those that 
provide good growth/dividends and that also 
protect you against drops–they retain their value 
better

•	  The recommended investment period is between 
five and 10 years (not less than that)

•	 Top investors will buy as soon as the value of a 
share is higher (it is worth more) than its price

•	 The share market is a place where emotions 
and nerves (‘that can turn your stomach’) often 
prevail

•	 It can sometimes be profitable if the best 
informed investor/broker takes the opposite from 
the market (buy when prices drop and everybody 
is selling, and sell when prices rise and everybody 
buys).

Sir John Templeton emphasised the following:
•	 The time of pessimism is the time to buy
•	 Buy value shares and bargains—buy a lot of 

future income at a good (the lowest) price

•	 Diversify your investments across several compa-
nies (if one performs poorly, another one can 
perform better)

•	 Do not look at short-term profits and losses.

I have only 10 to 15 years—please help 
Earning a higher return than the average investor 
requires better strategies and more informed choices, 
particularly if the period is relatively short. 

What is important now, is to know three things, 
which your broker will also ask you: for what term 
are you investing (by when do you need it/the 
income on it/dividends)?; what amount?; and with 
what risk can you make peace?

Here you can avail yourself of balanced funds 
with a view to retirement. Balanced funds consist of 
different types of assets (investments) and offer you 
better protection against risk and greater certainty of 
a positive return.

Tax-free investments in shares—not available 
everywhere
This tax-free savings plan makes it possible to 
invest in shares every month, with no tax payable 
on dividends, or capital gains tax. The maximum 
annual investment amount (2016) is R30  000 
(R500 000 per person per lifetime).

Advantages:
•	 You can sell your shares after a relatively short 

period if you want cash in your pocket.
•	 The value of most shares grows over the long-

term, so the return on your investment will be 
higher than the inflation rate.

•	 You receive income in the form of dividends.
•	 At present no tax is payable on dividends.
•	 If you are interested in capital growth, you may 

request that the dividends be reinvested. The 
company will keep the dividends and invest them 
somewhere else.

•	 A positive growth rate can be obtained over the 
long term (20 to 30 years).

•	 You can invest in companies that earn their 
income in foreign exchange. This will allow you 
to protect your rand against depreciation in value 
(this is known as rand hedging).

•	 Capital may be increased (and lost!) quickly.
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what is the difference between an 
investment and speculation?
It depends on whether you are buying shares as an 
investment or to speculate.
•	 An investment. Shares are bought as a long-term 

investment. The investor keeps the shares for a 
long period (eg 10 or 50 years). You do not buy 
and sell shares all the time. The purpose is long- 
term capital growth.

•	 Speculation. The shares are bought and sold to 
make a profit. The speculator invests his money 
in the short term and is not interested in capital 
growth. A share may be bought today and sold 
after two weeks. (The period may be shorter or 
longer.) Speculators buy shares when they think 
they are undervalued, and sell them when they 
think the shares are overvalued, or when the 
price has risen sharply.

do i have to use the services of a broker?
If you do not want to speculate on your own, a 
broker is the answer. Choose a company that has 
its own research team that can provide a full range 
of services. You may decide yourself whether the 
company has to make all the investment decisions 
(buying or selling) on your behalf and whether you 
want to be consulted. You have to trust your broker 
with large amounts of money, so it is important 
that you both feel the same about risks. Discuss this 
beforehand.

how do share transactions take place?
Previously, shares were traded on the stock exchange 
floor, and there was total confusion, with everybody 
shouting. However, in 1997 the JET (Johannesburg 
Equities Trading) system was introduced. Dealers 
are linked to the JET system and share transactions 
are done by computer.

Are there any extra costs involved?
Costs are involved in most investments, including 
shares. Fees are payable when purchasing as well 
as selling shares. If you are buying, you have to pay 
broker’s fees and marketable securities tax. When 
you are selling, you only have to pay broker’s fees.

how do shares react to the economy?
This depends on the type of company in which you 
have invested. Not all industries are affected in the 

same way by a recession. Growth industries, such 
as the computer industry would do well even in a 
recession. Defensive industries, such as the food 
and beverage industries, are least affected by the 
economy – people have to eat and drink. Cyclical 
industries (eg durable goods such as cars and 
furniture) may even do better than the economy in 
good times. In bad times, people will keep their old 
cars and furniture. Industries that are sensitive to 
interest rate fluctuations include financial services, 
the banking industry and the property industry.

what investment approach should i follow? 
Shares are bought when they are undervalued and 
sold when they are overvalued. The value of an 
undervalued share is higher than the price perceived 
by people in the market. You therefore buy the share 
because you believe that it is worth more than the 
owner (shareholder) thinks. The owner believes 
that the share is worth less than the value you attach 
to it and will therefore sell it to you. There are two 
approaches to determining the value of shares:
•	 The fundamental approach consists of three steps: 

first a macro-economic analysis, which deter-
mines and explains the course of the general 
economy, then the selection of an industry 
(eg electronics), and finally an analysis of the 
individual business in a specific branch of the 
industry.

•	 The technical approach analyses the historical 
movement of share prices.

Specific patterns and tendencies are taken into 
account. This gives an indication of the future 
course of share prices. The point of departure is that 
the actions of buyers and sellers will be similar in the 
same market conditions.

when should i invest?
First obtain information from the Johannesburg 
Securities Exchange, brokers and financial 
publications. If you are an older person you must 
never invest all your money in the hope of becoming 
rich overnight. Never invest the money you have 
saved for retirement, or your retirement package, 
in shares until you have made provision for your 
short-, medium- and long-term needs. Never borrow 
money to invest in shares. Shares should already be 
part of your investment portfolio (especially in your 
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middle years). Begin investing in shares while you 
are young; first in unit trusts and then in shares.

what is the future of shares?
As in the past, many short- and long-term investors 
will either make money or lose money. Even if share 
prices drop, they will rise again. There is always an 
upward tendency. You can make a lot of money. You 
may also lose a lot of money, if you buy and sell 
shares indiscriminately and without expert advice.

how should you ‘read’ it?
What is the meaning of those fine-print share 
columns in newspapers?
•	 H: Highest price (in cents) of a share the previous 

day.
•	 L: Lowest price the previous day.
•	 Co: Company name (usually abbreviated).
•	 Last: Closing price the previous day (price at 

which the last transactions were closed).
•	 Buy: Price at which the buyers wanted to buy 

(how many cents buyers were prepared to pay for 
the share).

•	 Sell: The price at which the sellers wanted to sell 
(how many cents sellers were prepared to accept 
for the share).

•	 DY: Dividend yield.
•	 Earnings per share: Total net profit of the company 

divided by the total number of shares issued by 
the company.

•	 PE: Price–earnings ratio – this is calculated by 
dividing the price of the share by the earnings 
per share. Suppose the earnings are 20c and the 
share price is R1.20. The share is therefore sold at 
six times its yield (120c divided by 20c). The PE is 
therefore six, which means that the present share 
price includes six years’ earnings. If the PE was 
20, it would mean that the earnings of 20 years 
have been included. Therefore, the higher the PE, 
the higher the expectation that the specific share 
will perform for many years to come.

•	 ±: The movement of the day (the rise or fall of the 
daily selling price).

•	 DV: Day’s volume (in hundreds or thousands – 
the number of shares that have been traded).

And what about those ‘strange’ terms?
Here are the meanings of some terms we often hear:
•	 Money market. Market for short-term funds.

•	 Capital market. Market for long-term funds.
•	 Bank acceptance rate. The interest rate banks pay 

for bank acceptances.
•	 Bank acceptance. A short-term investment instru-

ment in which individuals and companies may 
invest. They are bought from a bank, which guar-
antees a certain interest rate or rate of return; the 
amounts are very large (they amount to millions 
of rand).

•	 Consumer price index. The inflation rate (or 
average rise in the price of consumer goods).

•	 Blue chips. Blue chips are shares in the strongest 
companies with the best performance record.

•	 Black chips. Companies under ‘black control’ on 
the JSE.

•	 Bull market. A buying phase during which the 
prices of shares are continuously rising.

•	 Bear market. A tendency for share prices to fall.
•	 Sentiment. The sentiments of dealers in expec-

tation of, or following, certain events or 
announcements concerning, for example, interest 
rates.

•	 Gold index. The total movement (or average 
price) of selected gold shares.

17.4.13 investment trusts
Laurie (1990a:109) explains how closed investment 
trusts work. An investment trust is a company that 
invests in the shares of other companies. Investment 
trusts have investments in both listed and unlisted 
companies, as well as in mines. Laurie refers to the 
unpopularity of investment trusts in South Africa, 
because of the low prices at which shares are traded. 
Investors invest directly in these shares in order to 
trade in them. Small investors, however, prefer unit 
trusts, because of the guaranteed buy-back prices 
and greater liquidity.

17.4.14 fixed-interest-bearing securities
Securities are various financial vehicles that the state, 
state-aided bodies and municipalities use to obtain 
capital over the long term (Brümmer & Rademeyer 
1982:310). With fixed-interest-bearing securities, 
investors are promised a given, predetermined 
return. There are various kinds of fixed-interest- 
bearing securities:
•	 Gilt-edged stocks (‘gilts’). Stocks issued by the 

state.
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•	 Semi-gilt-edged stocks. Debentures (IOUs) issued 
by state-aided bodies, such as Eskom, as well as 
the larger municipalities.

•	 Debentures. Debentures issued by companies, 
consisting of:

 – Debentures with or without cover of assets as 
security

 – Guaranteed debentures
 – Profit-sharing debentures
 – Convertible debentures.

Preference shares are also fixed-interest-bearing 
securities and are a mixture of ordinary shares and 
debt. Preference shares are shares bearing a fixed 
annual rate of dividend, with a prior right over all 
ordinary shares in the distribution of dividends from 
annual profits.

Mortgage bonds (participation bond schemes) 
are another investment vehicle. Like the ones 
mentioned above, the investment amount is guar-
anteed at a given date in the future, and continuous 
interest payments are made to the participating 
bondholder (investor). We will not go into this type 
of security further, except to mention that fixed-
interest-bearing securities are usually listed on the 
Johannesburg Securities Exchange. Listing means 
that securities appear on the official list of shares and 
can be traded on the securities exchange (Brummer 
& Rademeyer 1982:10).

17.4.15 unlisted companies
It is very risky to trade in unlisted shares. This 
does not imply that listed companies are not risky. 
The reason is, primarily, because an investment 
in unlisted companies is not protected by the 
Companies Act. All share investments are, and 
always will be, risky, hence the higher return.

Investments in unlisted companies are potentially 
catastrophic for the private investor, in the event of 
the unlisted company being liquidated. People who 
cannot afford such a risk are advised to avoid this 
kind of investment. Basson (1991:30, 31) explains 
how the person in the street can identify such 
schemes if they are approached by a salesperson 
trying to sell them.

Basson states that salespersons tend to have 
very impressive, glossy brochures that could tempt 
anyone. Some even offer to appoint the investor to 
the board of directors of the unlisted company if the 

investment amount is large enough. Others offer 
the opportunity to invest in a gold mine. Investors 
should avoid any investments that are not in shares. 
Retired people should, in any event, never invest 
their hard-earned money in unlisted companies.

It is advisable to ask for the prospectus of any 
shares issue. The Companies Act requires that 
every prospectus should give details of the unlisted 
company (in this case). If the salesperson cannot 
provide the prospectus, the offer should be turned 
down. If a prospectus can be provided, the poten-
tial investor should ask an accountant to examine 
it. Where an unlisted company does have audited 
financial statements available, which the accountant 
finds acceptable, Basson (1991:31) recommends that 
the investor should not invest more than 5% of his 
investment portfolio in such a company.

17.4.16 hard assets
Hard assets have intrinsic value (monetary value) 
as well as aesthetic value. Aesthetic value refers to 
the collector’s value that the asset has for owners; 
in other words, they also regard the investment as 
a hobby.

Some people prefer hard assets because they grow 
at a higher rate than the inflation rate. The returns 
on such investments (capital growth) are taxed 
(capital gains tax).

Examples of hard assets in which you can invest 
are:
•	 Diamonds
•	 Postage stamps
•	 Works of art
•	 Gold
•	 Antiques
•	 Old coins
•	 Silver.

