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Markets At 21 September 2017

new zealand
New Zealand GDP grew 0.8% in the June 2017 quarter. Growth for the year ended June 2017 was 2.7% and is being driven by the 
strong retail, manufacturing, transport, and forestry industries. Partly offsetting this growth was construction activity, which fell 
for the second quarter in a row. The Reserve Bank of New Zealand (RBNZ) left interest rates unchanged at 1.75% in August and 
noted that “monetary policy will remain accommodative for a considerable period”. Annual CPI inflation was 1.7% in the June 2017 
quarter, and thus interest rates at current levels are needed for inflation to move towards the target midpoint of 2%.  A lower New 
Zealand Dollar is needed to increase tradable inflation and help deliver more balanced growth, although the New Zealand Dollar will 
be driven by global economic conditions. We remain positive on New Zealand equities given accommodative monetary policy and 
robust growth in New Zealand GDP. However, we are conscious that valuations look stretched. We continue to favour companies 
who pay a dividend backed by strong cashflow generation.

australia
Australian GDP rose by 0.8% in the June quarter. The key message from the data is that the economy is in reasonable shape and 
growth is broadening. Despite a positive outlook, Reserve Bank of Australia (RBA) Governor Philip Lowe commented at recent 
speech that “a rise in global interest rates has no automatic implications for us here in Australia”. Lowe also noted that a global 
increase in rates would only filter through to the Australian economy over the medium to long term. The RBA also mentioned that 
it would be helpful if the Australian dollar was weaker, but there was no attempt to aggressively jawbone it lower. Similar to New 
Zealand equities, we remain positive on those Australian equities that can pay dividends driven by strong cashflow generation. This 
is especially the case across the Metals and Mining sector where company results in August were generally characterised by strong 
operating cash flows, solid dividends (including capital returns) and solid guidance for 2018.

international
Geopolitical worries in the United States and abroad played a large role in driving investor sentiment in US markets in August. 
The major indexes pulled back sharply on August 10 as the ongoing tensions between the US and North Korea escalated. The 
S&P 500 dropped nearly 1.5% and the Nasdaq fell over 2.1%. Stocks regained their footing as tensions seemed to de-escalate 
mid-month, with sentiment getting a boost from a report that US lawmakers were making progress on tax reform legislation. 
Hurricane Irma's impact on the US economy is uncertain, with the interruption in economic activity in the affected region likely to be 
offset somewhat by rebuilding activity. Following August month end, the US Federal Open Market Committee (FOMC), maintained 
interest rates at current levels of 1.0 – 1.25%. The Committee also announced it will begin reducing its US$4.5 trillion balance 
sheet in October, unwinding a massive stimulus program started after the GFC. The bigger news was that, despite the weakness of 
core inflation in recent months, a majority of Fed officials continue to project one more rate hike by year-end. 

Markets reacted positively to a mid-month report that the Eurozone’s economic recovery was stronger than previously estimated 
and at its highest level in more than 10 years. Annual inflation including energy prices accelerated to 1.5% in August, up from 1.3% 
but still under the “just below 2%” target set by the European Central Bank. Developed international stock markets were generally 
flat in August, though emerging markets equities gained ground, despite increased anxiety due to North Korea. Geopolitical tension 
pushed investors into safe-haven assets, with gold trading at its highest levels since the election of President Donald Trump. 
Meanwhile, corporate earnings reports were generally solid as business sentiment and manufacturing exports perked up.



Managed Portfolio

income category
The Income Category1 posted a flat return of -0.03% for the month of August, taking the year to date return to 2.38%. The 12 
month return of 1.63% is in line with the reference portfolio return which is a 50/50 mix of the NZX Corporate Bond index and the 
Barclay’s Global Corporate Bond index.

In the new issue market, the focus was on a five-year bond by Heartland Bank – which NZ Funds participated in. The interest 
rate was set at 4.50% p.a., a margin of 1.88% p.a. over the swap rate. This is significantly above the 1.10% p.a. which the major 
Australasian banks are issuing at. There was strong demand from investors and Heartland issued $150m of bonds which was at 
the top end of their target size.

