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The last straw that
broke the camel’s back.
This saying is very pertinent in the environment we have at present. Few managers have delivered a positive return
above their benchmark over the past three years and it disturbs investors. Advisers and clients alike feel like boxers
being punished in a fight with too many rounds, willing the financial underperformance to stop.
It is in times like these that ‘new’ products appear with the messianic promise of being able to deliver amazing returns
through their unique ‘angles’ of approach.
Private Equity has been one such solution. Private Equity has been around since before listed companies and clients
have invested in tranches offered by a number of investment managers, both here and in the UK, that have delivered
good results, but quite a number of funds are experiencing slow-downs in expectations. The reasons for this are
simple. Investors make money when Private Equity entities list. In difficult economic environments, Private Equity
companies prefer to defer an intended listing and thus the accelerated returns expected towards the end of a tranche
are postponed and an investor is either disappointed or needs to wait longer than the targeted investment period of
up to 12 years.
Managing a Private Equity solution is a huge undertaking, involving a specialised team, working long hours, attending
numerous Board meetings, sifting through financials which do not necessarily follow rules applicable to listed
companies, and analysing possible competitor or technological changes which could influence the profitability of the
underlying companies aggregated in the solution. Gaining an understanding of the ventures, inside and out, while
remaining part of all decisions and management activities as well as being aware of changes and the significance of
these, all forms very much part of the process. A Private Equity team needs to understand the total risk involved and
often facilitates the process to get the venture to the listing stage. It is a costly exercise and there is a charge that these
specialists extract for the value they add.
We have analysed some of the structures currently on offer, and their underlying holdings, and we need to caution
investors against a wave of interest that often ends in tears and/or disappointment, especially where it involves a tax
loophole. Ask, does the analysis work properly? Obtain more than one view and understand the investment
thoroughly. A thorough understanding of the involvement of the Private Equity team is critical. Are they merely doing a
‘due process’ on the underlying funds, or are they intricately involved in the inner workings to ensure that the
diversification is real and that the value they add is more than superficial.
The Section 12J
In South Africa it has recently become fashionable to hold Private Equity in a portfolio and the section 12J tax beneficial
structure has contributed to this current popularity. The s12J structure allows the investor to deduct the total amount
invested from their taxable income, but the investor must keep the funds invested in the structure for at least five
years otherwise the tax benefit received will immediately become taxable.
Continued overleaf…
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Most Private Equity products offer an inflation + 9% to 10% return, albeit few have delivered this of late. But what is
more concerning than the possible (probable?) underperformance is that at presentations the tax saving aspect takes
up most of the content and is explained in glorious detail, whilst the underlying instruments are not treated with the
same level of diligence or understanding. The message out there often is: Investors save 45% at the marginal tax rate,
so even if they get only their original money back, they win. Or the ‘risk premium’ is only 55% of the investment.
The problem is this: At inception investors get the 45% (only if this is their marginal tax rate) rebate, but their original
capital amount for Capital Gains Tax (CGT) purposes is zero. Once the investment pays out, investors will be taxed
(CGT) fully on the pay-out. Paying 18% (effective rate for individuals and special trusts in South Africa) on the total
amount is a painful reduction in the final proceeds.
Thus, a fair comparison of the hypothetical returns and tax efficiency of all specialist and non-conventional investment
instruments requires thorough and specialist analysis and comparisons on a like-for-like basis with more conventional
and less subject-to-change investments such as retirement annuities, pension funds and mutual funds all of which have
substantial protection for the investor written into legislation and are overseen by management boards of trustees or
similar custodians.
Also be aware that Private Equity solutions carry substantially more risk than conventional investments and the
investment team’s involvement, diversification of the underlying instruments, both by business sector and geography,
should be present to alleviate this risk. Legal opinions on the soundness of the offering should be available as well.
We have seen presentations on numerous s12J fund-of–funds offerings and while some of these are managed by
experienced people, one has to question that at the minimum amount required for investment (often substantial),
annual administrative costs that can amount to 5% or more on top of the underlying investment fund’s costs. How an
investor can hope to get a net return of inflation + 9%/10% is optimistic. With those costs, the manager is more
assured of a return than the investor!

MitonOptimal are not tax advisers and independent tax advice should always be obtained.

Oscar de Waal

Head of Manager Research
www.mitonoptimal.com

This document has been issued by the MitonOptimal Group of companies. The content of this document is for information purposes only and does not constitute an offer or invitation to
any person. The opinions contained in this document are subject to change and are not to be interpreted as investment advice. You should consult an adviser who will be able to provide
appropriate advice that is based on your specific needs and circumstances. MitonOptimal‘s prior written consent must be obtained before the contents of this document are reproduced or
communicated to any third party. The information and opinions contained herein have been compiled or arrived at from sources believed to be reliable and given in good faith, but no
representation is made as to their accuracy, completeness or correctness. MitonOptimal’s respective directors, officers, employees and associates may have an interest in the products,
services or service providers occasionally referred to herein. The value of investments and the income from them may vary, and you may realise less than the sum invested. Past
performance is not necessarily a guide to future performance and no guarantees are offered in respect of investment returns and/or capital invested. MitonOptimal Portfolio Management
(CI) Limited (Registration No. 36763) and MitonOptimal Guernsey Limited (Registration No. 40985) are both registered in the Bailiwick of Guernsey and licensed and regulated by the
Guernsey Financial Services Commission under the Protection of Investors (Bailiwick of Guernsey) Law 1987, as amended. MitonOptimal Portfolio Management (IOM) Limited is licensed and
regulated by the Isle of Man Financial Services Authority (Registration No. 103941C). MitonOptimal UK Limited is registered in England and Wales (Company No. 09138865). Authorised and
regulated by the Financial Conduct Authority. MitonOptimal South Africa (Pty) Ltd (Registration No. 2005/032750/07) & MitonOptimal Portfolio Management (Pty) Limited (Registration No.
2000/000717/07) are regulated in South Africa by the Financial Sector Conduct Authority (FSCA). MitonOptimal South Africa (Pty) Limited (FSP No. 28160) and MitonOptimal Portfolio
Management (Pty) Limited (FSP No. 734) are authorised Financial Services Provider’s (FSP’s). MitonOptimal South Africa (Pty) Ltd and MitonOptimal Portfolio Management (Pty) Limited
comply with all the requirements of the Financial Advisory and Intermediary Services (FAIS) Act (Act 37 of 2002). MitonOptimal Jersey Limited is regulated by the Jersey Financial Services
Commission (Company No. 97242). Full details on all companies within the MitonOptimal Group are available on our website (www.mitonoptimal.com).

Guernsey

|

South Africa

|

United Kingdom

|

Isle of Man

|

Singapore

|

Jersey