Each of these kinds of hard asset is briefly discussed 
below.

diamonds
For many people, their first experience with 
diamonds is when they buy an engagement ring. It is 
important to obtain a valuation certificate on which 
the value of the ring is indicated. Many people are 
under the impression that they will be able to sell 
the ring for a large amount of money at a later stage. 
However, this is far from the truth.
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Any property that is traded is sold at market 
value. By market value we mean the price a willing 
buyer on an open market is prepared to pay a willing 
seller at any given period. People who need money 
in a hurry could consequently receive a fairly low 
price for their diamond rings.

Purchasing diamonds for investment purposes 
(one carat or more) is not much different. Laurie 
(1990b:40) states that virtually no secondary market 
exists for investment diamonds. Jewellers normally 
do not stock such large stones and, if a client were to 
ask for a large stone, the jeweller would have to buy 
it from a supplier (diamond cutter).

Speculation in diamonds is not recommended 
for the average person. You need specialist knowl-
edge about diamonds. According to Laurie (1990c:37), 
dealers in investment diamonds only trade with the 
more expensive stones. Such stones are studied in 
laboratories and a certificate is issued indicating their 
grading. At present there are a few such laboratories:
•	 Where stones are graded according to the 

prescriptions of the International Association of 
Diamond Manufacturers

•	 Where the prescriptions of the Gemological 
Institute of America (GIA) are followed.

Laurie (1990c:37) lists the five requirements for 
assessing stones:
•	 Flawlessness (whether grey stripes and specks are 

present)
•	 Colour (the less colour, the more valuable)
•	 Size (the larger, the more valuable)
•	 Finish (quality of cutting)
•	 Cut (relationships of design).

He also believes that ordinary, good quality jewellery 
is the best investment for the average person.

Postage stamps
Collecting postage stamps, in other words, buying 
and selling stamps, is both an investment and a 
hobby. For retirement purposes, it is suggested that 
stamp collecting be regarded as a hobby, unless you 
are extremely wealthy and literally have millions of 
rand to invest.

Stamp-collecting (philately) holds capital appre-
ciation possibilities for the owner. Apart from the 
increase in value, the profit made when selling the 
stamps (or the entire collection) is tax free.

Laurie (1990d:32) provides the following reasons 
for the increase in the value of postage stamps:
•	 There are always new collectors who are willing 

to pay in order to start or add to their collection
•	 Valuable stamps are usually fairly old
•	 The stamps contained in collections will never be 

produced again.

Laurie (1990d:32) provides some pointers for begin-
ning a stamp collection:
•	 Read as much as possible about stamps, the 

subject of philately and collectors.
•	 Consult collectors and make friends with them.
•	 Young people with minimum funds should buy 

one stamp at a time.
•	 Older people with lots of money should try to 

start by buying an existing collection.
•	 Join a stamp collecting club.
•	 Build up your collection by regularly buying 

better stamps and selling those of lesser value.
•	 Be on the look-out for stamp collections offered 

at auctions.
•	 Stick to a specific theme, such as the two best 

ones—stamps before the First World War or 
stamps about the postal service.

•	 Beware of fakes by always consulting experts first.
•	 Buy from members of the Philatelic Foundation 

of Southern Africa.

works of art
In the following discussion, we refer to paintings 
when considering works of art as an investment.

Buying a painting is a method of combining an 
investment with the pleasure you derive from it. The 
rarer a painting and the more famous the painter, the 
higher the value or price will be. The value of such 
paintings will also increase faster than in the case of 
other paintings.

Not all paintings should, or can, be regarded as 
an investment. For laypeople any pretty painting 
with a relatively high price (measured in terms of the 
size of their pocket) may appear to be a good invest-
ment. However, this is not necessarily the case. It is 
advisable to consult an art expert. This will prevent 
an unnecessary waste of money.

De Lange (1990:35) lists the following basic 
guidelines when buying works of art (paintings):
•	 Because paintings comprise a long-term invest-

ment, they should not be bought with the 
intention of making a short-term capital profit.
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•	 Famous works hold the lowest risk.
•	 The risk is higher when buying paintings by rela-

tively unknown artists.
•	 If you buy a painting by an unknown artist, share 

the purchase with two or more people to spread 
or reduce the risk.

•	 Only consider promising young artists.
•	 Works of art should be kept for at least five years 

before selling them, unless the (famous) artist 
dies during this period.

•	 The costs involved in selling works of art are high 
(art galleries claim 40% commission and auction-
eers usually 20%).

•	 It is not easy to sell a work of art immediately at 
a realistic price.

•	 Valuable works of art should be insured.
•	 Valuable works of art should be cared for and, in 

the case of old works, restored.
•	 The best methods should be used in the event of 

restoration.
•	 Paintings should be hung carefully in the 

right place (away from soot, damp air or sharp 
sunlight).

•	 Be careful with trendy or protest art, in other 
words, art that is only popular in its own time 
and not for long afterwards.

•	 Try to recognise true artists in the progress and 
development of their work.

•	 Do not labour under the impression that all of 
Pierneef ’s work, for example, is expensive and 
then pay an exorbitant sum for one of his less 
successful works.

Gold
Even the most primitive civilisations used gold as 
a currency. From the earliest times, value has been 
attached to this metal. Today, gold is synonymous 
with wealth throughout the world and it offers an 
excellent hedge against inflation.

Gold can be obtained in the form of jewellery, 
coins and gold shares in mining companies. The 
value of gold is determined by its aesthetic appeal 
and in its purity. The purity of gold is measured in 
carats. The purest gold is 24 carats. Pure gold is soft 
and is often mixed with other metals to strengthen 
it. This reduces the purity to, for example, 12, 14 or 
18 carats.

Gold is usually bought in a form that is valu-
able and easily traded. Boone and Kurtz (1989:610) 

emphasise political stability or uncertainty in a 
country as an important motivator for buying gold. 
The South African Krugerrand can be traded easily 
in developed countries. Changes in government, the 
devaluation in the country’s monetary unit and a 
change in the political power of a country are factors 
that make this kind of investment popular.

Antiques
Rare and attractive antiques will always be regarded 
as valuable. Antique furniture is very valuable but, 
again, requires the investor to have a certain amount 
of knowledge. Research should first be done about 
an antique before it is bought. Specialised knowledge 
is essential, or an investment in antiques could turn 
out to be a waste of money.

old coins
Old coins enable you to spend money and still have 
money in your pocket. For the layperson, the same 
risks apply as in the case of buying works of art or 
stamps. People with the necessary knowledge should 
always be consulted first.

Those who wish to collect old coins should read 
the section on stamps. Similar steps can be followed. 
A layperson, who wishes to collect old coins, may 
easily buy 30 cheaper coins rather than two, which 
would ensure a better capital growth at the same 
price. Potential investors should first decide how 
much they wish to invest. To ensure capital growth, 
the investment (coin) with the highest quality should 
be chosen.

Silver
Like gold, silver is subject to price fluctuations as a 
result of inflation, interest rates and political changes. 
A dealer once said: ‘When gold catches a cold, silver 
catches pneumonia.’ (Boone & Kurtz 1989:613). 
Because price fluctuations can be considerable, 
investors are advised to invest with the help of a 
professional. Once again, consult a specialist.

other hard assets
There are many other hard assets with investment 
potential, such as wine, lamps from the East, first 
edition books and vintage cars or aeroplanes. 
Whether a person about to retire, or who has already 
retired, should decide to invest in hard assets would 
depend on his financial position and attitude towards 
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risk, or whether he would rather just enjoy a hobby. 
A retired person should invest only a small portion 
(about 5%) of his investment portfolio in hard assets.

Advantages of hard assets
•	 Aesthetic value: Apart from the intrinsic value of 

these assets, they hold aesthetic value (collector’s 
value) for the owner.

•	 Transportation: Hard assets can easily be trans-
ported, because they are light and do not take up 
much space.

•	 Acceptability: These assets are accepted interna-
tionally. Their value is therefore retained over 
international boundaries.

Disadvantages of hard assets
•	 Theft: These assets can easily be stolen. In 1991 

a house in Krugersdorp was broken into and 
the owner was robbed of R2 million worth of 
Krugerrands.

•	 Loss: It is very easy to lose one diamond or stamp.
•	 Costs of insurance: It is very expensive to insure 

these assets.
•	 Specialist advice: The services of specialists are 

required for purchasing hard assets, which could 
mean further expenditure. The person in the 
street seldom has sufficient specialist knowledge 
to invest in valuable paintings, for example.

•	 Possibilities for selling: It is not always possible 
to sell these assets within a short period of time. 
Although more liquid than fixed assets, capital 
losses are often suffered over the long term if 
money is required urgently.

17.4.17 A lifestyle approach towards 
  retirement
Invest in your specific lifestyle, both before and 
after your retirement. However, self-knowledge 
is a prerequisite. Make sure that you know exactly 
what you like and who you are, and then make your 
investments to serve your lifestyle, in order to get 
the maximum advantage from your investments. We 
can call these lifestyle investments that are required 
to serve your goals in life. If you like photography, 
you can invest in this throughout your life, and even 
use your retirement package to serve this lifestyle 
one last time – this is something far different and far 
more than simply a return, it is all about life itself.

17.4.18 financial discipline
Do things that force you to pay attention to personal 
financial planning. Amongst others you can do the 
following:
•	 Put aside one week per year when you can 

thoroughly investigate your personal financial 
situation.

•	 Discuss your finances with an expert (or more 
than one expert) twice a year.

•	 Keep open one day per month for personal finan-
cial planning.

•	 Attend four money-matters seminars per year.
•	 Join an investment club that will give you infor-

mation about financial developments, and the 
opportunity to discuss and evaluate them.

•	 Buy new books on personal financial manage-
ment every year, and study them well.

17.5 oThEr rETirEMEnT PlAnninG 
 iSSuES

Retirement planning involves a great many decisions 
that need to be made in the course of a few years. 
These decisions can, unfortunately, not be set aside 
or be taken on your behalf, even though you may 
and should call in expert help. You must be involved 
yourself, and decide what would be the best in your 
life. This will ensure peace of mind before, during 
and after retirement. The secret is to do your 
homework as thoroughly as possible – this will save 
you a great deal of money.

17.5.1 changing jobs
When you change jobs, you must ask the following 
questions, among others:
•	 Do you want to leave your retirement funds with 

your current employer?
•	 Do you want to invest your package in your new 

employer’s retirement fund?
•	 Would you rather take out an annuity?
•	 Are you still uncertain about where you should 

invest your package?
•	 Have you considered a preservation fund?

Before blindly transferring money to some fund or 
other, you must find answers to these questions with 
the help of experts. Make sure that you get the neces-
sary tax advice in order to avoid paying unnecessary 
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tax, or to defer tax, and to prevent money that you 
have just received tax-free from becoming taxable 
again.

Furthermore, remember that your money may be 
transferred from a pension fund only to a pension 
preservation fund, and from a provident fund only 
to a provident preservation fund. Make sure that you 
never draw the R1 800 tax-free portion, because this 
will be regarded as your single withdrawal from the 
preservation fund (up to the age of 55). If you make 
any further withdrawals from the preservation fund, 
you will be taxed on them.

The greatest advantages of a preservation fund 
are that you get the opportunity to think about what 
you want to do with your life and money, and that 
service years are transferred from your retirement 
fund – the latter means that you may get more than 
the tax-free lump sum amount of R500 000 (2016) 
during your retirement. In the case of an annuity, 
you would not be able to transfer the service years or 
to touch the money before the age of 55 years.

In the case of a preservation fund, you may make 
a single taxable withdrawal. This taxable withdrawal 
may be the entire amount in the preservation fund. 
If the entire amount is not withdrawn, but only a 
part, the rest has to stay there until retirement age. 

17.5.2 your group life benefits
A soon as you retire, you lose all group life benefits, 
consisting of both life and disability cover. You 
must therefore try to take out disability cover or 
to increase it with your annuity, if you are leaving 
an employer but still have many years’ work ahead 
of you. Of course, if you remain a member of your 
employer’s group life scheme, either before or after 
retirement, you must do this. The reason is that you 
will have to pay far lower premiums in comparison 
with the same coverage elsewhere.

17.5.3 Taxation
It would be foolish to retire and then unwisely 
(without planning and informed decisions) pay a 
large part of your retirement money in income tax. 
In Chapter 6, dealing with income tax planning, 
income tax traps are discussed. As you know, there 
are various tax rules which apply to people before 
and after retirement. After retirement, the rebates 
are greater, with medical deductions for those who 
do not belong to a medical aid fund.

