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income category1

The Income Category is currently faced with two very different landscapes. For New Zealand and Australia, the outlook is benign. 
In contrast the theme globally is more about accelerating growth and inflation in the United States and the impact this is having on 
Europe and emerging markets. 

In New Zealand, it is a case of ‘Yeah-Nah!’ Economic growth is good but not stunning and inflation is increasing (mainly due to external 
influences such as oil) but remains below trend. Add to this a residential property market that has increasing levels of debt which is 
predominantly short dated (one and two year fixed-rate mortgages on average). This means that the Reserve Bank of New Zealand 
can be confident that any interest rate increases will have a swift impact on New Zealand's economic outlook. 

As a result, we expect interest rates in New Zealand to remain relatively range bound over the next six months. In this environment 
the emphasis is on harvesting the interest rates through the bond coupon and capturing the capital appreciation as bonds head 
towards maturity. 

Globally the outlook is more about the strong United States economy which is getting stronger. Indeed, for the first time there are 
more jobs advertised than there are people registered as unemployed. While this is good for the American people and economy, 
it reinforces the need for the Federal Reserve (the ‘Fed’) to continue to increase short term interest rates to tighten monetary 
conditions. This has and will continue to put pressure on fixed rate United States bonds and make European and emerging markets 
bonds less attractive. In this landscape, the focus needs to be on assets which can navigate a rocky landscape. Generally, we are 
investing in bonds that combine the following features: a shorter term to maturity; bonds that pay a variable rate of interest; and 
bonds that are backed by strong assets or benefit from a sector tailwind.

inflation category2

United States inflation hit its highest level in over six years in June and, as set out in the Income Category above, this should further 
bolster the case for the Fed to stick to its forecast for two more rate hikes this year. At the same time, new Fed Governor Jay Powell 
strengthened the message that the Fed would continue to raise rates only at a slow pace, saying “the case for continued gradual 
increases in the federal funds rate is strong.”

However, an entirely new economic shock is now gaining momentum. The United States administration seems determined to ratchet 
up the scale of tariffs on China. What initially seemed to be a skirmish with minimal effects on the economy has now become a more 
significant policy change. We surmise what this may mean long term in the Growth Category below, however, in the short term tariffs 
threaten to push inflation rates higher than expected over the next year. A key question is should the Fed view this increase in inflation 
as transitory or something more sinister?

A core strength of the Inflation Category at NZ Funds is our ability to identify and access instruments that are particularly inflation 
resistant. A good example of this is we have commenced adding inflation swaps to the Inflation Category. These will provide the 
protection should inflation rise, without increasing the interest rate sensitivity of the portfolio (which would be the case if inflation 
index linked bonds were used). 

The 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. 

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

The 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.  
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 predominately invests in shares listed on the New Zealand and global exchanges. The outlook for shares 
remains positive. All major economies are experiencing economic growth and this in turn feeds through to stronger company 
profits. Profit growth in the United States has been particularly strong, not only reflecting the strong economic growth but also the 
tax cuts introduced late last year. Profits in the United States are forecast to grow by 27% this year, while in Europe and Japan they 
are forecast to grow by 14% and 7% respectively.

While the global economy is experiencing economic growth, share markets have been more volatile this year than last. This reflects 
the on-going political events and most notably the possible trade war between the United States and China. In the short-term trade 
wars are negative for growth in both countries. However, if this eventually results in greater access and freer trade for both countries, 
then this is positive for the global economy.  

The robust growth in the global economy has now reached a point where there is limited spare capacity. Global unemployment levels 
are the lowest in ten years and inflationary pressures are increasing. Against this backdrop, as we have already discussed, the Fed has 
continued to raise interest rates. In Europe, the European Central Bank has noted that they will soon start to end their quantitative 
easing and, at some point, increase interest rates. Japan is also likely to follow. This environment of higher interest rates and less 
liquidity will create some headwinds for global share markets.

The outlook for New Zealand is less certain. Economic growth remains robust but business confidence has been weak since last 
year’s election. This weak confidence is likely to have an impact on employment and investment intentions. This is likely to result in 
lower than expected growth.   

The current environment highlights the need for an unconstrained investment approach. The greater volatility in global markets 
creates an ability to add value. Year to date we have seen this in the currency markets with the New Zealand dollar depreciating 
against the United States dollar. At some point, we expect long term interest rates to increase while the share market will remain 
volatile. We have accordingly positioned the portfolios to take advantage of these trends and will adjust the positions and in 
particular the share exposure as the year evolves.

The Dividend and Growth Portfolio invests in New Zealand and Australian companies, with a preference for those that pay a dividend. 
The Portfolio has recently made a significant investment in Fletcher Building, where we believe management are taking the right steps 
to rejuvenate the company. The shares offer good value relative to the rest of the New Zealand market, especially given the underlying 
quality and sustainability of the business. Separately, we do not expect weakening business confidence in New Zealand to have a 
significant direct effect on the Portfolio given the defensive qualities or international focus of many of its investments. 

The 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-oriented approach to selecting global shares and has 
outperformed the global share market index since its inception in 1994. The Portfolio also has an allocation to global share futures 
including emerging markets. The downside mitigation strategies in the Portfolio include an exposure to Universa and to North 
American credit default swaps. Both exposures have a small running cost (currently estimates to be 1.5%pa) but are designed to 
generate positive returns in a 20% global share market decline. 

The 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 which are experiencing strong growth due to industry trends and are therefore less 
likely to be impacted by higher interest rates. While there is still an exposure to the Kynikos fund, this has been reduced over the 
quarter due to poor performance. We are looking to meet with Kynikos in August to gain a better understanding of the reasons behind 
their recent poor performance. To offset the lower Kynikos exposure, the share index futures in the portfolio have been increased 
so the Portfolio continues to have a full exposure to global share markets. A portion of the Portfolio is managed by ISAM, a trend 
follower (see next paragraph). This Portfolio also has a position in credit default swaps. 

The 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.
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