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DRAWDOWN
SHOWDOWN

Retirees will have to tighten their belts
by a fair number of notches.

new report from Corona-
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curb the percentage paid

out of their living annuiry
(drawdown) every year,

“With expected annualised long-term
real returns from local equities in the 3%
to 5% range (compared to 11% achieved
over the past decade) and around 2% tor
bonds {versus 4% historically], the mar-
gin for crror in the making of invest-
ment and financial planning decisions
is likely to become much smaller than
most of us are used to,” say Picter
Koekemoer and Adrian van Pallander
of Coronation,

Currently, the drawdown rate, as
determined by investors and their ad-
visers, may be between 2.5% and 17.5%

of capital. “Initial drawdown rates of

above 7% can be ju.\-liﬁtd llﬁi]'llij‘ historic
return patterns, (but] it would be less
than prudent to consider much above
5% given our current outlook for Finan-
cial market returns.”

In fact, sav Kockemoer and Van Pal-
lander, it vou want to fully protect vour-
self against running out of capiral in
virtually any circumstance over an
approximate 30-year period, vou need
to start with a very low initial withdraw-
al rare (4% or less).

One way of making sure your money
will last is by setting up dynamic draw-
dowen rules = a form of self=regulation to
povern vour withdrawals. This can be
ser up by vour financial adviser.

Basically, it boils down to creating
two rules, says Coronation,

The modified withdrawal rule will
increase vour withdrawals annually with
inflation, except when the retirement
portfolio has produced a negative return
in the prior year and when the current
vear's increased rate is higher than the
initial withdrawal rate. There's no carch-
up for missed increases in later vears.

The capital preservation rule states
that if the increased withdrawal rate in
a given vear exceeds the initial with-
drawal rate by more than a certain
percentage (say 20%), the withdrawal
rate is cut by a predefined percentage
{(say 10%). This rule is only applied
in the first half (around 15 vears) of
rerirement,

As an example, assume you retire
with R5m in capital and choose an ini-
tial withdrawal of R250 000, or 3%.
Assume that five vears later vour port-
tolio is worth B5.5m and vour infla-
tion-adjusted withdrawal is caleulared
to be R340 000, This withdrawal rate
represents 6.2% of your capital, which

is 24% higher than vour initial withdrawal
rate. Because it exceeds the pre-defined
percentage of 20%, the required with-
drawal is cut by 10% to R306 000. “This
spending rule could be further refined (u
the expense of giving up some safety) by
adding a prosperity rule: If the withdrawal
rate would fall by maore than a pre-set per

centage (sav 20%) below the initial with-
drawal rate, the withdrawal is increased
by a defined percentage (say 10%)."

According to Coronation, a 2007
American study found that these two
rules together could double the sustainable
withdrawal rates without significantly
increasing the risk of running out of
maoney late in retirement.

“Ir’s (also} imporant w note that sus-
tainable withdrawal rates are typically
lowver when assets are more expensive than
normal (when 10-year pre multiples for
equities are high and bond _h"u:]d.-: are low),
and higher when assets are priced at below
average values, For a retiree, valuation lev-
els ar the point of retirement and during
the immediate decade thereafrer are like-
Iy to play a significant role in outcomes,

“It’s therefore imperative that investors
and their advisers appropriately moderate
income expectations during the initial
phase of retirement to ensure long-term
sustainability of their income plan,” say
Kockemaoer and Van Pallander,