During the discussion of retirement planning, 
you should pay particular attention to the tax impli-
cations during retirement. This is very important, 
because people who are retiring are receiving the 
sum total of a life’s work, and should invest and 
apply this as intelligently as possible for the rest of 
their lives.

It is important to know how to calculate the 
maximum single amount that may be received from 
retirement funds tax free. These funds may involve 
fixed benefit funds, fixed contribution funds, fixed 
contribution provident funds and retirement annuities.

Tax-free amount of lump sums for pension, 
provident and retirement annuity funds
The maximum tax-free amount is R500 000 (2016).

Tax treatment of a monthly pension
Where a pension is received from a pension, 
provident or retirement annuity fund, the pension is 
taxable in the same way as any other income. The 
tax payable will depend on the amount of the total 
taxable income, because the latter will determine the 
marginal tax rate.

Some tax avoidance guidelines
Keep in mind the following during your planning:
•	 If you have contributed more towards your retire-

ment annuities than may be deducted annually 
by law, you may claim these amounts from future 
income.

•	 You can also bring these excessive contributions 
into account when calculating your taxable lump 
sum on retirement.

•	 If you have enough retirement funds, you must 
take the greatest lump sum to which you are enti-
tled.

•	 No matter what your matrimonial property 
regime, both spouses may receive the same tax- 
free lump sum (so please do top up each other’s 
pension benefits).

•	 Always protect the (maximum) number of years 
you have contributed towards a retirement fund 
(and in future investments), so as to receive the 
maximum tax-free lump sum.

17.5.4 capital gains tax (cGT)
CGT was discussed in Chapter 6 on income tax 
planning and in Chapter 14 on offshore investments.
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However, it is important that you should always 
keep the required documentation of everything to 
which CGT may apply. In this regard, think of your 
heirs. Therefore, keep a full CGT record for yourself 
and your heirs.

17.5.5 investing your retirement  
 package
For more information, see Chapter 11 on investment 
planning.

17.5.6 Medical cover
Consult Chapter 16 on healthcare planning.

17.5.7 Psychological preparation for 
 retirement
As we progress through the different phases of 
our lives, we have to make certain psychological 
adjustments, the last of which occurs after 
retirement. We are all going to be old one day and 
none of us necessarily likes the idea. Nevertheless, 
it is inevitable, and we all have to prepare ourselves 
psychologically. As we grow older and move through 
the last phases of life, we grow more aware of others 
around us who are retiring – the boss at the office, 
a colleague in the section in which we work, our 
neighbour or a relative. This inevitably forces us to 
think of our own retirement.

Find new anchors
Before retirement, we still have various anchors that 
give structure to our lives, such as the post we fill, 
our status or our large and expensive company car. 
After retirement, most of these anchors disappear 
and we can feel that we have lost our identity. We no 
longer have those systems or anchors to support us.

Jordaan (1990:51) suggests that when you retire 
you should find new systems or anchors to give your 
life structure. Because your existing support systems 
have fallen away, you have to replace them. This 
does not happen automatically — it requires sound 
planning.

Older people should still pursue dreams for the 
future. You can join clubs or societies and perform 
community services. Hobbies can now be given all 
your attention. It is important to think about these 
things before you retire. This will prepare you 
psychologically for the event.

Adapt to changes
One of the characteristics of human beings is an 
inherent resistance to change. This resistance often 
becomes even greater once you turn 60 or 65. After 
becoming an adult (at, say, 20 years of age) you 
start acquiring habits — a process lasting 40 to 
45 years. You have fixed ideas about most matters, be 
it work, church or politics. Many retired people are 
not prepared to accept new ideas or ways of doing 
things.

Jordaan (1990:53) emphasises that a retired 
person’s mental health depends largely on a willing-
ness to accept changes. According to him, retired 
people should not respond reactively towards every-
thing that is new or done differently. He suggests 
that retired people should stimulate themselves 
intellectually in order to ensure mental health. 
This will prevent them becoming isolated from the 
world around them, and help them to retain an 
understanding and perspective on reality. Without 
a healthy perspective on the world, emotional and 
mental confusion occurs.

In order to retain emotional and mental health, 
and to prevent mental confusion, Jordaan (1990: 
54–58) suggests the following:
•	 Remain intellectually active and positive
•	 Stay in contact with the active world
•	 Maintain control over personal affairs that ensure 

an income
•	 Remain flexible
•	 Be prepared to change
•	 Retain membership of societies
•	 Go on holiday or travel regularly
•	 Relax sufficiently and have different activities 

every day
•	 Be as creative as possible
•	 Take up a neglected hobby
•	 Meet as many people as possible
•	 Be as independent as possible
•	 Prepare yourself for living in a home for senior 

citizens if this is inevitable
•	 Avoid stressful situations
•	 Stay away from your previous job — it belongs 

to the past
•	 Start taking up small or new jobs
•	 Avoid a fixed daily routine
•	 Maintain contact with sport and cultural events
•	 Help others where you can
•	 Pay attention to your personal appearance
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•	 Do not become a slave to self-pity
•	 Speak positively — it stimulates your health
•	 Do not dwell on thoughts of depression, loneli-

ness, hardship, bitterness and fear
•	 Organise your life from the beginning again
•	 Set objectives that have to be attained — avoid 

exhaustion
•	 Try to maintain your lifestyle
•	 Do not continue blaming yourself for mistakes 

you made during your life
•	 Retain your self-confidence
•	 Do not give all your attention to others — think 

of yourself as well.

Another problem retired people have is where to 
live. The question arises whether to remain in your 
own house, live with your children, in a retirement 
village or in the nearest senior citizens’ home.

These aspects are discussed briefly below.

where to live after retirement
In your own home
By the time you have retired, your home bond should 
be paid off. If not, it will mean a lower standard of 
living, because of the lower income after retirement. 
If the home bond instalments cannot be paid, the 
house may have to be sold to redeem the bond. 
The family will have to move to a smaller house, a 
townhouse or even a home for senior citizens.

If your own house has been paid off, it is not too 
large, and the maintenance of the house and garden 
is not too much to handle, you could continue living 
in your own home. People who find the housework 
physically demanding should consider moving.

Your own home has the advantage that its value 
increases at more or less the same rate as infla-
tion. Consequently, it is a hedge against inflation. 
Another advantage is that it can always be sold at 
a later date at a capital profit. Money can also be 
borrowed, using the house as security. In view of 
these advantages, you could use a certain amount of 
your pension to pay off the outstanding amount of 
the home loan.

The return on such an investment is even higher 
than the return on the most risky investment in 
shares. Apart from that, the return on such an invest-
ment is tax-free. Depending on current interest rates 
(borrowing rates), as well as a person’s marginal tax 
rate, after-tax returns of between 18% and 40% can 
be achieved.

Before moving to a townhouse, a flat, a smaller 
house, retirement village or home for senior citizens, 
a retired couple should ask themselves certain ques-
tions. Jordaan (1990:63–65) provides the following 
list of questions:
•	 Should we live in this house, or should we move 

to a smaller house?
•	 Should we remain in the same town or city, or 

should we move to the seaside or the country?
•	 What about a ‘granny flat’ with one of the chil-

dren?
•	 Should we move to a retirement village or a home 

for senior citizens, and when will be the best time 
to go?

•	 Is the new home close to transport facilities?
•	 Is the house close to a place of worship, a doctor, 

a chemist, shops and recreational facilities?
•	 Is the place close to relatives, the children or 

friends?
•	 How safe is the new home (alarm, caretaker, 

burglar bars, in a built-up or isolated area)?
•	 Will the home be large enough when friends 

come to visit?
•	 Is the climate pleasant?
•	 Is there a large garden which has to be main-

tained or is it tended by others?
•	 Are there many stairs to climb or is the building 

on one level?
•	 Will it be possible to practice existing hobbies 

there?
•	 Do we have sufficient funds to allow us to live 

in our present house or intended house until our 
death?

•	 What will it cost to move house?
•	 Will our existing furniture or a motor car have 

to be sold?

A townhouse
Townhouses are controlled and marketed in terms 
of the Sectional Titles Act 95 of 1986. People who 
consider moving to a townhouse should study the 
Act to gain insight into the rights and obligations of 
an investor in a sectional title unit. The following 
factors are important to keep in mind when buying 
a sectional title unit:
•	 Exactly what you are buying (the property itself 

and a lock-up garage)
•	 All expenses apart from the purchase sum
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•	 All payments for the period in which the unit is 
occupied (levy)

•	 What privileges are included in the purchase sum 
(such as the use of a swimming pool or Jacuzzi)

•	 Exclusive areas of use (those areas of the sectional 
title scheme which may be used only by the 
owner of a specific unit)

•	 Whether the unit being bought (townhouse or 
flat forming part of the sectional title scheme) 
may be sold, and under what conditions

•	 How the sectional title scheme is going to be 
managed, and by whom

•	 Who the trustees of the scheme are
•	 The rights and obligations of the owner of a unit
•	 The liability of an owner for the debts of the 

legal entity (the group of trustees managing the 
scheme).

The same aspects must be checked where a scheme 
is sold in accordance with the Share Blocks Control 
Act 59 of 1980.

A retirement scheme
Sectional title and share-block schemes are often 
built in the form of retirement villages or retirement 
schemes. Certain schemes allow retired couples to 
buy a lifelong interest in a unit. After the person’s 
death the unit is passed back to the scheme and can 
be sold again.

Advantages
•	 It is easy to make friends, as everybody lives in 

similar circumstances.
•	 Emphasis is placed on security.
•	 There are no maintenance costs.
•	 You have more time for yourself, because the 

gardens are maintained by the management.

Disadvantages
•	 Poor management of the scheme can cause inves-

tors to lose their money (investment).
•	 Monthly levies can be high.
•	 Levies are often low to begin with, but are then 

increased drastically.
•	 There may be a lack of medical facilities.
•	 Pets are not allowed.
•	 Parking is limited.
•	 There is practically no privacy.

Laurie (1990e:37) mentions some further aspects to 
be taken into account during or before the purchase 
of a unit in a retirement village. Potential buyers do 
not always realise that such a unit often costs more 
than they will obtain from the sale of their previous 
house. Sometimes, they have to secure an additional 
loan in order to buy.

You should never buy in haste. Visit several 
retirement villages and weigh them up against one 
another. Do not move out of your existing house too 
soon. Always keep a back door open, in the event of 
the scheme failing and not being completed. Buyers 
should not pay before the unit has been registered 
in their name; many people have lost money in this 
way. Rather buy under sectional title than otherwise.

Potential investors in such a scheme should 
consult a lawyer, in order to find out everything 
about the legal and financial aspects of the scheme. 
This will prevent a possible financial catastrophe.

In the country or by the sea?
According to Jordaan (1990:67) an investment 
in either the country or by the sea can have the 
following advantages and disadvantages:

Advantages
•	 The purchase price of the house is lower 

(normally).
•	 Municipal costs (rates and taxes) are lower.
•	 Maintenance costs are lower (cheaper labour).
•	 Usually the climate is more pleasant.

Disadvantages
•	 Medical facilities are not always readily available.
•	 The absence of sports facilities, public transport, 

shopping centres, library, theatre and cultural 
activities.

•	 The area may even have no television reception, 
or perhaps only one channel can be received.

•	 The risk of theft and even attacks are greater.
•	 Loneliness can be overpowering at a later stage if 

there are no relatives or friends close by.
•	 Incompatibility could also make one’s retirement 

unpleasant.

Living with your children
Many retired couples decide to live with their 
children after their retirement. Sometimes they live 
in a granny flat and sometimes in the same house. 
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People who take this step must realise that two 
different households are being combined — that of 
the children and that of the recently retired parents. 
Each household represents a set of rules, interests, 
values, customs and even ideas on bringing up 
children.

An explosive situation could therefore arise in 
and around the house, especially if the parents act as 
if they are in control of the household and preempt 
decisions. Retired parents must realise that they are 
no longer in control of their children. They have had 
their turn to run a household and now it is the chil-
dren’s turn.

It is possible for retired parents to live in peace and 
harmony with their children if they are prepared to 
allow their children to live their lives as they please. 
Parents should not interfere with domestic matters 
or get involved in arguments – this could even lead 
to the break-up of their children’s marriage. They 
should make a positive contribution to the house-
hold, in order to lighten the trials and tribulations 
of everyday life (emotional, physical and financial, 
if applicable).