Key drivers for the strategy are the level of interest rates and credit spreads. While interest rates moved lower over the month in 
response to geopolitical concerns, we do expect economic growth to eventually push interest rates higher. Credit spreads remain 
near record lows buoyed by synchronized economic growth around the major economies. This combination of generally lower 
interest rates and robust growth across the major economies is supportive for the corporate bonds held in the Income Category.  

inflation category
The Inflation Category2 returned -0.21% for the month of August, taking the year to date return to 2.33%. The objective of the 
Portfolios in the Inflation Category is to mitigate the impact of inflation over the medium and/or long term by investing in income-
orientated assets and growth-orientated assets using an active investment management approach. 

In New Zealand, annual CPI inflation was 1.7% in the June 2017 quarter with CPI inflation expected to be variable over the next 
year, due in large part to movements in tradable inflation. Given the low and variable inflation environment in New Zealand, our 
approach for our New Zealand based inflation protection strategy is to have a significant allocation to the NZ Funds Dividend and 
Growth Strategy which focuses on stable dividend paying stocks in New Zealand and Australia.

Based on the outlook for commodity prices, global inflation is expected to remain below its historical average for some time. We 
have significantly reduced our global exposure to energy. The data to make a reliable fundamental projection on oil going forward 
is simply not available, and investing in oil and oil related companies based primarily on fundamentals has become challenging. 
We have also reduced our Technology exposure given the sector’s stretched valuation. We maintain our exposure to Banking and 
Finance which will benefit from rising interest rates even if inflation stays relatively muted. The benefits of the Chinese Belt and 
Road Initiative are already positively impacting the Metals and Mining sector where we still believe we are early in the cycle. 

growth category
The Growth Category3 posted a strong gain of 1.16% for the month of August, increasing year to date return to 5.88%. NZ Funds' 
investment approach for the Portfolios in this category provides clients with a globally diversified, value orientated approach 
incorporating downside mitigation. 

Both the New Zealand share market and the global share market continue to be driven short term by growth orientated businesses 
such as locally listed A2 milk and in America the FAANGs (Facebook, Apple, Amazon, Netflix and Google). Approximately one third 
of the S&P500's year to date rise is attributable to these high growth technology stocks, which now trade on an average price-
to-earnings multiple of 98x. In contrast value orientated stocks and sectors, such as the Banking and Finance and Metals and 
Mining sectors, look attractive on an average price-to-earnings multiple of 18x. While dividend and value stocks have lagged the 
broader indices year to date, in the long-run we continue to believe that staying true to our discipline of holding portfolios of deeply 
discounted high quality stocks with strong dividend yields, and global managers which employ a similar approach, will pay off.

During the month global investors grappled with the implications of increasing geopolitical tensions between the United States 
and North Korea. While the matter appears to have subsided it remains unresolved, and as it continue to play out the markets will 
likely remain choppy. In the event of downside volatility, the Category continues to hold an exposure to alternative asset managers 
ISAM and Universa, both of which are designed to profit from periods of high volatility.

1. The return calculation is based on a 50% allocation to the Core Income Portfolio and a 50% allocation to the Global Income Portfolio.

2. The return calculation is based on a 34% allocation to the Core Inflation Portfolio, a 33% allocation to the Property Inflation Portfolio, and a 33% allocation to 
the Equity Inflation Portfolio.

3. The return calculation is based on a 25% allocation to the Core Growth Portfolio, a 10% allocation to the Global Multi-Asset Growth Portfolio, a 25% allocation 
to the Global Equity Growth Portfolio, and a 40% allocation to the Dividend and Growth Portfolio.

At 21 September 2017



KiwiSaver Strategies

income strategy
The Income Strategy posted a flat return of 0.02% for the month of August, taking the year to date return to 2.74%. The 12 
month return of 1.76% is in line with the reference portfolio return which is a 50/50 mix of the NZX Corporate Bond index and the 
Barclay’s Global Corporate Bond index.

In the new issue market, the focus was on a five-year bond by Heartland Bank – which NZ Funds participated in. The interest 
rate was set at 4.50% p.a., a margin of 1.88% p.a. over the swap rate. This is significantly above the 1.10% p.a. which the major 
Australasian banks are issuing at. There was strong demand from investors and Heartland issued $150m of bonds which was at 
the top end of their target size.

