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Managed Portfolio Service

income category1

The Income Category’s unconstrained investment approach of investing in both New Zealand and global bond markets provides many 
diversification opportunities. This is particularly relevant as increasing interest rates create a challenging environment for bonds. 

So why have the bonds within the Category fallen in value in the first quarter of 2018? Importantly, it was not a reflection of problems 
with the individual bonds. Instead, it was a case of investors in general being more cautious due to higher interest rates in the United 
States and volatile share markets.

As we near the end of this economic cycle this caution is likely to continue. The key question becomes: How are we shaping portfolios 
to reflect this? Generally, we are investing in bonds that combine the following features:

• A shorter term to maturity; and

• Bonds that pay a variable rate of interest; and

• Bonds that are backed by strong assets or benefit from a sector tailwind.

Diversification and a strong asset or sector backing reduces the risk of the Category being materially impacted by an issuer of a bond 
failing to meet its obligations. Bonds with shorter terms to maturity and variable rates reduce the impact of increases in interest rates.

Core Income Portfolio owns a diversified portfolio of bonds issued by New Zealand and Australian based companies, with the 
Australian bonds hedged back into New Zealand dollars.

Global Income Portfolio owns a diversified portfolio of bonds issued predominately by large United States companies, with the 
bonds predominantly hedged back into New Zealand dollars.

inflation category2

Inflation has remained low for several years, but an increase in inflation is one of the biggest risks faced by long-term investors. Ronald 
Reagan once described inflation as being “as violent as a mugger, as frightening as an armed robber and as deadly as a hit-man”. 

The latest snapshot of United States inflation showed core consumer prices rising 2.1% in the year to date to March 2018. We are 
now entering a phase of sustainably higher inflation. This notion has also raised the spectre that the United States Federal Reserve 
may need to raise interest rates more quickly than the market expects.

Shares tend to be inflation sensitive however a core strength of the Inflation Category at NZ Funds is our ability to identify and 
access sectors of the economy that are particularly inflation resistant. Typically, investing in companies with real assets in sectors 
of the economy that are stable, and in some cases indispensable and in different economic phases, is viewed as particularly inflation 
resistant. These real assets include commodity investments, real estate, and monopolistic infrastructure. At the same time, we look 
for bonds that have a shorter term to maturity and/or bonds that pay a variable rate of interest that benefit from rising interest rates.

The inflation category is well positioned for any sudden or protracted increase in inflation. At the same time, it will continue to benefit 
from the positive environment in the global equity market that we believe will continue in 2018.

Core Inflation Portfolio has an exposure to New Zealand dividend paying shares, including infrastructure assets and to Australian based 
commodity producing companies. The remainder of the Portfolio is predominately held in higher yielding floating rate bonds and cash.

Equity Inflation Portfolio has an exposure to global share markets, commodity producing shares, energy and banks. The remainder of 
the Portfolio is predominately held in higher yielding floating rate bonds and cash.

Property Inflation Portfolio has a balanced exposure to global and New Zealand listed property companies. The big benefit of listed 
property companies is that they offer exposure to the long-term upside in property in a diversified and highly liquid manner. Listed 
property companies also pay out much of their annual income in dividends, which makes them attractive earners for this Portfolio. 
The remainder of the Portfolio is predominately held in higher yielding floating rate bonds and cash. The remainder of the Portfolio is 
predominately held in higher yielding floating rate bonds and cash.
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1. The Category is based on a 50% allocation to the Core Income Portfolio and a 50% allocation to the Global Income Portfolio. 
2. The Category 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.   



growth category3

The Growth Category predominantly invests in the shares of listed companies. Over the long term, shares have been the highest 
returning asset class as they are directly impacted by economic growth. In constructing a financial strategy, it is important that an 
investor holds a diversified exposure to shares. An allocation to global shares is particularly important as it protects an investor from 
New Zealand specific risks.

The strong share market performance across most major share market indices in 2017 has been unprecedented and should not be 
considered normal. Since the start of 2018 there has been a marked increase in volatility both up and down. This does not mean that 
we are at the end of the current ‘bull’ share market but rather that markets are returning to a more normal situation. Over the first 
quarter of 2018 there was certainly plenty of news flow to react to and it appears likely that the remainder of 2018 will be similar. 
Economically, all developed countries are experiencing growth, increasing employment and low inflation – a so-called ‘goldilocks’ 
environment. This means we are close to the point in the economic cycle where it is as good as it gets. While the music will eventually 
stop or at least slow down, we are not sure when.

Against this backdrop we have positioned the Growth Portfolios slightly defensively. This has been implemented by investing in 
downside mitigation strategies, while at the same time maintaining a full exposure to share markets. Should share markets continue 
to appreciate, which is our base case, then the Portfolios will capture most of this upside. However, should share markets decline, the 
downside strategies should mitigate some of the decline.

Dividend and Growth Portfolio invests in New Zealand and Australian companies, with a preference for those that offer a strong and 
sustainable dividend. The Portfolio has relatively little exposure to the high growth and very high multiple parts of the New Zealand share 
market, which we believe positions it well should the current equity market correction turn into something more serious. The Portfolio’s 
Australian investments complement the industry exposure of the New Zealand component and are currently concentrated in resource 
companies (Rio Tinto and Woodside Petroleum). These companies could benefit from a widely anticipated increase in global inflation.

Global Equity Growth Portfolio provides clients with a diversified exposure to global shares. The Portfolio is primarily invested 
with Chicago-based global investment manager LSV. LSV uses a value orientated approach to selecting global shares and has 
outperformed the global share market index since its inception in 1994. LSV manages approximately US$105 billion for clients 
around the world, including the New Zealand Superannuation Fund. To reduce the impact of a sudden fall in global share markets, the 
Portfolio has around a 10% exposure to Universa, a specialist downside mitigation manager. This Portfolio added a position in credit 
default swaps over the quarter. This position has a running yield loss of around 0.5%pa but in the event share markets decline by 
20%, it should return around 3% to the Portfolio.

Core Growth Portfolio is invested in a select number of global share managers who can utilise hedge fund techniques to mitigate 
the downside. Suvretta invests in companies whose valuations are low and are expected to rise over time, and shorts companies 
whose valuations are too high and are expected to fall. Kynikos has a full exposure to share markets but looks to add value by shorting 
companies with poor business models or unrealistic growth projections. London-based manager H2O invests in interest rates and 
foreign currencies and has a low correlation to global share markets. A portion of the Portfolio is also managed by ISAM, a trend 
follower. This Portfolio also has a position in credit default swaps.

Global Multi-Asset Growth Portfolio has an 80% exposure to commodity producing companies. This includes energy, metals and 
mining and agricultural companies. This exposure includes an allocation to Impala, a New York-based commodity share specialist. A 
portion of the Portfolio is managed by ISAM. ISAM invests in exchange listed futures and foreign currencies. These markets tend to 
exhibit trending behaviour, both up and down, and ISAM run mathematical models to capture these trends. This allocation provides 
diversification benefits to the Portfolio.

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



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

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 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.

New Zealand Funds Management Limited

Level 16, Zurich House 
21 Queen Street

Private Bag 92163, Auckland 1142
New Zealand

T. 09 377 2277 
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