For example, parents should be very sensitive 
about the household budget and never interfere with 
the way their grandchildren are being brought up. 
Some grandparents are disturbed when they witness 
their children’s strict disciplinary methods, and tend 
to interfere when the grandchildren are scolded. This 
can lead to a lot of unhappiness in the home. Under 
these conditions, it may just happen that a son- or 
daughter-in-law decides to pack up and leave.

Retired couples (parents in this case) should 
realise that, just as they want to retire happily and 
lead a peaceful life, their children also want to be 
happy with a minimum of marital strife during their 
economically active years. Parents should ask them-
selves the following questions to make sure that this 
alternative will work (Jordaan 1990:68):
•	 Is your relationship with your child and his or 

her partner of such a nature that arguments and 
tension may well arise, or is this unlikely?

•	 Will you be able to adapt to their lifestyle and 
routine?

•	 Would you be happy to look after the grandchil-
dren frequently, while their parents pursue their 
social activities?

•	 Are you on the same wavelength as far as reli-
gious and political considerations are concerned, 
and on how to spend leisure time?

•	 What will happen if the children are forced to 
move house because of work obligations?

•	 Are your children happily married or are they 
considering a divorce?

•	 Are you happily married or are you considering 
a divorce?

It would be far better for all if the retired couple 
could live in a separate building, although on the 
same plot. It is never easy to live in the same house, 
since people sometimes simply want to rest or be 
alone.

If a retired couple does decide that they want to 
live with their children, they should approach them 
with the idea. They could offer to have a separate 
section built onto the house, over which they would 
have a life usufruct. They could even offer (if they 
are in a financial position to do so) to pay the 
outstanding amount on their children’s home loan 
and agree to pay half of the rates and taxes, water 
and electricity, groceries and short-term insurance. 
Or they could cede a life or endowment policy to 
their children.

Home for senior citizens or frail-care centre
Those who are about to retire or have already 
retired, and no longer want to or are unable to 
care for themselves, could consider living in a 
home for senior citizens or a frail-care centre. 
These places provide occupants with the following: 
accommodation at a fairly low cost, inexpensive 
meals, medical care, recreational facilities and 
spiritual counselling. Frail-care centres also provide 
physical aid and support to those who ill or who can 
no longer walk or bath themselves.

There is a big demand for such places and the 
waiting lists are usually long. It is necessary to apply 
at an early stage. The fact that there is such a demand 
does not necessarily increase the costs of the accom-
modation offered. Nevertheless, potential applicants 
should compare the costs involved in this option 
with their own financial means. Jordaan (1990:69) 
also points out that people who wish to live in such 
homes must realise that the independence to which 
they are accustomed will be restricted.
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17.5.8 A job after retirement
Most people have to retire, whether they like it or 
not. The normal retirement age is 60 or 65, at which 
age employees are forced to leave their place of work. 
However, only about 6% of employees can actually 
afford to retire, and the rest are forced to carry on 
working to survive financially. The fortunate few 
who do retire financially independent have the 
choice of whether to work or pursue a hobby instead.

You may want to continue working because you 
are bored and miss the positive aspects of your 
job, such as status and recognition, a company car, 
job satisfaction, colleagues, relationships and self-
fulfilment. Most retirees, however, simply need the 
money.

If you are toying with this idea, it is impor-
tant to be very aware of why you want to carry on 
working and what you would like (and are able) to 
do. Jobs are increasingly hard to come by, and there 
are important considerations you should take into 
account before making your decision.

Clarify you motives
Ask yourself the following questions before starting 
a job:
•	 Do I have a choice or will it not be possible to 

survive financially without a job?
•	 Do I know my strong and weak points?
•	 How much money do I need?
•	 How much time do I have available?
•	 Do I want to work as an employee or as an 

employer?

An employee or employer who retires financially 
independent certainly has a choice as to whether he 
would like to carry on working or not. If this is the 
case, you must be clear of your motives for contin-
uing to work. Consider your potential, your needs, 
desires and overall health. It is equally important 
that you try to limit your frustrations and stress 
levels after retirement, so positive aspects of a job, as 
well as self-fulfillment, should be pursued.

If you are not financially independent, or if you 
have no relatives to support you, you will probably 
have no other choice but to carry on working, irre-
spective of whether or not you would prefer to spend 
your retirement years in a more leisurely manner.

Either way, it is important that you consider your 
personal strengths and weaknesses before starting a 
new job.

Test your potential
Carefully evaluate your level of education, training, 
work experience, interests, skills and knowledge.

This ‘personal situation analysis’ will help give a 
clearer idea of your potential as a worker or as an 
applicant for a specific job. For example, you need to 
decide whether you prefer:
•	 Working with people (or alone)
•	 Risks — post-retirement is not the time to put 

yourself in a risky position
•	 Structured or unstructured work
•	 Working in an office situation or driving around 

in a car
•	 Working with people, figures or machinery
•	 High or low levels of responsibility.

You should then compare the results of this self-
analysis with the nature of a specific job, for example:
•	 Work activities (machinery, sales, writing)
•	 Location (in an office, outside in nature, warm, 

cold, abroad)
•	 Remuneration (salary, commission, car, allow-

ances)
•	 Job requirements (long hours, driving long 

distances, shifts)
•	 Employment requirements (a degree, experience, 

language skills)
•	 Standard of living (time for family, hobbies)
•	 Job satisfaction (challenges, promotion, motiva-

tion).

The nature of a job will determine whether you want 
it or not (if you have a choice). Remember, time 
is precious and the wrong job could mean many 
wasted hours, time which you might have spent 
doing something far more fulfilling.

How much money do I need?
Your primary objective in working should not be to 
get rich, but rather to supplement your retirement 
income. A pension is seldom enough to provide 
for your retirement needs, mainly as a result of 
inflation. It is therefore important that you calculate 
your retirement income deficit (RID), that is, your 
financial requirements less your retirement income, 
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in order to know how much money you are going to 
need from your new job.

Remember that upon retirement certain expenses 
such as bond payments, clothing and furniture will 
probably decrease, while others such as security and 
medical fees will increase.

A summary of all your costs, from average weekly 
purchases to monthly bills and other expenses, 
should be drawn up and totalled on a monthly 
calendar. These monthly totals should then be 
compared with your monthly income (your pension 
plus any other retirement provisions you may have 
made).

The difference between the two calculations is 
the retirement income deficit. The money you earn 
from a post-retirement job should, after tax, be suffi-
cient to cover this gap.

Any additional income ought to be invested in a 
relatively low-risk investment, such as unit trusts, a 
life and endowment policy or retirement annuity. In 
this way, you provide for other future needs, such as 
estate duty, medical costs or physical disablement.

Get your priorities straight
Time management and planning is very important 
after retirement. The idea is not to join the same 
rat race as before, with the same frustrations and 
stresses; so you need to decide how much time you 
would like to devote to your job, your family and 
hobbies.

Depending on what you did previously (working 
as an employee or employer), you might consider 
doing exactly the opposite. The decision is never an 
easy one, and you should give special attention to the 
advantages and disadvantages of each alternative.

Employee versus employer
The advantages of working as an employee include 
aspects such as job security, less risk, less stress and 
responsibility, and receiving pay while ill.

The disadvantages of being an employee include 
an oversupply of labour and therefore difficulty 
in finding a job, fierce competition from younger 
people within the job market, and often, as a result, 
less status, acknowledgement, admiration and bene-
fits than before.

Finding a new job also means falling back on your 
knowledge of the personal interview (for employ-
ment) and the strength of your curriculum vitae.

These are your final opportunities to market 
yourself to a possible employer, so think back on all 
those hints and tips you followed in your early years 
of job-hunting:
•	 Be prepared to answer employer-related ques-

tions in your interview.
•	 The job application form should be completed 

neatly and legibly.
•	 Take special note of any news reports about the 

company, and find out as much as you can about 
its operations, target markets, position within the 
industry (anything you think might help you in 
your interview).

•	 Be punctual.
•	 Neat clothing always helps to create a good first 

impression.
•	 Answer questions clearly and simply, do not elab-

orate too much.
•	 Attach an updated CV to your application form.
•	 Ask questions about the job, not only about the 

expected salary.
•	 Be prepared to prove previous achievements.

If you intend to work as an employer, you have the 
advantage of being able to pursue real interests, with 
the flexibility to do what you feel like, when you feel 
like it, as well as being able to involve your whole 
family.

Disadvantages include the risk of losing all your 
assets, higher stress levels, which could cause a dete-
rioration in your health, and the greater effort that 
is required to earn a living from your own business.

Time management and planning are essential.

Buying a business
If you choose to buy an existing business instead 
of starting a new one, be aware of possible hidden 
pitfalls and costs. It is always advisable to see a 
business consultant before you put your retirement 
money into what may be an unprofitable venture.

Before you buy, give special attention to the 
following aspects of the business:
•	 Market and financial viability
•	 Competitive position
•	 The administration
•	 The stock (which may be old, damaged or out of 

style)
•	 Whether staff are properly trained
•	 Whether the lease of the building is transferable
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•	 The real reason(s) for selling
•	 The selling price.

Whether you buy an existing business, start up a new 
one, or take on a job with someone else, be shrewd 
in your decision-making.

Be clear in your reasons for working, and spend 
time planning your course of action. Working after 
retirement is no easy decision, and the sooner you 
start thinking about it, the easier it will be.

17.5.9 financial strategies at and after 
 retirement
When to retire
Besides the decision on where to retire, it is also 
important to decide when to retire. By this we mean 
the following:
•	 At what age
•	 In which month of the financial year.

The longer the period (in years) over which your 
pension remains with your employer, the greater 
the benefits you will receive after retirement. In 
other words, it is best to retire as late as possible. 
The greater benefits you receive could relieve you of 
the need to find other work for the same or another 
employer if you have made inadequate provision for 
your retirement.

It is also important that any pension benefits, 
provident fund, retirement annuity and deferred 
compensation scheme should be received on 
different dates. The purpose is to keep tax liability 
as low as possible. If the benefits or lump sums and/ 
or instalments are received simultaneously, the tax 
liability will be much bigger than if these benefits are 
received one to five years apart.

Exactly when to retire will also depend on other 
aspects, such as health, present financial means, 
work skills and opportunities available to you. 
Retirement can be deferred as long as possible or 
it can be combined with part-time or full-time 
work. Assume that a person has about 20 years to 
live and considers retiring. The question that arises 
is whether he has sufficient income for a period of 
about 20 years. Laurie (1991:36) mentions the role 
of inflation in answering this question. Inflation 
halves the purchasing power of money every five 
to ten years (depending on the inflation rate). You 

would therefore have to earn two to four times as 
much money after retirement than before retirement 
in order to be able to maintain the same standard of 
living as at present (again, depending on the infla-
tion rate).

Laurie emphasises the fact that a person who 
retires at the age of 65 years receives almost double 
the amount of pension that they would have received 
retiring at 60 years of age. If further contributions 
are made that are large enough, the pension amount 
could be almost three times as much as at 60 years 
of age.

In what month of the year should you retire? 
Experts are of the opinion that March is the best 
month. Your income will generally always be at its 
peak about two to three years before retirement. If 
you retire in March, your income for the rest of the 
year will be lower than in the years before retirement 
that ended in February.

Tax-free investments
The purpose of tax-free investments is to lower your 
tax liability. A recently retired person, or someone 
who intends retiring within a year or two, may 
realise that his marginal tax rate or tax liability is 
or will be too high. It is possible to convert existing 
taxable investments to tax-free investments in order 
to save on tax.

We have already mentioned that a home mort-
gage bond represents a tax-free investment. Someone 
who is able to maintain his previous standard of 
living quite easily (in other words, who has made 
adequate provision), could buy a residential plot in 
a growth area with the proceeds of an investment. 
However, you should guard against accepting too 
high a risk or taking on a large bond amount (when 
buying fixed property) that may be difficult to repay.

Increase your pension
If you see that your pension is not going to be 
adequate (for example, if you have only been 
working for your employer for 15 years), there are 
two strategies open to you:
•	 Buy back years of service from your employer’s 

pension fund and/or
•	 Make voluntary additional monthly or annual 

contributions to your pension.
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In the case of buying back pension from an employer, 
you increase your years of service and, consequently, 
also your pension benefits after retirement. In 
the case of making additional contributions, you 
increase your investment in the pension fund and, 
consequently, your ultimate pension benefits (the 
return on your investment).

