	





	



Don’t count on winning the lotto to see you through retirement
By Zweli Moyo, head of Institutional Business at Nedgroup Investments
If you are under the age of 30, retirement may be the last thing on your mind. Unfortunately, unlike the man in Limpopo province who won the Lotto twice, beating the reported one in twenty-four million odds, most of us will have to rely on our retirement savings see us through our golden years.
The earlier we start focusing on these in our working career, the more likely we are to achieve these. Very few South Africans, however, seem to be taking this to heart.
According to a recent study conducted by Old Mutual, which surveyed South African households in the main metropolitan areas working either in the formal or the informal sector, only 12% of Generation Y (people born after 1980) are saving for retirement. Of these, only 28% use pension funds as a savings vehicle.
This is particularly concerning when you consider how much harder it will be to maintain the standard of living you will become accustomed to if you start contributing to a retirement fund when you are 35, rather than 25.
A common measure of how much you will need at retirement is referred to as a net replacement ratio. The net replacement ratio is simply the percentage of income in the year before you retire that you will need to maintain your standard of living when you retire.
This is typically about 70%.
If you are earning R10 000 per month in the year prior to retirement, to meet a 70% replacement ratio you would need to earn R7 000 per month after retirement.
To illustrate this , assume that, Sipho aged 25 earning R100 000 per year and Tebogo aged 35 earning R150 000 per year, work for the same company. Both join the company on the same day and save 10% of their income each year.
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From the table above it is clear that Sipho will retire with more money than Tebogo although he earns less. The real rate of return (ie return above inflation) needed by Tebogo to achieve a 70% replacement ratio is a very high 7.2% [note that over the long term equities, the best performing asset class, has only produced returns between 6-7% above inflation]. Tebogo is in danger of missing his retirement goals as it is unlikely that he will be able to achieve this high real return.
Sipho on the other hand, needs a real return of 4.1%, which should be achievable. By starting to save at a young age, Sipho has improved his retirement prospects. Tebogo could improve his chances of retiring with enough money by increasing how much he saves every year.
While the net replacement ratio may sometimes be a moving target, which changes over time, it is one of the easiest ways to quantify how much you may need to retire and be able to maintain your standard of living.
In conclusion, let us look at a few truths about retirement savings:
· The more you contribute towards your savings the higher the base will be for your investments to grow from.
· The higher the investment growth above inflation the more you will have at retirement.
· Inflation erodes buying power of money over time. It is, therefore, crucial that you always match or beat inflation otherwise you will be able to afford less in retirement.
· The earlier you start saving and the longer you contribute towards your savings, the more you are likely to have in retirement.
· A person who starts saving for their retirement at 40 is unlikely to catch up to the person who starts saving at 30.
· When changing jobs, it is important that you try your best to preserve your savings and not cash in your accumulated benefits.
· Most of us belong to what are known as “defined contribution” funds, which means that we as the members bear the risk of investment growth on our contributions and the company we work for does not. This means that it is critical to keep track of, and to understand, the state of your retirement.
Remember, the earlier you focus on your retirement plans, the more chance you have of achieving your goals.
Research shows consistent investment returns key to comfortable retirement
Most people understand that they should save for retirement but what is less well known is just how large a portion of retirement income comes from investment returns - not just how much you’ve saved.
John Anderson, head of National Consulting Strategy at Alexander Forbes, says: “More than 75% of retirement spending comes from returns on investment.”
“Investment performance is therefore paramount in meeting net replacement ratio (NRR) objectives or simply put, the percentage of your salary that retirement savings will replace when you retire.”
Anderson notes that according to research carried out by Alexander Forbes, an important contributor to a comfortable retirement is consistent investment returns that are above inflation and over the long term.
“Our research shows research shows that for every rand spent in retirement:
•          23 cents on average is from pre-retirement contributions
•          41 cents on average is from pre-retirement investment returns
•          36 cents on average is from post-retirement investment returns
“What the research illustrates is that three quarters of retiree spend comes from returns on their savings.
“It highlights that while putting money away for retirement is of course fundamental, more focus needs to be on returns on that investment because each 1% per annum really counts.”
Compound interest is one of the most important allies for savers.
The positive impact of interest increases exponentially over the long term as one starts to earn interest on interest. A further result is that an increase in the interest rate has an exponential impact over the long term.
This can be illustrated as follows:
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The following conclusions can be drawn from the above graph:
· At a rate of 4% per annum, R 100 will grow to R 148 over ten years, ie R 48 interest.  If the interest rate increased to 6% per annum, one ends up with R 171 ie R 31 more interest (around 65% more interest!).
· Over a working lifetime of 35 years, the difference is an end value of R 769 vs. R 395, ie R 374 more interest (ie around 127% more interest!).
· Of the R 669 interest earned over 35 years (at 6% per annum), R 339 (ie more than half) is earned over the last 10 years.
It is therefore important to continue to earn a good investment return by investing appropriately right up to and into retirement.
“Clearly,” says Anderson, “it is important to achieve as high an interest rate on retirement savings as possible and every bit extra counts.”
“Unfortunately inflation works against the positive investment returns achieved.  The real interest rate, being the difference between the actual investment return earned and inflation, is therefore the key driver behind achieving a comfortable net replacement ratio.”
Examples:
· Joe works for 35 years and saves all his retirement contributions over this period.  Assuming he contributed at 15% of his salary and earned 4% above inflation (and his salary increased in line with inflation); he can expect a net replacement ratio of about 69% at his retirement age of 60.  In order to earn this return, Joe invested in a portfolio with a high weighting to equities.
· Joe’s twin brother Jack also worked for 35 years, contributed 15% of his salary over this period and retired at age 60, but Jack invested in a cash only portfolio.
Over the long term, cash returns are lower than the returns on a balanced fund, but Jack was lucky: the cash returns kept up with inflation…but only just!  He earned a real return of 0% and as a result, his net replacement ratio came to 33%, less than half that of Joe’s net replacement ratio.   This result can be further illustrated below:
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