Key drivers for the strategy are the level of interest rates and credit spreads. While interest rates moved lower over the month in 
response to geopolitical concerns, we do expect economic growth to eventually push interest rates higher. Credit spreads remain 
near record lows buoyed by synchronized economic growth around the major economies. This combination of generally lower 
interest rates and robust growth across the major economies is supportive for the corporate bonds held in the Income Strategy.  

inflation strategy
The Inflation Strategy returned 0.64% for the month of August, taking the year to date return to 1.69%. The objective of the 
Inflation Strategy is to mitigate the impact of inflation over the medium and/or long term by investing in income-orientated assets 
and growth-orientated assets using an active investment management approach. 

In New Zealand, annual CPI inflation was 1.7% in the June 2017 quarter with CPI inflation expected to be variable over the next 
year, due in large part to movements in tradable inflation. Given the low and variable inflation environment in New Zealand, our 
approach for our New Zealand based inflation protection strategy is to have a significant allocation to the NZ Funds Dividend and 
Growth Strategy which focuses on stable dividend paying stocks in New Zealand and Australia.

Based on the outlook for commodity prices, global inflation is expected to remain below its historical average for some time. We 
have significantly reduced our global exposure to energy. The data to make a reliable fundamental projection on oil going forward 
is simply not available, and investing in oil and oil related companies based primarily on fundamentals has become challenging. 
We have also reduced our Technology exposure given the sector’s stretched valuation. We maintain our exposure to Banking and 
Finance which will benefit from rising interest rates even if inflation stays relatively muted. The benefits of the Chinese Belt and 
Road Initiative are already positively impacting the Metals and Mining sector where we still believe we are early in the cycle.

growth strategy
The Growth Strategy posted a strong gain of 1.96% for the month of August, increasing year to date return to 7.53%. NZ Funds' 
investment approach for this Strategy provides clients with a globally diversified, value orientated approach incorporating 
downside mitigation. 

Both the New Zealand share market and the global share market continue to be driven short term by growth orientated businesses 
such as locally listed A2 milk and in America the FAANGs (Facebook, Apple, Amazon, Netflix and Google). Approximately one third 
of the S&P500's year to date rise is attributable to these high growth technology stocks, which now trade on an average price-
to-earnings multiple of 98x. In contrast value orientated stocks and sectors, such as the Banking and Finance and Metals and 
Mining sectors, look attractive on an average price-to-earnings multiple of 18x. While dividend and value stocks have lagged the 
broader indices year to date, in the long-run we continue to believe that staying true to our discipline of holding portfolios of deeply 
discounted high quality stocks with strong dividend yields, and global managers which employ a similar approach, will pay off.

During the month global investors grappled with the implications of increasing geopolitical tensions between the United States 
and North Korea. While the matter appears to have subsided it remains unresolved, and as it continue to play out the markets will 
likely remain choppy. In the event of downside volatility, the Strategy continues to hold an exposure to alternative asset managers 
ISAM and Universa, both of which are designed to profit from periods of high volatility.

At 21 September 2017



New Zealand Funds Management Limited is the issuer of the NZ Funds Managed Portfolio Service and the NZ Funds KiwiSaver 
Scheme.

The Product Disclosure Statement and the Disclose Register contain important information to help you to understand how your 
money is managed and the risks associated with investing.

A copy of the NZ Funds Managed Portfolio Service Product Disclosure Statement and the NZ Funds KiwiSaver Scheme Product 
Disclosure Statement is available on request or by visiting the NZ Funds website at www.nzfunds.co.nz.

Even if you have invested with NZ Funds for many years, please take the time to read these documents regularly as the content is 
frequently updated.

Disclaimer

Past performance is not necessarily an indication of future returns.

This document has been provided for information purposes only. The content of this document is not intended as a substitute 
for specific professional advice on investments, financial planning or any other matter. While the information provided in this 
document is, to the best of our knowledge and belief, stated accurately, New Zealand Funds Management Limited, its directors, 
employees and related parties accept no liability or responsibility for any loss, damage, claim or expense suffered or incurred by 
any party as a result of reliance on the information provided and opinions expressed in this document except as required by law.