If you resign from your job for whatever reason, 
you lose almost half of your pension in the form of 
tax. If you find yourself in this situation, make sure 
that your pension benefits are transferred to another 
scheme as soon as possible, if this is allowed. In this 
way, you will not have to pay tax and you will not 
lose almost half of your pension benefits. Not all 
schemes allow this, however.

Pay off your debts
It is dangerous to have large amounts of debt after 
retirement. Retired people could develop health 
problems as a result of the stress of having to 
continue working in order to pay off debt. There is 
also the fear that your estate will not be large enough 
to redeem the debt, which will leave next-of-kin not 
provided for. People who make adequate provision 
for estate duty liability will not have this problem.

Sufficient liquidity
It is important for retired people to possess sufficient 
funds, especially for emergencies. People who are 
obliged to make frequent loans from their children 
or relatives might feel that they are failures. It would 
be better to find light work in order to secure the 
necessary cash.

Buy annuities
If you have a tax problem, buy more annuities in 
order to reduce your tax liability.

Invest in the short-term
Some people may decide, because of their attitude 
towards risk, rather to invest their money for a 
relatively short period (one to three years). Risk-
avoiders regard a longer period as too risky.

Diversified investments
‘Diversified’ means that risk is spread. Retired 
people, in particular, should spread their risk, for 
example by investing in fixed property, insurance, 
equities and participation bonds. If a particular 
investment performs poorly, the investor will not 
lose everything. In other words, one investment 
compensates for another.

Table 17.3: Projected cash flow after retirement

incoME froM huSBAnd wifE coMBinEd

r r r

State pension

Pension fund

Annuities

Interest

Dividends

Policies

Provident fund

Deferred compensation scheme

Total income

Less: Expenditure:
➟
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Food

Clothing

Transport

House

Maintenance

Interest on bond

Rates & taxes

Water & electricity

Interest on overdraft

Entertainment

Medical

Insurance premiums

Personal

Other

Income tax

Instalment sale payments

Total expenditure

Net cash flow

(Source: Adapted from Boone & Kurtz 1989:650)]

Establish needs and requirements for retirement
It is essential to calculate (make a projection of) your 
cash flow after retirement with the help of a specialist 
(financial adviser). Such a cash flow statement will 
show your income (provision), expenditure and also 
your shortfall or surplus of funds.

Laurie (1991:36) has the following suggestions 
for someone who has made inadequate provision for 
retirement:
•	 Consider a monthly investment in a unit trust 

(preferably a general fund)
•	 Invest in ten to 30 Krugerrands and keep the 

investment for a fairly long period (20 years if 
possible)

•	 Invest in participation bonds.

17.5.10 civil servants
According to Cameron and Heystek (2000:141), 
retirement planning for civil servants differs some- 

what from that of other people. Even the calculation 
of the tax formula to determine the taxable lump 
sum has been adapted for civil servants. Therefore, 
make sure that you know how this amount is 
calculated in your case. They, furthermore, point 
out that you should not place retirement funds in a 
preservation fund, because tax-exempt benefits will 
be lost. Preservation funds do not accept member 
contributions, but only transfer benefits. Civil 
servants’ benefits are considered to be member 
contributions for tax purposes, and not transfer 
benefits.

Cameron and Heystek (2000:147) also point out 
the following options for civil servants: below the age 
of 55 years; 55 years and older, with at least ten years’ 
pensionable service; those between 50 and 55, with at 
least ten years’ pensionable service; people younger or 
older than 55 with less than ten years’ pensionable 
service. Let us briefly look at their guidelines:
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Younger than 55 years in general
•	 Take the package if you have better investment 

opportunities.
•	 You can take the severance package, which will 

mean more money, with the normal one-third to 
two-thirds options.

•	 You can take early retirement on the Government 
Employees Pension Fund and retain the medical aid 
fund benefits. The amount will be less than for the 
severance package, your spouse will receive 50% of 
your pension when you die and you will be penal-
ised for the years that you retire early.

•	 You can take the lump sum tax free.
•	 The entire package may be transferred to another 

employer’s fund.

Older than 55 years, with at least 10 years of 
pensionable service
You receive a lump sum gratuity and a monthly 
pension package based on the greater of your final 
year’s salary or your average salary over the last two 
years.

Those between 50 and 55 years, with at least ten 
years of pensionable service
Gratuity and pension are calculated as above, except 
that the package is reduced by 3% per month for the 
early retirement up to and including the age of 55.

People younger or older than 55, with less than 
ten years of pensionable service
You receive only a lump sum, and do not remain a 
member of either the pension or the medical fund.

17.5.11 investor protection
If you have problems with you investments, the 
way that a broker, lender, estate agent or retailer 
‘took’ money from you, or if you suspect that there 
were irregularities due to incorrect information or 
fraud by your broker, you can consult the following 
sources of information, amongst others (Cameron & 
Heystek 2000):

South African Council for the Aged
PO Box 2335
Cape Town 8000
Tel: 021 418 2145
Fax: 021 419 5831

Black Pensioners’ Organisation
Ny 53-9
Gugulethu

Association of Retired Persons and Pensioners
PO Box 403
Howard Place 7450
Tel: 021 531 1758
Pretoria Tel: 012 664 4288
Fax: 021 531 5891

Focus on Elder Abuse
5 Tussendal Ave
Bergvliet 7945
Tel: 021 712 5754
Fax: 021 715 3344

Senior Citizens Employment Agency
PO Box 2107
Houghton 2041
Tel: 011 482 4450
Fax: 011 482 6052

With banking problems: The Ombudsman for 
Banking Services 
ShareCall: 0860 800 900 Tel: 011 712 1800 Fax: 011 
483 3212 
Post: PO Box 87056, Houghton, 2041 Email: info@
obssa.co.za 
Website: http://www.obssa.co.za

With credit transaction problems: The Credit 
Ombud 
MaxiCall: 0861 662 837 Tel: 011 781 6431 Fax: 086 
683 4644 
Post: PO Box 805, Pinegowrie, 2123 Email: ombud@
creditombud.org.za 
Website: http://www.creditombud.org.za

With debt counselling problems: The National 
Credit Regulator 
ShareCall: 0860 627 627 Tel: 011 554 2600 Fax: 011 
554 2871 
Post: PO Box 209, Halfway House, 1685 
Email: info@ncr.org.za or complaints@ncr.org.za 
Website: http://www.ncr.org.za

Personal Finance Management 5e.indb   611 12/12/2016   2:50:41 PM



Personal Financial Management612

With financial advice problems: The Ombud for 
Financial Service Providers 
Tel: 012 470 9080 Fax: 012 348 3447 
Post: PO Box 74571, Lynnwood Ridge, 0040, 
Email: info@faisombud.co.za 
Website: http://www.faisombud.co.za

Chief Executive Officer of FSB & Deputy Registrar 
of Pensions
PO Box 35655
Menlo Park 0102
Tel: 012 428 8000
Fax: 012 428 0221

Deputy Executive Officer of FSB & Deputy 
Registrar of Pensions
PO Box 35655
Menlo Park 0102
Tel: 012 428 8000
Fax: 012 347 0221

With investment problems: The Financial Services 
Board 
ShareCall: 0800 110 443 Tel: 012 428 8000 Fax: 012 
346 6941 
Post: PO Box 35655, Menlo Park, 0102 Email: info@
fsb.co.za 
Website: http://www.fsb.co.za

With tax problems: The Tax Ombud 
Sharecall: 0800 662 837 Tel: 012 431 9105 Fax: 012 
452 5013 
Email: complaints@taxombud.gov.za Website: http://
www.taxombud.gov.za

With pension fund problems: The Pension Fund 
Adjudicator 
Tel: 012 346 1738 Fax: 086 693 7472 Post: PO Box 
580, Menlyn, 0063 
Email: enquiries@pfa.org.za Website: http://www.
pfa.org.za

With medical scheme problems: The Council for 
Medical Schemes 
MaxiCall: 0861 123 267 Fax: 012 430 7644 – inquiries; 
012 431 0608 – 
complaints; Post: Private Bag X34, Hatfield, 0028 
Email: complaints@medicalschemes.com 
Website: http://www.medicalschemes.com

With short-term insurance problems: The 
Ombudsman for Short-term Insurance ShareCall: 
0860 726 890 Tel: 011 726 8900 Fax: 011 726 5501 
Post: PO Box 32334, Braamfontein, 2017 Email: 
info@osti.co.za 
Website: http://www.osti.co.za

With life assurance problems: The Ombudsman for 
Long-term Insurance 
ShareCall: 0860 662 837 Tel: 021 657 5000 Fax: 021 
674 0951 
Post: Private Bag X45, Claremont, 7735 Email: info@
ombud.co.za 
Website: http://www.ombud.co.za

With consumer-related problems: (a) The National 
Consumer Commission 
Tel: 012 761 3200 Fax: 086 758 4990 Post: Private 
Bag X84, Pretoria, 0001 Email: complaints@thencc.
org.za Website: http://www.nccsa.org.za

With consumer-related problems:  (b) The 
Consumer Goods and Services Ombud ShareCall: 
0860 000 272 Fax: 021 532 2095 
Post: PO Box 3815, Randburg, 2125 Email: info@
cgso.org.za 
Website: http://www.cgso.org.za

With motor vehicle problems: The Motor Industry 
Ombudsman of South Africa MaxiCall: 0861 164 
672 Fax: 086 630 6141 
Post: Suite 156, Private Bag X052, Lynnwood Ridge, 
0040 
Email: info@miosa.co.za Website: http://www.
miosa.co.za
With fiduciary problems (estate planning 
problems): The Fiduciary Institute of Southern 
Africa Tel: 082 449 2569 Fax: 011 295 8262 
Post: PO Box 27026, Benrose, 2011 Email: 
secretariat@fidsa.org.za 
Website: http://www.fidsa.org.za

With fixed property transactions: The Estate 
Agency Affairs Board 
Tel: 087 285 3222 Post: Private Bag X10, Benmore, 
2010 
Email: eab@eaab.org.za
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17.5.12 retirement planning for 
  domestic workers
Unfortunately, where retirement is concerned, 
domestic workers are often not even aware of the 
following:
•	 The existence of a period ‘after retirement’
•	 That they will have even less money (income) 

‘after retirement’ than before
•	 That living will be increasingly expensive
•	 That they will have to keep on working (even in 

old age and/or bad health) if they have not made 
provision for retirement.

With modern medicine, people are living much 
longer than before. In most families, children are 
no longer in a financial position (due to unemploy-
ment, for example) to support their retired parents. 
The government pays an old-age pension to South 
African citizens over a certain age (retirement age) 
and earning less than a certain amount of money. 
This is to prevent them from becoming impoverished 
but because of inflation, they will become indi-
gent if they live long enough. As a result, domestic 
workers keep on working after reaching retirement 
age, because they cannot afford to retire. Currently, 
there is no legal obligation on the employer of a 
domestic worker to provide for the latter’s retire-
ment. A responsible and caring employer, however, 
would be interested in the domestic worker’s finan-
cial well-being after retirement. Retirement should 
be discussed with the domestic worker, and the 
following points should be raised:
•	 Whether relatives or a spouse will provide finan-

cial assistance in retirement
•	 Whether a spouse belongs to a retirement fund
•	 What would happen if a spouse should die
•	 Whether any savings exist for retirement and 

funeral costs
•	 Disability in the case of an employed spouse
•	 Disability of the worker him- or herself.

If no savings exist, the employer may assist the 
domestic worker in one or more of the following 
ways:
•	 Take out an affordable insurance policy for the 

worker, in the worker’s name. You can share in the 
payment of the premiums, or the full cost of the 
premiums can be borne by either the employer or 

the worker. Premiums can be as low as R200 for 
an insurance policy or R50 for a funeral policy.

•	 Open a savings account at a bank.
•	 Invest in unit trusts on a monthly basis. The 

minimum monthly premium is R50. On retire-
ment, these unit trusts can be sold or converted 
into income trusts to supply the necessary 
monthly income.

•	 A life policy can be taken out on the life of the 
employer. Cede this policy to the worker or rela-
tives in the case of the worker’s death. Disability 
cover should be included in such a policy.

•	 An annuity is another possibility.
•	 An amount could be bequeathed to the domestic 

worker by means of a will.
•	 It is important that the chosen investment should 

provide a hedge against inflation. It should also 
provide capital growth.

The least any employer of a domestic worker can do 
is:
•	 Inform such worker about the importance of 

saving for retirement
•	 Ask somebody else to do the informing
•	 Ask an insurance agent to explain how a savings 

plan works
•	 Assist in planning such an investment.

17.5.13 divorce and pension funds
Preller (2016:1) emphasises that it is important 
‘that the retirement clause in a divorce settlement 
Agreement is drafted by an attorney who specializes 
in Divorce Law’. It happens that the fund refuses 
the claim based on this clause being incorrect. The 
allocation of pension benefits to non-member is 
contained in the Divorce Act and the Pension Funds 
Act.

A claim from a non-member can be brought 
only where the member-spouse or a partner in a 
civil union is still a member of the pension fund. 
After leaving the fund, there is no longer a ‘pension 
interest’ or unaccrued benefit to the non-member. 
The pension benefit accrues/belongs to the member 
of the fund.

Claims according to matrimonial property 
regime (Preller 2016:1):
•	 In community of property—non-member 

spouses are entitled to a 50% claim as at the date 
of the divorce
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•	 Out of community of property with accrual 
system – the member’s pension will be included 
in the calculation of the accrual

•	 Out of community of property without accrual 
system – no sharing of assets or pension 

•	 ‘Pension interest’ of a non-member or member of 
a civil union is applicable to pension funds, prov-
ident funds as well as retirement annuities

•	 If the date of the divorce pension payment order 
was made after 1 March 2009, the non-member 
spouse is the taxpayer

•	 Parties cannot enter into any agreements contrary 
to the Divorce Act

•	 Tax payable by a non-member, may be deducted 
from the amount of pension payable by the 
member.

17.6 SuMMAry
It is essential to start planning for retirement 
at an early stage. One or more of the methods 
described above should be used to make provision 
for retirement. It is necessary to invest in order to 
achieve financial independence after retirement. 
This is, in fact, the primary objective of personal 
financial management. Investments should be made 
constantly in view of retirement and it is essential 
to be familiar with the functioning, problems, 
advantages and disadvantages of each method 
(investment vehicle).

Furthermore, it is important to consider when 
to retire and to prepare yourself psychologically for 
the many changes that accompany retirement. A 
number of questions have to be asked and answered 
before taking this important step. The financial 
strategy followed at and after retirement must be 
aimed at the following:
•	 Maintaining assets and income collected during 

a lifetime
•	 Maintaining an acceptable standard of living
•	 Avoiding any situation that may hamper financial 

independence.

17.7 SElf-ASSESSMEnT
•	 Discuss retirement planning with specific refer-

ence to the following:
 – Primary objectives.
 – Retirement planning pitfalls (mistakes).

•	 Ten methods of providing for retirement.
•	 Changes in tax legislation related to provident 

funds.
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After studying this chapter, you will be able to:
•	 List the many questions you have to answer 

when you consider emigrating
•	 Identify the research that should be done 

before you can emigrate
•	 Explain what will happen to your South 

African assets

•	 Identify which financial factors to consider 
about South Africa

•	 Identify which financial factors to consider 
about the foreign country

•	 Evaluate the pros and cons of emigration.

lEArninG ouTcoMES

The Smith family have decided to emigrate to the 
United Kingdom where most of their ancestors 
used to live. They realise that with the current value 
of the rand, they are considerably poorer than their 
brothers and sisters in England, France and the 
United States of America. To be honest, they will  
be able to survive only if both the husband and 
wife can find a job. The family has three children– 
6, 10 and 12 years old. Their father has already 
found a job in a factory in London.

Their South African assets comprise: their 
residence (worth R2 million); two cars (R380 000); 
one caravan (R150 000); furniture (R100 000); 
collective investments (unit trusts) to the value of 
R800 000; three life policies; retirement annuities 
(R1  200  000); provident fund (R4 million) and 
pension fund (R2.8 million). They also have 
the annuities they inherited from their parents 
(monthly income of about R12 000). They have 
timeshare at Umhlanga in KwaZulu-Natal, as well 
as fractional ownership at Zimbali in KwaZulu-
Natal. In addition, they let their two townhouses 
(R800 000 each) and a residence for business 
purposes (R2.6 million)—the total monthly rental 
income amounts to roughly R30 000.

What advice would you give the Smiths to allow 
their emigration planning process to run as 
smoothly as possible?

cASE STudy

18.1 inTroducTion
In the past decade, a few hundred thousand people 
have emigrated from South Africa. It is only logical 
that you do not simply pack your bags one day and 

wake up in another country the next. Unfortunately, 
it is not an easy or simple thing to do. One needs 
to make countless calculations before emigrating. 
Among the many considerations, you have to take 
into account whether a person or family will be able 
to survive financially in a foreign country. Often, 
people in this situation also have a severance or 
retirement package that they have received from an 
employer which they have to take into account.

If you have received such a package and have 
decided to emigrate, the package should be invested 
in such a way that it will facilitate your emigration. It 
is important, however, to study and answer the ques-
tions below before you invest your package. Do not 
invest your funds before you have obtained all the 
information about the emigration process and the 
costs involved. You could save yourself unnecessary 
investment costs and avoid making a bad decision.

Fyfe (2016:1) provides the following important 
factors to consider, before any discussion relating to 
emigration can be entered into:
•	 Residency (refers to your normal place of living 

of a natural person—domicile of natural person 
or place of registration for a legal entity)

•	 Citizenship (refers to the passport of a person 
— single or multiple; is obtained by birth or 
ancestry) 

•	 You will still have to ‘emigrate’ from South Africa 
even if you live in South Africa with a British 
passport; as a South African resident you may live 
in the USA for 4 years without having formally 
emigrated to the USA

•	 The required time period to establish residency 
for exchange control purposes (after five years 
or more in South Africa you will be considered a 
South African citizen)
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•	 Emigration and having a work permit in South 
Africa (when opening a bank account after the 
completion of a ‘foreign national temporary resi-
dent’ certificate, the person will not be regarded a 
South African resident)

•	 Emigration and long-term insurance policies 
(policies left behind form part of the emigrant’s 
blocked funds — policy documents should be 
submitted to the bank handling the emigration).

The decision to emigrate is by far one of the most 
dramatic decisions any South African can make. 
Usually it is a considered decision, because you feel 
you can no longer live with:
•	 Increasing violence
•	 A lack of freedom to travel safely
•	 Continuous supervision of children after school 

or in other places
•	 Fear of travelling at night because of hijackings 

and rape
•	 Numerous murders of old people
•	 Farm killings
•	 The very high HIV risk
•	 The lack of investor confidence
•	 The value of the rand against the currencies of 

developed countries
•	 The overwhelming needs of the majority, for 

whom a small group of taxpayers must pay
•	 The millions of illegal immigrants
•	 The mismanagement of resources
•	 Fewer employment opportunities
•	 The deterioration of the educational system
•	 Levels of increasing corruption
•	 The high cost of private healthcare
•	 The enormous tax burden and new taxes
•	 Increasing financial pressure to lower existing 

standards of living
•	 Increasing legislation resulting in the closure of 

small businesses and preventing job creation.

However, do not forget the positive aspects:
•	 Family members who will be left behind
•	 Many friends
•	 The support offered by these people
•	 A mild climate
•	 Familiar conditions
•	 Your current status and reputation
•	 Your history and education

•	 The convenience of having domestic help and a 
gardener

•	 A large house and more than one car (where 
applicable)

•	 A familiar work and financial environment
•	 A more familiar environment in which to retire.

Africanisation

If we look at emigration in Africa, we immediately 
conjure up different images—that is, if you have a 
television set and DStv:

•	 The migration of millions of zebras and blue 
wildebeest in the Serengeti in search of better 
grazing—food.

•	 The migration of millions of people within and 
out of Africa to refugee camps in neighbouring 
countries in Europe, with basically only the 
clothes they are wearing as possessions—in 
search of food.

•	 The few Afro-Americans who establish 
businesses in Africa—mainly in areas where 
they were born and still have relatives, or that 
belonged to traditional communities/clans 
in the past—often after they have received 
training or degrees in Western countries, now 
searching for markets to develop through 
services and products, sometimes also property 
development. 

•	 The roughly 3 million refugees who flock into 
South Africa illegally across our unguarded 
northern borders, particularly from Zimbabwe.

Norimitsu Onishi of the New York Times stated 
this number as fact: ‘With Africa’s most advanced 
economy, South Africa is home to about five 
million immigrants’. This was said in an article on 
xenophobic attacks (Wilkinson 2015:2).

The emigration of hundreds of thousands of South 
Africans to other developed countries that can 
assure them and their children of First World- 
standards and living conditions—Western countries.

Because of South Africa’s beauty and diversity 
it is one of the world’s most popular tourist 
destinations. Thousands of people choose to settle 
in the country each year. For many, the quality of 
life, the climate and the business opportunities 
make it an attractive place to live and to prosper 
(Ebrahim 2014:2). 

➟
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‘The country limits the number of immigrants 
each year. This, according to the government, is 
to protect work opportunities for the country’s 
vast reserve of unskilled and semi-skilled workers. 
In line with international trends, potential 
immigrants who fall into the unskilled and semi-
skilled categories will normally not be accepted as 
an immigrant worker in the country. 

‘Those wishing to immigrate to South Africa should 
also be committed to it, the government says, and 
be prepared to share their skills and expertise: 
South Africa cannot afford to grant permanent 
residence permits to persons who are not seriously 
committed to settling in the country permanently 
and to investing their skills, assets, knowledge and 
experience for the benefit of themselves and the 
people of South Africa. 

‘One of the most important aspects of immigration 
control is therefore that a visible connection 
must be maintained between foreigners working 
in the country and the training of South African 
nationals.’

‘Semigration’
According to Heystek (2015:2), ‘people are 
“semigrating” to the Western Cape. For years 
now it’s been one of the more noticeable trends 
in South Africa: people moving from Gauteng to 
either Cape Town itself or to one of the many 
spectacular areas within a 50-kilometre radius of 
the Cape Town airport’. 

‘I have joked with some of my friends who can 
stand my particular sense of humour that our 
biggest export product over the past 20 years has 
not been gold, platinum or iron ore: it’s been our 
taxpayers! 

‘If one further adds up all the taxpayers who earn 
over R500 000, 783 421 in total, you find that they 
pay almost 62% of all personal income tax in the 
country.

‘Already there is talk of a tax revolt brewing. This 
small band of taxpayers, whatever their political 
affiliation, is starting to feel disenfranchised and 
financially abused. They are not getting back much 
in return for their taxes, having to pay for services—
such as policing, education and healthcare—that 
the government should have been providing but is 
not willing or able to do.  

➟

Heystek comments further: ‘Firstly, technology 
and the ability to work from almost anywhere in 
SA, enables entrepreneurs and professional people 
to work where they choose. Some do it from 
Mauritius or the UK.

‘Flights are cheaper and house prices grow at a 
rate of 30% higher than the average’ (Heystek 
2015:1–3).

This chapter is not intended to encourage people 
to leave South Africa, but to provide those who are 
considering emigration with the financial informa-
tion they require. We therefore need to find answers 
to the following questions:
•	 Can I afford to emigrate?
•	 To which country should I emigrate?
•	 Which and how many assets or how much capital 

may I take with me?
•	 What is going to happen to the assets I leave 

behind?
•	 May I transfer income from the assets I leave 

behind to a foreign country?
•	 Should I place my South African assets in a trust?
•	 How much does it cost to emigrate?
•	 Which financial aspects should I consider about 

South Africa?
•	 Which financial aspects should I consider about 

the foreign country?
•	 What are the exchange rate and the value of the 

rand?
•	 How do I go about emigrating?

You should certainly make emigration planning part 
of personal financial planning, because your quality 
and standard of life in the foreign/new country is 
very important.

Leaving one’s country of birth can be very 
emotional. The moment you depart, you remember 
all the good times, while hoping for even better 
times in the new country.

In a country such as the United States of America, 
which is made up of immigrants from all over the 
world, a great deal of emphasis is placed on the offi-
cial immigration policy. The same is true of other 
countries. Many articles have been written and many 
debates held among politicians to determine the 
desirability or otherwise of immigrants. On the one 
hand, the greatest advantage is probably the skills 
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which a country gains. The greatest disadvantage, 
on the other, is competition for jobs, particularly 
in a country such as South Africa, where there is a 
shortage of jobs. Unskilled immigrants exacerbate 
the latter situation and contribute to a country’s 
socio-economic problems.

Most South Africans have emigrated to the 
following countries: the UK; the USA; Australia; 
Canada; and New Zealand. More than 800 000 
emigrated from 1995 to 2011 (Politicsweb 2012:1).

Many of them are laughing all the way to the 
bank, to their tax collector (being alive or dead) 
and to their employed children. 

Puttergill (2015:1) quotes the following from 
Steinberg: ‘Stop converting dollars to rands, you 
are now earning dollars.’

Matloff (1996) also points to the fact that the 
downside of immigration generally falls on the 
poor minority groups. Even in South Africa, poor 
unemployed people raise their voices against illegal 
immigrants (with or without skills). Oberlink (1995) 
poses the following questions: ‘Does our nation 
need more workers competing for a limited number 
of jobs? Do our overburdened and overcrowded 
schools need more students crammed into their 
classrooms? Will our scenic parks be more enjoy-
able when shared with additional multitudes? Does 
precious wildlife habitat become easier to save in the 
face of additional human encroachment?’

Such questions need to be asked by any country, 
whether it attracts immigrants or not, particularly in 
the light of overcrowding, and a lack of education and 
learning skills, especially in South Africa and other 
parts of Africa. Echoing Oberlink (1995): ‘It is hard to 
believe that we need more workers, skilled or unskilled. 
If we do, let us train them, not import them.’

Africanisation

A report by Statistics South Africa on immigration 
statistics drawn from Home Affairs data shows that 
1 283 permanent residence permits were issued 
in 2012. About half of the issued permits were 
acquired using the relatives’ category status, while 
only 50 or 4% used refugee status. 

➟

Nationals from Zimbabwe (20%), the UK (11%), 
Congo (7%), China (7%), India (6%), Germany (5%), 
Nigeria (5%) and DRC (3%) made up almost 64% 
of the recipients of permanent residence permits. 

Kennedy (1996) points out the economic theory, 
which suggests that immigrants are an advantage 
to a country. Their countries of origin trained these 
immigrants (to give them access to the workforce) 
and carried the costs involved. These countries are 
therefore subsidising the countries to which the 
immigrants go. Of course, in this case we are talking 
about skilled workers.

You therefore need to supply proof of the skills 
and resources you are able to take to the new 
country. It is an advantage if a new business can be 
established there, or jobs created (apart from new 
products and/or services). You should not create 
the impression of being someone who is looking for 
welfare or who will be a burden to the state. Prove 
that you can make a positive contribution.

It will also be to the country’s advantage if you 
can offer a product or service for which there is a 
strong demand. Similarly, there may be a shortage of 
workers or businesses in a particular industry, and 
the country may be in a growth phase.

Remember that the workers in the ‘new country’ 
will prefer unskilled immigrants, while companies 
and the government will prefer skilled immigrants. 
Skilled immigrants earn more, will pay more taxes 
and will make less use of social and welfare services.

18.2 cAn i Afford To EMiGrATE?
Most people want to emigrate to countries such as 
the USA, Canada, the United Kingdom, Australia 
and New Zealand. Unfortunately, before these 
countries will accept you as an immigrant, you 
have to meet certain requirements, such as close 
links with them through birth or ancestry. Certain 
countries also have capital and income requirements. 
You may find that if you have to take R5 000 000 in 
capital to a country, yet earn only a few thousand 
rand in income, the result will be that you cannot 
afford to emigrate. Personal wealth is a prerequisite 
for emigration. Find out what a country’s financial 
and other emigration requirements are before you 
try to emigrate to that country.
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It is easier for highly skilled (professional and 
graduated) young people to emigrate than it is for 
others (who have few or no skills, are much older, 
etc.). The latter group will find it difficult to resettle 
in any country. Spring (1998:18) provides the 
following information for various countries, based 
on those countries’ unique immigration require-
ments:

Britain
Britain is probably the most difficult country to 
emigrate to or get work in. Even people with a 
British passport may not be able to live in Britain 
permanently. If your parents (father or mother) 
were born in Britain, your British citizenship must 
have been registered prior to your 18th birthday. If 
your grandfather was born in the UK, and you were 
born between May 1962 and December 1982 and 
your birth was registered within 12 months, you are 
entitled to British citizenship. A person with parents 
or grandparents who were born in the UK may work 
in Britain for four years. Such a person may then 
apply for permanent resident status, and later for 
British citizenship.

If it is not possible to emigrate to a country on the 
grounds of family ties, Spring points out that family 
association may be a possibility. You can therefore 
marry a British citizen. If someone marries simply to 
gain citizenship rights, however, the British authori-
ties will not grant residence rights.

Ireland
It is much easier to gain access to Ireland, where 
access is based on blood rights. If either of your 
parents was born in Ireland, you may apply for Irish 
citizenship. However, you need the original of your 
parent’s Irish birth certificate, marriage certificate 
and/or death certificate. The same applies in the case 
of Irish grandparents.

Germany
It is relatively easy to emigrate to Germany, if you 
can prove German ancestry, and are able to speak 
German.

United States of America
You can gain US citizenship by marrying a US citizen 
who is older than 21 years, has not been found guilty 
of a serious offence, and does not have an infectious 

disease. This means you can gain a temporary ‘green 
card’, which is valid for two years. After two years 
you are questioned again, before a permanent ‘green 
card’ is issued.

Australia
Australian citizenship can also be obtained by 
means of association. An Australian can sponsor an 
immigrant. Among others, this sponsor may be:
•	 A spouse
•	 An unmarried child
•	 A parent (where all children are in Australia)
•	 A dependent relative
•	 The only living brother/sister or non-dependent 

child
•	 A relative who provides for your needs (as a dis-

abled person).

New Zealand
A New Zealand citizen may sponsor you as well. In 
New Zealand the concept of ‘spouse’ is interpreted 
more loosely, and may include a partner. The 
requirement is a stable relationship of two years for 
heterosexuals and four years for homosexuals.

18.3 To which counTry Should i 
 EMiGrATE?
In addition to your financial position and ancestry 
there are further factors to consider, such as: 
finding a job, whether you have family in the new 
country to help you, the standard or quality of life 
you will be able to maintain, whether that country 
has an immigration programme to attract certain 
immigrants, whether that country has entered 
into a tax agreement with South Africa to avoid 
double taxation, and the exchange rate between the 
currencies of that country and South Africa.

18.4 which ASSETS And how MAny 
 (how Much cAPiTAl) MAy i 
 TAKE wiTh ME?

Reserve Bank exchange control regulations allow 
certain banks (authorised dealers) to deal in foreign 
exchange. You are allowed to take the following 
items out of the country, subject to certain financial 
limits (December 2016):
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Table 18.1: How much may I take? (Figures are 
updated annually.)

Annual 
discretionary 
allowance

R1 million per calendar year 
per adult

Without a SARS tax 
clearance certificate

It includes travel, gifts and 
maintenance allowance

Foreign 
investment 
allowance

R10 million per adult per 
calendar year

Children’s 
allowance

R200,000 per calendar year

Additional 
amounts

At the discretion of the 
Reserve Bank

(Source: Incompass 2016:1)

An amount of R22 million can thus be transferred to 
the foreign country.

All capital brought into South Africa by natural 
persons, after 1 July 1997, may be taken out of the 
country at any time. Note that a widower or widow 
and his or her dependants are regarded as family. 
Note that Krugerrands require additional or special 
export permission.

Cameron and Heystek (2000:291) point out 
the following in regard to your foreign investment 
allowance:
•	 If you have already made use of the R10 000 000 

foreign investment allowance, it will be deducted 
from your emigration allowance.

•	 If both you and your spouse have made use of the 
R10 000 000 (each), only the husband’s allowance 
is used in the calculation, which still leaves the 
household with an additional R10 000 000.

•	 If the emigration allowance is not adequate to allow 
you to settle in the foreign country, you may apply 
to the Reserve Bank for an increased allowance.

18.5 whAT will hAPPEn To ASSETS 
 ThAT ArE lEfT BEhind?

Assets that have been left behind are being held in 
a non-resident bank account—formally known as a 
‘blocked rand’ account. They may be used as follows:

•	 Daily allowance when visiting South Africa
•	 The cost of travelling to and from South Africa
•	 Investments in listed shares in South Africa
•	 The reinvestment of unit trusts (collective invest-

ments) in other trusts
•	 The payment of overdue income tax
•	 The payment of school fees and the costs of 

tertiary education for children who remain 
behind

•	 The payment of property rates
•	 Membership fees of South African clubs and 

associations
•	 The payment of insurance premiums
•	 The payment of maintenance after a divorce
•	 The remuneration of accounting officers and 

attorneys who are handling assets in South Africa
•	 The payment of expenses for subsistence during 

visits to South Africa (Rx per family per year, Rx 
per day per adult and Rx per day per child under 
the age of 12 years)

•	 The payment of hospital, medical and dental fees 
during visits to South Africa

•	 Mortgage payments on South African property, 
and

•	 Donations and support to third parties in South 
Africa to a maximum of R100 000 per year, free 
of donations tax.

If, for example, you have a maturing annuity, you 
should rather not withdraw the one-third as a lump 
sum. Rather buy an annuity for the full amount. 
This means the one-third is not left behind in South 
Africa as blocked funds. As you will have gathered 
from reading Chapter 14 on local considerations, 
you will be able to go abroad (and invest there 
permanently) only if you have received tax clearance 
from the SARS Commissioner (and therefore the 
Reserve Bank).

Financial emigration
According to Cashkows (2014:1) f inancial 
emigration ‘is the process to conclude your financial 
affairs when leaving South Africa to settle in another 
country—and simply means your status—for 
exchange control purposes—changes from resident 
to non-resident’. Cashkows continues and says: 
‘Financial emigration is a declaration of your asset 
base to SARS and the Reserve Bank with the intent 
to financially exit from South Africa.’
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Bidvest distinguishes between physical and 
financial emigration (legally and financially) as 
follows: ‘Financial emigration involves a very 
specific set of procedures, including obtaining a tax 
clearance certificate, completing a Form MP 336(b) 
and then recording your emigration with the South 
African Reserve Bank (SARB) and the South African 
Revenue Services (SARS).’ 

You will always retain your South African birth-
right, even after emigration to another country.

Formal emigration
According to Cashkows (2014:1), formal emigration 
from South Africa constitutes an agreement between 
you and the Reserve Bank where, for exchange 
control purposes, your status changes from resident 
to non-resident. 

According to Cashkows (2014:1), a financial 
emigrant may transfer the following offshore:
•	 Before age 55—the proceeds of your retirement 

annuity
•	 Any inheritance from a South African source
•	 The proceeds of assets declared in your emigra-

tion application
•	 Passive income—rent, dividends, director’s fees, 

salary for services rendered in South Africa and 
income from discretionary or vesting trusts

•	 Proceeds from a third-party life policy.

Cashkows provides the following advice when 
emigrating from South Africa:
•	 Transfer your South African retirement annui-

ties offshore (we are now allowed accordingly 
to transfer the full capital value of a retirement 
annuity offshore—the Reserve Bank will assist 
you)

•	 Record your financial emigration from South 
Africa (until the South African Government 
records your status as a non-resident, you are 
regarded as a South African in the foreign 
country)

•	 Legally transfer money from South Africa (with 
the approval of SARS’s tax clearance certificate 
and authorisation from the Reserve Bank, subject 
to the Exchange Control Regulations)

•	 Transfer inheritance income from South Africa 
(open an offshore bank account in order to receive 
your inheritance income—your South African 
bank account becomes a blocked account)

•	 Transfer allowances are subject to Reserve 
Bank approval (Discretionary Allowance: R1m 
per person, per annum: Foreign Investment 
Allowance: R10m per person per annum.)

•	 A registered South African service provider can 
assist with the process of financial emigration.

According to 10X Investments (2013:1): ‘Until 
31 December 2015, to access your RA as a cash 
lump sum, you had to go through the formal finan-
cial emigration process with SARB/SARS. This is 
no longer necessary. In terms of the Taxation Laws 
Amendment Act 25 of 2015, you can now access 
your RA as a lump sum once you are no longer resi-
dent in South Africa’.

Fyfe (2016:1) emphasises the following important 
aspect of retirement annuities:

 ‘Please note that although legislation now 
permits a client to withdraw from his retire-
ment annuity prior to retirement, if he can prove 
formal emigration, SARS are not yet able to 
process these requests’.
According to Wallace (2016:1) ‘Those who have 

retirement annuities ‘trapped’ in South Africa will 
be able to terminate these products, pay income tax 
and export the full net proceeds without having to 
wait for income payments to trickle in over time. 
If you return to South Africa after you have spent 
five or more years abroad, you will be able to retain 
your offshore assets. Perhaps most important of 
all, the Revenue Authority [SARS] will have irrefu-
table proof that you are no longer a resident for 
Tax purposes and so you will have broken the link 
to World Wide taxation in South Africa on all your 
income and capital gains.’

Wallace (2016:1) warns about the following 
related to your assets: ‘On emigration you are 
deemed for Capital Gains Tax purposes to have 
disposed of all your local assets at market value — so 
you will have to account for CGT even on assets you 
leave behind and don’t sell up.’

Spring (1999:15), furthermore, points out the 
following regarding a retirement annuity when 
emigrating:
•	 A retirement annuity (or other insurance policy) 

is not simply transferable to a foreign country.
•	 The only thing that can always be transferred is 

your insurability.
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•	 If there is an insurer associated with your present 
insurer, it will offer you the same amount of 
life cover benefits as you are currently enjoying 
(no matter your current medical situation, and 
without a medical examination).

•	 You are given time to conclude a similar contract 
to the one you had in South Africa with your new 
insurer, and to be placed on risk.

•	 However, the investment value of the policy is not 
transferred concurrently.

•	 Because term insurance and income protection 
policies have no investment value, they may be 
transferred.

•	 The investment value of a policy may be 
transferred only as part of the settling-in or 
discretionary allowance.

•	 Before people go abroad, they may, among others:
 – Surrender their policies. (The policy cash 

value is therefore requested. The policy may 
also be bought as a second-hand policy in the 
second-hand market. The cash may be left in 
South Africa as blocked funds, or used as part 
of the settling-in allowance.)

 – Make them paid up. (The payment of 
premiums therefore ceases. As soon as the 
policy reaches the maturity date, the proceeds 
become part of your blocked funds.)

 – Continue paying premiums from blocked 
funds, or from abroad.

•	 Consolidate your policies to save costs, and pay 
your policy annually.

•	 The income is subject to exchange control, as 
is the one-third if you wanted to take it out (it 
becomes part of the settling-in/discretionary 
allowance).

•	 If you bought a voluntary annuity, the interest 
would be transferable, and the capital would 
become part of your blocked funds.

•	 This is why it is usually better to buy a compul-
sory annuity with the whole amount, and not 
take the one-third.

•	  Try to maintain the retirement annuity if you are 
older than 55 years—contributions may be paid 
from blocked funds.

•	 After your retirement, the entire pension will be 
fully transferable.

•	 However, remember that you need to have made 
contributions to a retirement annuity for some 
time, or exchange control will become suspi-

cious if you suddenly take out an annuity, and act 
accordingly.

•	 If you are much younger than 55 years, make the 
retirement annuity fully paid up.

Persons who do not really emigrate cannot receive 
their pension payments abroad. People often spend 
a great deal of the year abroad for many years in 
succession. It would therefore be very convenient 
for them to receive their pension abroad, but unfor-
tunately exchange control does not allow this. This 
applies to both a pension and an annuity.

It is different for those who have emigrated. 
Annuities may be received abroad if the annuity 
was taken out more than five years previously. If 
the annuity was taken out in the past five years, the 
interest/income portion will be paid out abroad, but 
the capital portion will remain behind as blocked 
funds. In the case of a provident fund, the whole 
amount may be invested in an annuity, for example. 
The interest portion of this annuity may be paid out 
abroad, while the capital portion becomes part of 
your blocked funds (Horrocks 1998:14).

The lump sums of annuities and pension funds 
will always be treated as blocked funds.

18.6 MAy i TrAnSfEr incoME 
 froM My rEMAininG ASSETS 
 To A forEiGn counTry?
You are allowed to earn income from another 
country (South Africa) in the form of interest, 
profits, dividends, the distribution of income by 
close corporations, director’s fees, pension from a 
registered pension scheme or fund, cash bonuses 
from insurance policies, income from a trust mortis 
causa (testamentary trust), income from a property 
trust, income from letting fixed property, and 
pension for retirement because of disability or poor 
health.

The net income earned on South African assets 
may be transferred to a foreign country via the 
normal bank channels. You should therefore convert 
as many assets as possible into cash or income-
producing investments before you emigrate. This is 
particularly important if you think that you might 
not have sufficient income to live on in your new 
country of residence.
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18.7 Should i PlAcE My SouTh 
 AfricAn ASSETS in A TruST?

If you place your South African assets in a trust while 
you are still alive (a trust inter vivos) you will have to 
pay very high transfer duty and conveyancing fees 
on fixed property. Transfer duty alone could cause 
cash-flow problems.

A trust (such as a testamentary trust) could help 
the next generation to save on estate duty and capital 
gains tax. Remember that a trust does not offer any 
income tax benefits for non-residents.

18.8 whAT will iT coST To 
 EMiGrATE?

Shipping your household appliances and car(s) are 
direct costs that may amount to a large amount 
for the average household. An unemployed South 
African emigrant (without a two-year work contract 
or permanent residence) may also be required to pay 
a deposit at customs.

18.9 which finAnciAl fAcTorS 
 Should i conSidEr ABouT 
 SouTh AfricA?
The most important factors probably have to do with 
your retirement. Find out whether your pension 
fund or provident fund will allow you to withdraw 
capital when you emigrate. In your new country, 
you may have to wait for this capital until you have 
reached the normal retirement age. Also find out 
whether you will still receive cover from your group 
benefit.

Remember that you will have to wait until the 
age of 55 years for your retirement annuities and 
that you may lose a part of, or all, the tax benefits 
when you are in a foreign country. Your needs and 
objectives will therefore determine whether you will 
stop your premiums or keep on paying them over 
the long term. You may, however, use your living 
annuity for emigration purposes.

Try to sell loose assets while the market is good 
(in a seller’s market), or keep your assets for visits 
to South Africa. Ask an estate agent to manage your 
property (or properties) in your absence.

If you keep a business in South Africa, it will 
be advisable to appoint somebody with the neces-
sary authority to make decisions. Also appoint an 
accountant who has knowledge of international tax. 
Buy timeshare (RCI-affiliated) and exchange it later 
for overseas timeshare to obtain more capital/assets 
in a foreign country.

18.10 which finAnciAl ASPEcTS 
  Should i conSidEr ABouT 
  ThE forEiGn counTry?
Make sure that you know how the tax system of your 
new country operates. Find out whether your South 
African investments and income will be taxable. 
Choose the country with the lowest tax rate and pay 
your taxes there.

18.11 whAT ABouT ThE ExchAnGE 
  rATE And ThE vAluE of ThE 
  rAnd?
If you emigrate to a country with a stronger 
economy, you will soon find out how little your 
South African rand, and the money you have saved 
for your retirement, is worth. Make sure that you are 
aware of the effect of the exchange rate and the poor 
buying power of the rand on your financial future, 
before you emigrate.

18.12 how do i Go ABouT 
  EMiGrATinG?

•	 Consult with your bank and find out as much as 
possible about emigration and how it will affect 
you.

•	 Obtain the necessary forms from the Reserve 
Bank (www.resbank.co.za).

•	 Consult financial experts about emigration and 
international financial planning.

•	 Get tax clearance.
•	 Appoint an accountant, an attorney, a bank 

manager and a business manager to perform your 
duties on your behalf.
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Spring (1998:16) gives the following practical 
guidelines that should be followed by every person 
who is emigrating:
•	 As regards furniture, it is important to remember 

that the ‘new’ house abroad will usually be 
smaller than the ‘old’ one in South Africa.

•	 The choice of a moving company is made after 
having asked for a few quotations (get the 
addresses in the Yellow Pages).

•	 The moving company will help with the required 
paperwork (forms).

•	 Make sure the power supply in the new country is 
the same as in South Africa. If not, leave all elec-
trical equipment behind (sell/give away).

•	 Make sure the television will work (South African 
sets usually work in the United Kingdom, but not 
in Europe).

•	 Make sure there is no import ban on ivory or furs.
•	 Special export documents are required for cars, 

motorbikes, animals, firearms and wines (there 
are import regulations for cars to the US, carpets 
to Australia and firearms to Great Britain).

•	 Take your own car, because buying one abroad 
will reduce your foreign settlement allowance 
considerably.

•	 Contact the Automobile Association to find out 
about the availability of spare parts in a particular 
country.

•	 The moving company’s representative should be 
able to give you advice about which property you 
should take to a particular foreign country, and 
which you should leave.

•	 Ainslie (1998:16), furthermore, points out the 
contents of the written quotation you should 
receive from the representative:

 – All services on a ‘residence to residence’ basis
 – Packing at home and into the container
 – Clearance from South Africa, shipping, 

customs clearances in the destination country 
and unpacking at the new home

 – Storing goods if you request this
 – The insurance required
 – A complete list of everything that is shipped
 – The foreign exchange rate on which the quota-

tion is based and
 – Do not accept a quotation on ‘volume’, unless 

you know exactly what you want to ship.
•	 Your goods will be transported in a container.

•	 The larger container should also be able to take 
your car.

•	 It takes several months to ship goods abroad – if 
you need something urgently, you should send it 
by air freight (as ‘unaccompanied baggage’).

•	 Make sure that insurance claims will be paid out 
in the currency of the country to which you are 
emigrating.

•	 Beware of any type of underinsurance (see the 
averaging principle in Chapter 15 on protection 
planning).

•	 Some countries have strict quarantine regula-
tions, if you want to take your pets, while other 
countries require only a letter from your vet to 
indicate that your animals have had the required 
vaccinations.

•	 Various companies handle the transporting of 
pets.

•	 Find out as much as possible about the regula-
tions in the city and region to which you are 
going.

18.13 offShorE invESTMEnTS
Of course, prospective emigrants need to gather 
information about the various types of offshore 
investment. Some investments will be made while 
you are still in South Africa, and others as a citizen of 
the new country. You will make use of a broker, and 
all the sources of information in the new country, 
for the latter.

Study Chapter 14, which deals with global invest-
ments. When you have studied the various types of 
foreign investment, you should note, particularly, 
the local and foreign considerations. This will help 
you to avoid possible pitfalls in this regard.

18.14 SuMMAry
It should be clear from this brief chapter that 
emigration planning could positively or negatively 
affect the rest of your life in a foreign country. It 
is therefore important that people contemplating 
this great and dynamic step should have enough 
information in order to take informed decisions 
about their future and new lives. Remember the 
important role played by money and other resources 
in determining a particular quality and standard of 
life, both now and in the future.

Personal Finance Management 5e.indb   626 12/12/2016   2:50:42 PM



627Chapter 18 Emigration planning

18.15 SElf-ASSESSMEnT
•	 You are thinking of emigrating. Discuss the main 

local and foreign financial factors that might 
influence your decision.
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shares 495
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perpetual testamentary trusts 282
personal financial literacy, 

importance of 3–7
personal financial planning

advantages of 19
Africanisation 2
areas of 19–25
case study 2
conceptual framework 9–11, 9
cycle 11–13, 12, 13
definition of 11
examples 20–25
importance of 2, 7–9, 26
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residence 370–372, 435–436
Africanisation 372
building vs buying 429
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429

divorce 374, 431
estate agents 373–374, 
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insolvency 374–375, 417
insurance 384, 418–419
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property: buying fixed 
property
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466
property: selling a house 431–433
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(PUTs) 340–341, 465–466
proprietary limited company 

insurance 532
protection planning 510–512, 534
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Association of Savings & 

Investment SA (ASISA) 518
business insurance 531–534
buying a residence 384, 

418–419
buying fixed 
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case study 511
credit planning and 103, 130
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526
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emigration planning and 624
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estate planning and 285
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homeowner's insurance 529
household insurance 529
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and 312–313, 332, 350–351, 
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risk management 514, 
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reckless credit 134, 136
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S
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